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Indicate by check mark whether Registrant (1) has filed all reports required to be filed by Section 13 or 15(d) of the Securities
Exchange Act of 1934 during the preceding 12 months (or for such shorter period that Registrant was required to file such reports), and
(2) has been subject to such filing requirements for the past 90 days.     Yes     þ No o

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

Indicate by check mark if Registrant is an accelerated filer as of June 30, 2002 (as defined in Exchange Act
Rule 12b-2).     Yes     þ No o

The aggregate market value of the voting stock held by nonaffiliates of Registrant was $790,263,327 as of June 28, 2002.

107,122,286

(Number of shares of common stock outstanding, net of treasury shares, as of September 30, 2003)

Part III is incorporated by reference from the Proxy Statement for the Annual Stockholders Meeting held on May 22, 2003.
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EXPLANATORY NOTE

We are filing this Amendment No. 1 to our Annual Report on Form 10-K/ A for the year ended December 31, 2002 (the �Form 10-K/ A�) to
amend our Consolidated Financial Statements for the years ended December 31, 2002, 2001 and 2000, to reflect reclassifications to discontinued
operations and to modify related disclosures. Where considered appropriate, we have updated other items and disclosures in this Form 10K/A.
We disposed of certain nursing facilities and our Care Focus business unit during the six months ended June 30, 2003, which have been
reclassified to discontinued operations for all periods presented in accordance with generally accepted accounting principles and applicable
Securities and Exchange Commission (�SEC�) reporting requirements. This document includes a Report of Ernst & Young LLP, Independent
Auditors on the amended Consolidated Financial Statements. The filing of this Form 10-K/ A shall not be deemed an admission that the original
Form 10-K, when filed, knowingly included any untrue statement of a material fact or omitted to state a material fact necessary to make a
statement not misleading.

In this report, when we use words such as �today,� �recently,� �current� or �currently,� or phrases such as �as of the date hereof,� or �as of the date of
this report,� we are referring to October 14, 2003, the date we filed this report with the SEC.

FORWARD-LOOKING STATEMENTS

References throughout this document to the Company include Beverly Enterprises, Inc. and its wholly owned subsidiaries. In accordance
with the Securities and Exchange Commission�s �Plain English� guidelines, this Annual Report on Form 10-K/A has been written in the first
person. In this document, the words �we�, �our�, �ours� and �us� refer only to Beverly Enterprises, Inc. and its wholly owned subsidiaries and not any
other person. The Company�s website � www.beverlycares.com � provides access to the Company�s SEC reports within 24 hours of filing.

This Annual Report on Form 10-K/A, and other information we provide from time to time, contains certain statements that are not historical
facts and may be forward-looking statements within the meaning of United States federal securities law. All statements regarding our expected
future financial position, results of operations or cash flows, continued performance improvements, ability to service, refinance, replace and
comply with our debt obligations, ability to finance growth opportunities, ability to control our patient care liability costs, ability to respond to
changes in government regulations, ability to execute our three-year strategic plan, and similar statements including, without limitation, those
containing words such as �believes,� �anticipates,� �expects,� �intends,� �estimates,� �plans,� and other similar expressions are forward-looking statements.
These forward-looking statements reflect management�s beliefs and assumptions and are based on information currently available to
management. Forward-looking statements involve known and unknown risks, uncertainties and other factors that may cause our actual results,
performance or achievements or industry results to be materially different from any future results, performance or achievements expressed or
implied by us in those statements. These risks, uncertainties and other factors include, among others:

� national and local economic conditions, including their effect on the availability and cost of labor, utilities and materials;

� the effect of government regulations and changes in regulations governing the health care industry, including our compliance with such
regulations;

� changes in Medicare and Medicaid payment levels and methodologies and the application of such methodologies by the government and
its fiscal intermediaries;

� the effects of adopting new accounting standards;

� liabilities and other claims asserted against us, including patient care liabilities, as well as the resolution of lawsuits brought about by the
announcement or settlement of government investigations and the announcement of increases in reserves for patient care liabilities;

� our ability to predict future reserve levels for patient care and workers� compensation liabilities;

� our ability to execute strategic divestitures in a timely manner at fair value;
1
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� our ability to improve our fundamental business processes and reduce costs throughout the organization;

� our ability to attract and retain qualified personnel;

� the availability and terms of capital to fund acquisitions, capital improvements and ongoing operations;

� the competitive environment in which we operate;

� our ability to maintain and increase census (volume of residents) levels; and

� demographic changes.

All subsequent written and oral forward-looking statements attributable to us or persons acting on our behalf are expressly qualified in their
entirety by the cautionary statements set forth or referred to above. We are not obligated to publicly update or revise any forward-looking
statements, whether as a result of new information, future events or otherwise.

2
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PART I

ITEM 1. BUSINESS.

General

Our business consists principally of providing health care services, including the operation of nursing facilities, assisted living centers,
hospice and home care centers, outpatient clinics and rehabilitation therapy services. We are one of the largest operators of nursing facilities in
the United States. As of August 31, 2003, we operated 423 nursing facilities with a total of 45,492 licensed beds. Our nursing facilities are
located in 26 states and the District of Columbia and range in capacity from 24 to 355 licensed beds. (See Item 2 � Properties.) Our nursing
facilities had average occupancy for continuing operations, based on operational beds, of 87.7% during each of the six months ended June 30,
2003 and the year ended December 31, 2002. As of August 31, 2003, we also operated 22 assisted living centers containing 621 units, 23
hospice and home care centers, and 10 outpatient clinics.

Industry Overview

According to the Centers for Medicare & Medicaid Services (�CMS�), total United States health care spending is expected to grow at an
average annual rate of 7.3% from 2002 through 2012. By these estimates, health care expenditures will account for $3.1 trillion, or 17.7%, of the
gross domestic product by 2012. The nursing facility segment of the United States health care industry encompasses a broad range of health care
services provided in skilled nursing facilities, including traditional skilled nursing care and specialty medical services. Nursing facility
expenditures represent one of the largest components of national health care spending, totaling $103.7 billion in 2002.

According to Aventis Pharmaceuticals� Managed Care Digest SeriesTM, the long-term care industry consisted of 15,275 skilled nursing
facilities and 1,721,241 nursing facility beds at December 31, 2002. The United States Census Bureau estimates, as of July 2002, there were 35.3
million people over the age of 65 in the United States, a number that is expected to grow by 52% to 53.7 million by 2020. The fastest growing
segment of the population is comprised of people over the age of 85. As of July 2002, according to United States Census Bureau estimates, there
were estimated to be 4.6 million people 85 years of age or older, and growth rates for this segment are expected to average 2.2% per year from
2002 through 2020.

We believe that demand for long-term care will continue to grow due to longer average life expectancy, the growing segment of the United
States population over 85 years of age and cost-containment efforts by third-party payors to encourage shorter stays in acute-care facilities. CMS
predicts that nursing facility expenditures will grow from $103.7 billion in 2002 to $178.8 billion in 2012, representing a 5.6% compounded
annual growth rate.

Throughout the 1990s, there were numerous initiatives on the federal and state levels to achieve comprehensive reforms affecting the
payment for, and availability of, health care services. Aspects of these initiatives included changes in reimbursement regulation by the Health
Care Financing Administration (now CMS) and enhanced pressure to contain health care costs by Medicare, Medicaid and other third-party
payors. The passage of the Balanced Budget Act of 1997 (the �Budget Act�) was designed to reduce and control the rate of increase in Medicare
expenditures for services rendered by various providers. Specifically, the Budget Act eliminated the previously existing �cost-based� Medicare
reimbursement system for skilled nursing facilities and implemented a prospective payment system, which reimburses skilled nursing facilities
at a pre-determined rate based on health care services required by various categories of patients.

Medicare is a federal health insurance program for people who are 65 or older, have been disabled for at least two consecutive years or have
end-stage renal disease. Medicare provides health insurance benefits in two parts:

� Hospital Insurance (Part A) covers inpatient hospital care and inpatient skilled nursing facility care for a limited period of up to 100 days,
if medically necessary, after a qualifying hospital stay.

3
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� Medical Insurance (Part B) is supplemental insurance requiring monthly premium payments by the beneficiary, which covers physicians
services and other outpatient services, such as physical, occupational, and speech therapy services, enteral nutrition and supplies and X-ray
services received outside of a Part A covered inpatient stay.

In November 1999, Congress passed the SCHIP Balanced Budget Refinement Act of 1999 (�BBRA�) and in December 2000, Congress
passed the Medicare, Medicaid and SCHIP Benefits Improvement and Protection Act of 2000 (�BIPA�). Both BBRA and BIPA were designed to
mitigate certain reductions in Medicare reimbursement resulting from the Budget Act. Some of the increases in Medicare reimbursement for
skilled nursing facilities provided for under BBRA and BIPA expired on September 30, 2002, the so-called �Medicare cliff.� Despite intensive
lobbying efforts by the long-term care industry, Congress did not extend these Medicare funding provisions.

However, CMS has announced two increases to skilled nursing facility Medicare rates, which were each effective October 1, 2003. The first
increase of 3.26%, is a cumulative correction for understated market basket increases that CMS has relied upon since 1998. The second increase
of 3.0%, which is applied to the Medicare rates subsequent to the 3.26% increase described above, is the annual market basket increase for the
federal fiscal year beginning October 1, 2003. CMS estimates that these increases combined will result in an $850.0 million increase in Medicare
payments to skilled nursing facilities for the federal fiscal year 2004.

Certain of the Medicare increases provided under BBRA and BIPA remain in place today, including, among other things:

� a 20% add-on for 12 high acuity non-therapy Resource Utilization Group (�RUG�) categories; and

� a 6.7% add-on for all rehabilitation RUG categories.

These add-ons will expire when CMS releases its refinements to the current RUG payment system. CMS has announced that these
refinements will not be implemented until at least October 1, 2004.

In addition, BBRA and BIPA provided for a three-year moratorium on the two $1,500 Part B therapy caps, which expired on December 31,
2002. The implementation of the Part B therapy caps was further delayed until September 1, 2003. The annual caps for 2003 of $1,590 for
physical and speech therapy services combined and $1,590 for occupational therapy services, which have been adjusted for inflation, are being
applied to services provided during the four-month period from September through December of 2003.

On February 10, 2003, CMS published a proposed rule to reduce by 30% the amount that Medicare reimburses skilled nursing facilities and
other non-hospital providers for bad debts arising from uncollectible Medicare coinsurance and deductibles. The proposal is to phase in the
reduction over a three-year period at 10% per year for cost report periods beginning on or after October 1, 2003.

Operations and Services

Our operations are currently organized into three primary operating segments: Nursing Facilities, AEGIS and Home Care.

Nursing Facilities. Our Nursing Facilities� operations provide long-term health care and rehabilitation services through the operation of
skilled nursing facilities and assisted living centers and accounted for approximately 95% of our net operating revenues for the six months ended
June 30, 2003 and approximately 96% of our net operating revenues for the year ended December 31, 2002. Our facilities provide residents with
routine long-term care services, including daily nursing, dietary, social and recreational services and a full range of pharmacy services and
medical supplies. Our skilled nursing staff also provides complex and intensive medical services to residents with higher acuity needs outside
the traditional acute-care hospital setting. We have designed our assisted living centers to provide residents with a greater degree of
independence while still offering routine services and, if required, limited medical care.

AEGIS. Our AEGIS segment provides rehabilitation therapy services under contract to our nursing facilities, as well as 455 third-party
nursing facilities, and accounted for approximately 3% of our net operating
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revenues for the six months ended June 30, 2003 and approximately 2% of our net operating revenues for the year ended December 31, 2002.
AEGIS offers skilled occupational, physical and speech therapy services designed to maximize function and independence, assist in recovery
from medical conditions and compensate for remaining disabilities.

Home Care. Our Home Care operations, which accounted for approximately 2% of our net operating revenues for each of the six months
ended June 30, 2003 and the year ended December 31, 2002, primarily provide hospice services within our nursing facilities, in facilities
operated by other health care providers and in patients� homes. Our hospice services include palliative care for terminally ill patients, as well as
pastoral, counseling and bereavement services for the families of hospice patients.

Revenue Sources

Overview

We receive payments for services provided to patients from:

� each of the states in which our facilities are located under the applicable Medicaid program;

� the federal government under the Medicare program and the Department of Veterans Affairs; and

� private payors, including commercial insurers and managed care payors.

The following table sets forth for the periods indicated:

� nursing facility patient days derived from the indicated sources of payment as a percentage of total nursing facility patient days; and

� revenues derived from the indicated sources of payment as a percentage of total net operating revenues.

Medicaid Medicare Private and Other

Patient Days Revenues Patient Days Revenues Patient Days Revenues

Six Months Ended:
June 30, 2003. 70% 52% 12% 27% 18% 21%
June 30, 2002. 70% 52% 11% 27% 19% 21%
Years Ended:
December 31, 2002 71% 53% 11% 26% 18% 21%
December 31, 2001 71% 54% 10% 25% 19% 21%
December 31, 2000 71% 56% 10% 22% 19% 22%

Changes in the mix of our patient population among the Medicaid, Medicare and private categories can significantly affect our revenues and
profitability. In most states, private patient care is the most profitable, and Medicaid patient care is the least profitable. We receive ancillary
revenues by providing occupational, physical, speech, respiratory and intravenous therapy, as well as through sales of pharmaceuticals and other
services.

Reimbursement by Medicaid Programs

Medicaid programs currently exist in all of the 26 states, and the District of Columbia, in which we operate nursing facilities. These
programs differ in certain respects from state to state, but they are all subject to federal-imposed requirements. At least 50% of the funds
available under these programs is provided by the federal government under a matching program.

Currently, many state Medicaid programs use a cost-based reimbursement system. This means that a facility is reimbursed for the
reasonable direct and indirect allowable costs it incurs in providing routine patient care services (as defined by the programs). In addition,
certain states provide for efficiency incentives, subject to certain cost ceilings. These reasonable costs normally include certain allowances for
administrative and
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general costs, as well as the costs of property and equipment (e.g., depreciation and interest, fair rental allowance or rental expense).

State Medicaid reimbursement programs vary as to the level of allowable costs that are reimbursed to operators. In some states, cost-based
reimbursement is subject to retrospective adjustment through cost report settlement. In other states, reimbursements made to a facility that are
subsequently determined to be less than or in excess of allowable costs may be adjusted through future reimbursements to the facility and to
other facilities owned by the same operator. Still other states reimburse facilities based upon costs from a prior base year, adjusted for inflation.
Several states in which we currently operate have enacted reimbursement programs that are based on patient acuity versus traditional cost-based
methodologies. Many other states are actively developing reimbursement systems based on patient acuity or that follow a methodology similar
to Medicare�s prospective payment system (see below). We are unable to estimate the ultimate impact of any changes in state reimbursement
programs on our future consolidated financial position, results of operations, or cash flows.

While federal regulations do not provide states with grounds to curtail funding of their Medicaid cost reimbursement programs due to state
budget deficiencies, states have done so in the past. No assurance can be given that states will not do so in the future or that the future funding of
Medicaid programs will remain at levels comparable to the present levels. In August 1997, the Budget Act was signed into law. The Budget Act
broadened the states� authority to develop their own standards for setting payment rates. The law requires each state to use a public process for
establishing proposed rates whereby the methodologies and justifications used for setting such rates are available for public review and
comment. This requires facilities to become more involved in the rate setting process since failure to do so may interfere with a facility�s ability
to challenge rates later. Currently, several states in which we have substantial operations are experiencing deficits in their fiscal operating
budgets. There can be no assurance that these states, as well as other states in which we operate, will not reduce payment rates.

Under the Nursing Home Resident Protection Amendments of 1999, a nursing facility that decides to withdraw from a state Medicaid
program and continue operations is required to continue providing care to Medicaid and non-Medicaid residents who were residing at the facility
on the day before the effective date of the withdrawal.

Reimbursement by Medicare

Health care system reform and concerns over rising Medicare costs have been priorities for both the federal and state governments. The
Budget Act included numerous program changes directed at balancing the federal budget. In addition to the Medicaid changes described above,
the legislation changed Medicare policy in a number of ways, including the phase-in of the Medicare prospective payment system (�PPS�) for
skilled nursing facilities. PPS reimburses a skilled nursing facility based upon the acuity level of Medicare patients. Acuity level is determined
by classifying a patient into one of 44 RUG categories, based on the nature of the patient�s condition and services needed.

In 1999 and 2000, refinements were made to the Budget Act. These refinements restored substantial Medicare funding to skilled nursing
facilities and other health care providers originally eliminated by the Budget Act. Certain of these refinements were eliminated effective
September 30, 2002, including, among other things:

� a 16.66% add-on to the nursing component of all 44 RUG categories; and

� a 4% overall increase in the adjusted rates for all 44 RUG categories.

Our net operating revenues were reduced in 2002 by $13.5 million as a result of the elimination of these add-ons in the fourth quarter. We
anticipate our net operating revenues will decline an additional $40.6 million from 2002, for an annual impact of $54.2 million. While it is
possible that the federal government may restore some or all of these payments in the future, we can give no assurances that will occur, or if it
should occur, when it might happen and whether it will be retroactive.

6
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A number of the refinements made in 1999 and 2000 remain in place today, including, among other things:

� a 20% add-on for 12 high acuity non-therapy RUG categories; and

� a 6.7% add-on for all rehabilitation RUG categories.

These add-ons are scheduled to expire when CMS releases their refinements to the current RUG payment system. CMS has announced that
these refinements will not be implemented until at least October 1, 2004. We generate $39.6 million in annual net operating revenues related to
these add-ons. We cannot currently predict when CMS will release its refinements nor can we predict what their ultimate impact will be on our
operating results or cash flows.

In addition, the 1999 and 2000 refinements to the Budget Act included a three-year moratorium on the two $1,500 Part B therapy caps,
which expired on December 31, 2002. On February 7, 2003, CMS announced that the Part B therapy caps would be implemented on July 1,
2003 on a prospective basis only. On June 30, 2003, however, plaintiffs seeking a temporary restraining order to delay the implementation of the
Medicare Part B therapy caps scheduled to take effect on July 1, 2003 entered into a settlement agreement with CMS. This agreement further
delayed the implementation of such caps until September 1, 2003. The annual caps for 2003 of $1,590 for physical and speech therapy services
combined and $1,590 for occupational therapy services, which have been adjusted for inflation, will be applied to services provided during the
four-month period from September through December of 2003. Based on the historical volume of Part B therapy services we have provided in
our nursing facilities, we anticipate a decrease in our annual net operating revenues resulting from reinstatement of the Part B therapy caps of
$13.8 million. Furthermore, our AEGIS annual outside therapy contract revenue will likely be reduced by an additional $5.0 million and AEGIS
may be required to adjust therapy staffing levels to offset a portion of this revenue impact.

CMS has announced two increases to nursing facility Medicare rates, which were effective October 1, 2003. The first increase of 3.26% is a
cumulative correction for understated market basket increases that CMS has relied on since 1998. The second increase of 3.0%, which is applied
to the Medicare rates subsequent to being adjusted for the 3.26% increase above, is an annual market basket increase for the federal fiscal year
beginning October 1, 2003. Based on our current volume and mix of Medicare patients, we anticipate the combined impact of these increases to
result in an increase in our net operating revenues of $7.8 million for the fourth quarter of 2003 and $23.4 million for the first nine months of
2004, for an annual impact of $31.2 million.

On February 10, 2003, CMS published a proposed rule to reduce by 30 percent the amount that Medicare reimburses skilled nursing
facilities and other non-hospital providers for bad debts arising from uncollectible Medicare coinsurance and deductibles. The proposal is to
phase in the reduction over a three-year period at 10 percent per year for cost report periods beginning on or after October 1, 2003, which will be
effective for us as of January 1, 2004. Based on our current volume of Medicare bad debts, this proposed rule would reduce our net operating
revenues by $1.6 million, $3.3 million and $4.9 million for 2004, 2005 and 2006, respectively.

Government Regulation

Our nursing facilities, assisted living centers, home health agencies and hospices are subject to state licensure and certification requirements
under the Medicare, Medicaid and Veterans Administration programs. While regulations and licensing requirements vary based upon provider
and from state to state, they typically address, among other things, administration and supervision, personnel qualifications, physical plant
specifications, nursing, rehabilitative therapy and medical services and resident rights and responsibilities. If we fail to comply with applicable
licensing or certification requirements, we may be subject to civil money penalties, loss of licensure or termination of our participation in the
Medicare, Medicaid or Veterans Administration programs. Changes in the laws or new interpretations of existing laws as applied to our nursing
facilities, assisted living centers or other components of our health care businesses may have a significant impact on our operations and costs of
doing business.
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In 1989, CMS published new survey and certification regulations to implement the Medicare and Medicaid provisions of the Omnibus
Budget Reconciliation Act of 1987 (�OBRA 1987�). OBRA 1987 mandated enhanced quality of care requirements for participation by skilled
nursing facilities under Medicare and nursing facilities under Medicaid. The Omnibus Budget Reconciliation Act of 1990 amended OBRA
1987�s survey, certification and enforcement provisions. The survey and certification regulations became effective in October 1990, but the final
version was published in September 1991. Final nursing facility enforcement regulations were published in November 1994, and were revised
significantly in March 1999. Among the provisions that CMS has adopted are requirements that:

� surveys focus on residents� outcomes;

� all deviations from the participation requirements will be considered deficiencies, but all deficiencies will not constitute noncompliance;
and

� penalties will result for certain types of deficiencies.

The regulations also identify remedies, as alternatives to termination from participation, and specify the categories of deficiencies for which
these remedies will be applied. These remedies include:

� installation of temporary management;

� denial of payment for new admissions;

� denial of payment for all patients;

� civil money penalties of $50 to $3,000 per day or per instance for deficiencies that do not put a resident in immediate jeopardy and of
$3,050 to $10,000 per day for deficiencies that have caused or are likely to cause serious injury or death;

� closure of facility and/or transfer of patients in emergencies;

� directed plans of correction; and

� directed in-service training.

In the ordinary course of our business, and like other providers in the health care industry, we receive requests for information from
government agencies in connection with their regulatory or investigational authority and notices of deficiencies for failure to comply with
various regulatory requirements. We review such requests and notices and take appropriate corrective action. In most cases, with respect to the
notices, the facility or other provider and the reviewing agency will agree upon the steps to be taken to bring the facility into compliance with
regulatory requirements. In some cases or upon repeat violations, the reviewing agency may take a number of adverse actions against a provider.
These adverse actions include:

� the imposition of fines;

� temporary suspension of admission of new patients to the facility;

� decertification from participation in the Medicaid or Medicare programs; or

� in extreme circumstances, revocation of a facility�s license.

We have been subject to certain of these adverse actions in the past and could be subject to adverse actions in the future, which could result
in significant penalties, as well as adverse publicity. The results of current or future enforcements or actions could have a material adverse effect
on our operations or financial position.

In February 2000, as part of the settlement of an investigation by the federal government into our allocation of certain costs to the Medicare
program (see Item 3. � Legal Proceedings.), we entered into a Corporate Integrity Agreement with the United States Department of Justice and
the Office of Inspector General (the �OIG�). This agreement requires that we monitor our compliance with the requirements of the federal health
care programs and addresses our obligations to ensure that we comply. It includes our functional and training obligations, audit and review
requirements, recordkeeping and reporting requirements, as well as
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penalties for breach/noncompliance of the agreement. We believe that we are generally in compliance with the requirements of the Corporate
Integrity Agreement and file annual reports with the OIG documenting our compliance. Failure to comply with the Corporate Integrity
Agreement may result in penalties or exclusion from the Medicare and Medicaid programs.

Nursing Facility Quality Initiative

Beginning in April 2002, CMS conducted a pilot project in six states, Colorado, Florida, Maryland, Ohio, Rhode Island and Washington,
where it publicly reported on the performance of each Medicare and Medicaid certified nursing facility in those states in terms of quality of care.
This reporting used a set of quality indicators calculated from the minimum data set assessments prepared by the nursing facilities on each
resident. This project was extended nationwide in November 2002, and is expected to assist consumers in evaluating nursing facilities, and to
assist CMS in working with the nursing facility industry to develop quality improvement programs where needed.

We use a program called the �Beverly Quality System� to help ensure quality care is provided in all of our facilities. The program is
comprised of four elements: facility-based Quality Assurance and Assessment Committees; Quality Councils; facility performance assessments
and a performance improvement model. All elements of the Beverly Quality System are addressed by a multi-disciplinary team that includes
regional and district level business leaders and clinical consultants. Additional consultative support is provided by designated Quality
Management Directors within the organization.

We have analyzed the revised CMS regulations with respect to our programs and facilities, as well as compliance data for the past year.
Results of CMS surveys for the past year determined that a significant majority of our nursing facilities surveyed were in substantial compliance
with CMS requirements for participation. Although we could be adversely affected if a substantial portion of our programs or facilities were
eventually determined not to be in compliance with CMS regulations, we believe our programs and facilities are generally in compliance.

Regulation Governing Health Care Fraud and Abuse

The Social Security Act and regulations of the Department of Health and Human Services (�HHS�) state that any entities or individuals who
have been convicted of a criminal offense related to the delivery of an item or service under the Medicare or Medicaid programs or who have
been convicted, under state or federal law, of a criminal offense relating to neglect or abuse of residents in connection with the delivery of a
health care item or service cannot participate in the Medicare or Medicaid programs. Furthermore, any entities or individuals who have been
convicted of fraud, who have had their licenses revoked or suspended, or who have failed to provide services of adequate quality may be
excluded from the Medicare and Medicaid programs.

There are �fraud and abuse� anti-kickback provisions of the Social Security Act (the �Antifraud Amendments�) that make it a criminal felony
offense to knowingly and willfully offer, pay, solicit or receive payment or any other remuneration in order to induce, or in return for the receipt
of, business for which reimbursement is provided under government health programs, including Medicare and Medicaid. In addition, violators
can be subject to civil penalties, as well as exclusion from government health programs. The Antifraud Amendments have been broadly
interpreted to make payment of any kind, including many types of business and financial arrangements among providers, and between providers
and beneficiaries, potentially illegal if any purpose of the payment or financial arrangement is to induce a referral. Accordingly, joint ventures,
space and equipment rentals, management and personal services contracts, and certain investment arrangements among providers may be subject
to increased regulatory scrutiny.

From time to time, HHS puts into effect regulations describing or clarifying certain arrangements that are not subject to enforcement action
under the Social Security Act (the �Safe Harbors�). The Safe Harbors described in the regulations are narrow, leaving a wide range of economic
relationships, which many hospitals, physicians and other health care providers consider to be legitimate business arrangements, possibly subject
to enforcement action under the Antifraud Amendments. The Safe Harbor regulations do not intend to comprehensively describe all lawful
relationships between health care providers and referral sources. The Safe
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Harbor regulations state that just because an arrangement does not qualify for Safe Harbor protection does not mean it violates the Antifraud
Amendments. However, a failure to meet all the elements of a potentially applicable Safe Harbor may subject a particular arrangement or
relationship to increased regulatory scrutiny.

In addition to the Antifraud Amendments, Section 1877 of the Social Security Act, known as the �Stark Law,� imposes restrictions on
referrals between physicians and certain entities with which the physicians have financial relationships. The Stark Law provides that if a
physician (or an immediate family member of a physician) has a financial relationship with an entity that provides certain designated health
services, the physician may not refer a Medicare or Medicaid patient to the entity for those designated services, unless an exception applies. In
addition, the entity may not bill for services provided by that physician unless an exception to the financial relationship exists. Designated health
services include certain services, such as physical therapy, occupational therapy, outpatient prescription drugs and home health. The types of
financial relationships that can trigger the referral and billing prohibitions include ownership or investment interests, as well as compensation
arrangements. Penalties for violating the law are severe, and include:

� denial of payment for services provided;

� civil money penalties of $15,000 for each item or service claimed;

� refunds of any amounts collected;

� assessments of up to twice the amount claimed for each service;

� civil money penalties up to $100,000 for each arrangement or scheme designed to circumvent the Stark Law�s prohibitions; and

� exclusion from the Medicare and Medicaid programs.

Many states where we operate have laws similar to the Antifraud Amendments and the Stark Law, but with broader effect since they apply
regardless of the source of payment for care. These laws typically provide criminal and civil penalties, as well as loss of licensure. The scope of
these state laws is broad and little precedent exists for their interpretation or enforcement.

The Health Insurance Portability and Accountability Act of 1996 (�HIPAA�) includes comprehensive revisions or supplements to the
Antifraud Amendments. Under HIPAA, it is a federal criminal offense to commit health care fraud. Health care fraud is defined as knowingly
and willfully executing or attempting to execute a �scheme or device� to defraud any health care benefit program. In addition, for the first time,
HIPAA granted federal enforcement officials the ability to exclude from the Medicare and Medicaid programs any investors, officers and
managing employees associated with business entities that have committed health care fraud, even if the investor, officer or employee had no
actual knowledge of the fraud. HIPAA established that it is a violation to pay or otherwise give anything of value to a Medicare or Medicaid
beneficiary if one knows or has reason to know that the payment would be likely to influence such beneficiary to order or receive services from
a particular provider or practitioner. Most of the provisions of HIPAA became effective January 1, 1997.

The Budget Act also contained a significant number of new fraud and abuse provisions. For example, civil money penalties may also be
imposed for violations of the Antifraud Amendments (previously, exclusion or criminal prosecution were the only actions under the Antifraud
Amendments), as well as for contracting with an individual or entity that a provider knows or should know is excluded from a federal health care
program. A person is subject to mandatory exclusion from participation in federal health care programs upon conviction for certain defined
health care offenses. The Budget Act provides a minimum ten-year period for exclusion from participation in federal health care programs for
providers convicted of a prior health care offense. The Budget Act also provides for civil money penalties of $50,000 and damages of not more
than three times the amount of payment received from the prohibited activity.

In 1976, Congress established the OIG at HHS to identify and eliminate fraud, abuse and waste in HHS programs and to promote efficiency
and economy in HHS departmental operations. The OIG carries out this mission through a nationwide program of audits, investigations and
inspections. In order to provide guidance to
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health care providers on ways to engage in legitimate business practices and avoid scrutiny under the fraud and abuse statutes, the OIG has from
time to time issued �fraud alerts� identifying segments of the health care industry and particular practices that are vulnerable to abuse. The fraud
alerts encourage persons having information about potentially abusive practices or transactions to report such information to the OIG. The OIG
has issued three fraud alerts targeting the skilled nursing industry:

� an August 1995 alert which relates to the provision of medical supplies to nursing facilities, fraudulent billing for medical supplies and
equipment and fraudulent supplier transactions;

� a May 1996 alert which focuses on the provision of fraudulent professional services to nursing facility residents; and

� a March 1998 alert which addresses the interrelationship between hospice services and the nursing facility industry, and potentially illegal
practices and arrangements.

In addition to laws addressing referral relationships, several federal laws impose criminal and civil sanctions for fraudulent and abusive
billing practices. The Federal False Claims Act imposes sanctions, consisting of monetary penalties of up to $11,000 for each claim and three
times the amount of damages, on entities and persons who knowingly present or cause to be presented to the federal government a false or
fraudulent claim for payment. Also, the statute allows private parties to bring qui tam whistleblower lawsuits alleging false claims. Some states
have adopted similar whistleblower and/or false claims provisions. The Social Security Act prohibits the knowing and willful making of a false
statement or misrepresentation of a material fact with respect to the submission of a claim for payment under government health programs
(including the Medicare and Medicaid programs). Violations of this provision are a felony offense punishable by fines and imprisonment. The
HIPAA provisions establish criminal penalties for fraud, theft, embezzlement, and the making of false statements with respect to health care
benefits programs (which includes private, as well as government programs). Government prosecutors are increasing their use of the Federal
False Claims Act to prosecute quality of care deficiencies in health care facilities. Their theory behind this is that the submission of a claim for
services provided in a manner that falls short of quality of care standards can constitute the submission of a false claim.

In addition to increasing the resources devoted to investigating allegations of fraud and abuse in the Medicare and Medicaid programs,
federal and state regulatory and law enforcement authorities are taking an increasingly strict view of the requirements imposed on health care
providers by the Social Security Act and Medicare and Medicaid regulations. From time to time, we, like other health care providers, are
required to provide records to state or federal agencies to aid in such investigations. It is possible that these entities could initiate investigations
in the future at facilities we operate and that such investigations could result in significant penalties, as well as adverse publicity.

A joint federal/state initiative, Operation Restore Trust, was created in 1995 to focus audit and law enforcement efforts on geographic areas
and provider types receiving large concentrations of Medicare and Medicaid funds. Under Operation Restore Trust, the OIG and CMS have
undertaken a variety of activities to address fraud and abuse by nursing facilities, home health providers and medical equipment suppliers. These
activities include financial audits, creation of a Fraud and Waste Report Hotline, and increased investigations and enforcement activity.

Regulation Governing the Privacy and Transmission of Health Care Information

In addition to its antifraud provisions, HIPAA also requires improved efficiency in health care delivery by standardizing electronic data
interchange and by protecting the confidentiality and security of health data. More specifically, HIPAA calls for:

� standardization of electronic patient health, administrative and financial data;

� unique health identifiers for individuals, employers, health plans and health care providers;

� privacy standards protecting the privacy of individually identifiable health information; and
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� security standards protecting the confidentiality and integrity of individually identifiable health information.

In August 2000, final regulations establishing standards for electronic data transactions and code sets, as required under HIPAA, were
released. These standards are designed to allow entities within the health care industry to exchange medical, billing and other information and to
process transactions in a more timely and cost effective manner. These new transactions and code sets standards were required to be
implemented by October 2002, unless a covered entity applied for, and was granted, an extension of up to one year. We have updated our
systems, and we believe we are compliant with the new standards for electronic transactions and code sets. However, we applied for and were
granted an extension until October 16, 2003, primarily because several of our trading partners, including some state Medicaid agencies, were not
prepared to implement the new transactions and code sets.

In December 2000, HIPAA privacy standards were released, and were then further revised in August 2002. Most covered entities under
HIPAA were required to implement the privacy standards by April 2003. The privacy standards are designed to protect the privacy of certain
individually identifiable health information. The privacy standards have required us to make certain updates to our policies and procedures and
conduct training for our employees surrounding these standards. We believe we are compliant with the privacy standards.

On February 20, 2003, CMS issued final regulations with respect to HIPAA�s security standards and modifications to the electronic data
transactions and code sets. Most covered entities must comply with the security standards by April 14, 2005. The regulations governing
electronic data transaction standards, which went into effect on March 24, 2003, will not delay our October 2003 compliance deadline. All
standards are required to be fully implemented within two years of final issuance, with civil and criminal penalties established for
noncompliance.

HHS has estimated that implementation of the electronic transactions and code sets, the privacy standards and the security standards will
cost the health care industry between $1.8 billion and $6.3 billion over a five-year period. We continue to evaluate and update our processes and
procedures to meet the requirements of the new standards; however, we cannot assure you that all of the parties with whom we do business will
be in compliance with HIPAA. We do not believe our ongoing implementation to comply with HIPAA will have a material impact on our
consolidated financial position, results of operations or cash flows.

Insurance

We insure the majority of our auto liability and workers� compensation risks through loss-sensitive insurance policies with affiliated and
unaffiliated insurance companies. For our general and professional liabilities, we are responsible for the first dollar of each claim, up to a
self-insurance limit determined by the individual policies, subject to aggregate limits in certain prior policy years. We insure other business risks
such as property losses, crime losses, and claims against directors and officers with affiliated and unaffiliated insurance companies subject to
various limits, terms, and deductibles. We have several insurance programs placed with a wholly owned captive insurance company, Beverly
Indemnity, Ltd., as well as certain reinsurance agreements (including our loss portfolio transfers) between third-party insurers and Beverly
Indemnity, Ltd. Third-party insurance and reinsurance are subject to retentions, aggregates and the risk of nonrenewal.

Competitive Conditions

Our nursing facilities compete primarily on a local and regional basis with many long-term care providers, some of whom may own as few
as a single nursing facility. Our primary national competitors include Manor Care, Inc., Kindred Healthcare, Inc., Genesis Health Ventures, Inc.
and Extendicare Health Services, Inc.
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Our ability to compete successfully varies from location to location and depends on a number of factors, which include:

� the number of competing centers in the local market;

� the types of services available;

� quality of care;

� reputation, age and appearance of each center; and

� the cost of care in each locality.

In general, we seek to compete in each market by establishing a reputation within the local community for quality health care services,
attractive and comfortable facilities, and providing specialized health care.

We also compete with a variety of other companies in providing assisted living services, rehabilitation therapy services and home health
care services. Given the relatively low barriers to entry and continuing health care cost-containment pressures in the assisted living industry, the
assisted living industry has become increasingly competitive. Increased competition in the future could limit our ability to attract and retain
residents or to expand our business.

Employees and Labor Relations

At August 31, 2003, we had approximately 40,500 full and part time employees.

Approximately 8% of our employees, employed in approximately 90 of our nursing facilities, are represented by various labor unions.
Certain labor unions have publicly stated that they are concentrating their organizing efforts within the long-term health care industry.

Being one of the largest employers within the long-term health care industry, we have been the target of two AFL-CIO affiliated unions
attempting to organize certain of our facilities. Although our facilities have never experienced any material work stoppages and we believe that
our relations with employees and labor organizations are generally good, we cannot predict the effect continued union representation or
organizational activities will have on our future operations.

A national shortage of nurses and other trained personnel and general inflationary pressures have required us to adjust our wage and benefits
packages in order to compete for qualified personnel. In 2002 and the first six months of 2003, labor costs accounted for approximately 54% of
the operating expenses of our Nursing Facilities segment. We compete with other health care providers to attract and retain qualified or skilled
personnel. We also compete with various industries for lower-wage employees. Although we currently do not face a staffing shortage in all
markets where we operate, we have used high-priced temporary help to supplement staffing levels in certain markets with shortages of health
care workers, primarily in 2001 and 2000. Although we are addressing this challenge through recruiting and retention programs and training
initiatives, these programs and initiatives may not stabilize or improve our ability to attract and retain these personnel. Our inability to control
labor availability and costs could have a material adverse effect on our future operating results.

Risks Relating to Our Company

Our substantial indebtedness could adversely affect our financial health.

We have a significant amount of indebtedness. On June 30, 2003, we had total indebtedness of $592.9 million. On June 30, 2003, our
consolidated balance sheet included a liability of $68.0 million representing the present value of the remaining obligation we owe to the federal
government under a civil settlement agreement. In addition, we have $70.0 million of off-balance sheet financing.
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Our substantial indebtedness could have important consequences to you. For example, it could:

� increase our vulnerability to general adverse economic and industry conditions;

� require us to dedicate a substantial portion of our cash flow from operations to payments on our indebtedness, thereby reducing the
availability of our cash flow to fund working capital, capital expenditures and other general corporate activities;

� limit our flexibility in planning for, or reacting to, changes in our business and industry;

� place us at a competitive disadvantage compared to other less leveraged competitors;

� limit our ability to pursue business opportunities that may be in our interest; and

� limit our ability to borrow additional funds.

In addition, the indentures relating to our notes contains restrictive covenants, and our senior credit facility contains financial and other
restrictive covenants that will limit our ability to engage in activities that may be in our long-term best interest. Our failure to comply with those
covenants could result in an event of default, which, if not cured or waived, could result in the acceleration of a substantial amount of our debt.

Despite current indebtedness levels, we and our subsidiaries may still be able to incur substantially more debt. This could further increase
the risks associated with our substantial leverage.

We may be able to incur substantial additional indebtedness in the future. The terms of our existing debt instruments and the indentures
relating to our notes do not fully prohibit us from doing so. We currently are able to borrow up to $90.7 million of revolving credit under our
senior credit facility ($39.8 million of which availability we are currently using for letters of credit). If new indebtedness is added to our current
debt levels, the related risks that we now face could increase.

To service our indebtedness, we will require a significant amount of cash. Our ability to generate cash depends on many factors, some of
which are beyond our control.

Our ability to make payments on and to refinance our indebtedness and to fund planned capital expenditures and research and development
efforts will depend on our ability to generate cash in the future. This, to a certain extent, is subject to general economic, financial, competitive,
legislative, regulatory and other factors that are beyond our control.

We currently anticipate that cash on hand, cash flows from operations and availability under our banking arrangements will be adequate to
repay our debts due within one year of $35.7 million, to make normal recurring annual capital additions and improvements of $65.0 million, to
make operating lease and other contractual obligation payments, to make selective acquisitions, including the purchase of previously leased
facilities, and to meet working capital requirements for the twelve months ending June 30, 2004.

We cannot assure you, however, that our business will generate sufficient cash flow from operations, that currently anticipated cost savings
and operating improvements will be realized on schedule or that future borrowings will be available in an amount sufficient to enable us to pay
our indebtedness or to fund our other liquidity needs. We may need to refinance all or a portion of our indebtedness on or before maturity. We
cannot assure you that we will be able to refinance any of our indebtedness on commercially reasonable terms or at all.

Provisions of the Delaware General Corporation Law and our organizational documents may discourage an acquisition of us.

Our organizational documents and the Delaware General Corporation Law both contain provisions that will impede the removal of directors
and may discourage a third-party from making a proposal to acquire us. For example, our board of directors may, without the consent of the
stockholders, issue preferred stock with greater voting rights than the common stock. The existence of these provisions may also have a negative
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impact on the price of our common stock. Furthermore, we are subject to Section 203 of the Delaware General Corporation Law, which could
have the effect of delaying or preventing a change in control.

The price of our common stock may fluctuate significantly.

The price of our common stock has been, and is likely to continue to be, highly volatile, which means that it could decline substantially. The
price of our common stock could fluctuate significantly for the following reasons, among others:

� future announcements concerning us or our competitors;

� quarterly variations in operating results;

� business acquisitions or divestitures;

� changes in earnings estimates by analysts;

� changes in third-party reimbursement practices;

� regulatory developments; or

� fluctuations in the economy or general market conditions.

In addition, stock markets in general, and the market for shares of health care stocks in particular, have experienced extreme price and
volume fluctuations in recent years which have frequently been unrelated to the operating performance of the affected companies. These broad
market fluctuations may adversely affect the market price of our common stock. The market price of our common stock could decline below its
current price and the market price of our common stock may fluctuate significantly in the future. These fluctuations may be unrelated to our
performance.

In the past, stockholders have often instituted securities class action litigation after periods of volatility in the market price of a company�s
securities. If a stockholder files a securities class action suit against us, we would incur substantial legal fees and our management�s attention and
resources would be diverted from operating our business in order to respond to the litigation. (See Item 3. � Legal Proceedings.)

We rely on reimbursement from governmental programs for a majority of our revenues, and we cannot assure you that reimbursement levels
will not decrease in the future.

Changes in the reimbursement policies of the Medicaid or Medicare programs as a result of budget cuts by federal and state governments or
other legislative and regulatory actions could have a material adverse effect on our consolidated financial position, results of operations and cash
flows.

In the past, states have curtailed their Medicaid payments as a result of budget considerations. Currently, several states in which we operate
are experiencing deficits in their fiscal operating budgets. There can be no assurance that those states in which we operate that are experiencing
budget deficits, as well as other states in which we operate, will not reduce payment rates.

The Budget Act broadened the states� authority to develop their own standards for setting payment rates. It requires each state to use a public
process for establishing proposed rates whereby the methodologies and justifications used for setting such rates are available for public review
and comment. This requires nursing facilities to become more involved in the rate setting process since failure to do so may interfere with a
facility�s ability to challenge rates later.

In recent years, there have also been reductions in payments to skilled nursing facilities under the Medicare program. Although BBRA and
BIPA reversed certain rate reductions enacted under the Budget Act, some of these increases expired on September 30, 2002, the so-called
�Medicare cliff.� While CMS announced two increases to skilled nursing facility rates effective October 2003, and will continue certain add-ons
for high-acuity patients until CMS refines the RUG system, there can be no assurances that payments from the Medicare program will remain at
levels comparable to present levels or will, in the future, be sufficient to cover the costs allocable to Medicare patients.
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In addition, as required by the Budget Act, CMS has imposed annual limits per beneficiary of $1,590 for physical and speech therapy
services combined and $1,590 for occupational therapy. These caps, which became effective September 1, 2003, are being applied to services
provided during the four-month period from September though December of 2003. In the absence of further congressional action, new limits
will be established for calendar year 2004 and later and will be adjusted by a Medicare economic index. Based on the historical volume of
therapy services we have provided in our nursing facilities that are subject to these caps, we anticipate a decrease in our annual net operating
revenues resulting from these caps of approximately $13.8 million. Furthermore, our AEGIS annual outside therapy contract revenue is
estimated to be reduced by an additional $5.0 million, and AEGIS may be required to adjust therapy staffing levels to offset a portion of this
revenue impact.

On February 10, 2003, CMS published a proposed rule to reduce by 30% the amount that Medicare reimburses skilled nursing facilities and
other non-hospital providers for bad debts arising from uncollectible Medicare coinsurance and deductibles. The proposal is to phase in the
reduction over a three-year period at 10% per year for cost report periods beginning on or after October 1, 2003.

Governmental payment programs are subject to statutory and regulatory changes, retroactive rate adjustments, administrative or executive
orders and government funding restrictions, all of which may materially decrease the rate of government program payments to us for our
services. Our financial condition and results of operations may be affected by reductions in reimbursement levels and the reimbursement process
in general, which in the health care industry is complex and can involve lengthy delays between the time that revenue is recognized and the time
that reimbursement amounts are settled.

Our industry is heavily regulated by the government, which requires our compliance with a variety of laws.

The operation of our facilities and the services we provide are subject to periodic inspection by governmental authorities to ensure that we
are complying with standards established for continued licensure under state law and certification for participation under the Medicare and
Medicaid programs. Additionally, in certain states, certificates of need or other similar approvals are required for expansion of our operations.
We could be adversely affected if we are unable to obtain these approvals, if the standards applicable to approvals or the interpretation of those
standards change and by possible delays and expenses associated with obtaining approvals. Our failure to obtain, retain or renew any required
regulatory approvals, licenses or certificates could prevent us from being reimbursed for certain of our services.

In the ordinary course of our business, and like other providers in the health care industry, we receive requests for information from
government agencies in connection with their regulatory or investigational authority and notices of deficiencies for failure to comply with
various regulatory requirements. We review all such notices and we believe that we take timely and appropriate corrective action. In most cases,
with respect to these notices, the facility and the reviewing agency will agree upon the steps to be taken to bring the facility into compliance with
regulatory requirements. In some cases or upon repeat violations, the reviewing agency may take a number of adverse actions against a facility.
These adverse actions include:

� the imposition of fines;

� temporary suspension of payment for new patients to the facility;

� decertification from participation in the Medicaid or Medicare programs; or

� in extreme circumstances, revocation of a facility�s license.

We have been subject to certain of these adverse actions in the past and could be subject to adverse actions in the future which could result
in significant penalties, as well as adverse publicity. Any such penalties or adverse publicity could have a material adverse effect on our financial
condition and results of operations.
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We face periodic reviews, audits and investigations under our contracts with federal and state government agencies, and these audits could
have adverse findings that may negatively impact our business.

As a result of our participation in the Medicare and Medicaid programs, we are subject to various governmental reviews, audits and
investigations to verify our compliance with these programs and applicable laws and regulations. Private pay sources also reserve the right to
conduct audits. An adverse review, audit or investigation could result in:

� refunding amounts we have been paid pursuant to the Medicare or Medicaid programs or from private payors;

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

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

� damage to our reputation in various markets.

Both federal and state government agencies have heightened and coordinated civil and criminal enforcement efforts as part of numerous
ongoing investigations of health care companies and, in particular, skilled nursing facilities. The investigations include:

� cost reporting and billing practices;

� quality of care;

� financial relationships with referral sources; and

� medical necessity of services provided.

We also are subject to potential lawsuits under a federal whistleblower statute designed to combat fraud and abuse in the health care
industry. These lawsuits can involve significant monetary awards to private plaintiffs who successfully bring these suits.

We are required to comply with laws governing the transmission and privacy of health information.

HIPAA requires us to comply with certain standards for the exchange of individually identifiable health information within our company
and with third parties, such as payors, business associates and patients. These include standards for common health care transactions, such as
claims information, plan eligibility, payment information and the use of electronic signatures; unique identifiers for providers, employers, health
plans and individuals; security; and privacy. CMS finalized the transaction standards on August 17, 2000 and published modifications to them
on February 20, 2003. While we initially were required to comply with them by October 16, 2002, Congress passed legislation in December
2001 that delayed for one year (until October 16, 2003) the compliance date, but only for entities that submitted a compliance plan to HHS by
the original implementation deadline, which we did.

HHS issued the privacy standards on December 28, 2000, and, after certain delays and modifications, they became effective on April 14,
2001, with a compliance date of April 14, 2003. Sanctions for failing to comply with the HIPAA health information practices provisions include
criminal penalties and civil sanctions. The security standards went into effect on April 14, 2003, with a compliance date of April 14, 2005 for
most covered entities. We cannot assure you that all of the parties with whom we do business will be in compliance with HIPAA. If we fail to
comply with these standards, we could be subject to criminal penalties and civil sanctions, which could have a material adverse effect on our
financial condition and results of operations.

Health care reform legislation may adversely affect our business.

In recent years, there have been numerous initiatives on the federal and state levels for comprehensive reforms affecting the payment for
and availability of health care services. Aspects of certain of these health care initiatives, such as reductions in funding of the Medicare and
Medicaid programs, potential changes in reimbursement regulations by CMS, enhanced pressure to contain health care costs by Medicare,
Medicaid
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and other payors, greater state flexibility and additional operational requirements, could adversely affect us. There can be no assurance as to the
ultimate content, timing or effect of any health care reform legislation, nor is it possible at this time to estimate the impact of potential legislation
on us. That impact may have a material adverse effect on our financial condition and results of operations.

We are subject to increasingly expensive and unpredictable patient care liability costs.

General and professional liability costs for the long-term care industry have become increasingly expensive and difficult to estimate. We
have experienced substantial increases in both the number of claims and lawsuits, as well as the size of the typical claim and lawsuit. We
previously experienced significant, unexpected increases in estimated ultimate costs for claims in certain states or areas. In Texas and Florida,
the growth in patient care liability claims and lawsuits reached a level where it was not possible for us to continue to operate profitably in certain
facilities and precipitated our disposition of all facilities in Texas and Florida and a number of facilities in the Southeast United States and
certain other locations. If patient care claims continue to increase in number and size, our future financial condition and operating results may be
adversely affected.

Insurance coverage is becoming increasingly expensive and difficult to obtain for long-term care companies, and our insurance carriers
could become insolvent and unable to reimburse us.

Primarily as a result of patient care liability costs for long-term care providers, insurance companies are ceasing to insure long-term care
companies, or severely limiting their capacity to write long-term care general and professional liability insurance. In addition, in the wake of the
September 11, 2001 events, reduced overall insurance capacity and increasing insurance company losses, the insurance environment in general
has become unstable, making it increasingly difficult to obtain coverage for patient care liabilities and certain other risks. When insurance
coverage is available, insurance carriers are typically requiring companies to significantly increase their liability retention levels and/or pay
substantially higher premiums for reduced coverage for most insurance coverages, including workers� compensation, employee healthcare and
patient care liability. We are experiencing higher premiums and retention levels. Our insurance covering patient care liability comes up for
renewal in the second quarter of 2004. We cannot assure you that we will be able to renew our patient care liability insurance on terms as
favorable as those we currently have.

We have purchased insurance for workers� compensation, property, casualty and other risks from numerous insurance companies. In many
cases, the policies provide coverage for events occurring in specific time frames that may only be determined in later years. We exercise care in
selecting companies from which we purchase insurance, including review of published ratings by recognized rating agencies, advice from
national brokers and consultants and review of trade information sources. There exists a risk that any of these insurance companies may become
insolvent and unable to fulfill their obligation to defend, pay or reimburse us when that obligation becomes due. Although we believe the
companies we have purchased insurance from are solvent, in light of the dramatic changes occurring in the insurance industry in recent years, we
cannot assure you that they will remain solvent and able to fulfill their obligations.

Our operations are subject to occupational health and safety regulations.

We are subject to a wide variety of federal, state and local occupational health and safety laws and regulations. Among the types of
regulatory requirements faced by health care providers such as us are: air and water quality control requirements, occupational health and safety
requirements (such as standards regarding blood-borne pathogens and ergonomics), waste management requirements, specific regulatory
requirements applicable to asbestos, polychlorinated biphenyls and radioactive substance requirements for providing notice to employees and
members of the public about hazardous materials and wastes and certain other requirements. If we fail to comply with these standards, we may
be subject to sanctions and penalties, which could have a material adverse effect on our financial condition and results of operations.
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State efforts to regulate the construction or expansion of health care providers could impair our ability to expand our operations.

Some states require health care providers (including skilled nursing facilities, home health agencies, hospices and assisted living centers) to
obtain prior approval, known as a certificate of need (a �CON�) for:

� the purchase, construction or expansion of health care facilities;

� capital expenditures exceeding a prescribed amount; or

� changes in services or bed capacity.

To the extent that we are required to obtain a CON or other similar approvals to expand our operations, either by acquiring facilities or
expanding or providing new services or other changes, our expansion could be adversely affected by our failure or inability to obtain the
necessary approvals, changes in the standards applicable to those approvals, and possible delays and expenses associated with obtaining those
approvals. We cannot assure you that we will be able to obtain CON approval for all future projects requiring this approval.

We face national, regional and local competition.

Our nursing facilities compete primarily on a local and regional basis with many long-term care providers, some of whom may own as few
as a single nursing facility. Our ability to compete successfully varies from location to location depending on a number of factors, including the
number of competing facilities in the local market, the types of services available, quality of care, reputation, age and appearance of each facility
and the cost of care in each locality.

We also compete with a variety of other companies in providing assisted living services, rehabilitation therapy services and home care
services. Given the relatively low barriers to entry and continuing health care cost containment pressures in the assisted living industry, the
assisted living industry has become increasingly competitive. Increased competition in the future could limit our ability to attract and retain
residents or to expand our business.

Our civil settlement agreement with the United States Government with respect to alleged violations of cost allocations under Medicare and
our settlement agreement with the State of California negatively impact our cash flows, and our civil settlement agreement with the United
States Government subjects us to a Corporate Integrity Agreement.

On February 3, 2000, we entered into a series of separate agreements with the OIG of HHS, which are described in detail under Item 3. �
Legal Proceedings. Under the civil settlement agreement, we paid the federal government $25.0 million during the first quarter of 2000 and
agreed to reimburse the federal government an additional $145.0 million through withholdings from our biweekly Medicare periodic interim
payments in equal installments ending in the first quarter of 2008. As of June 30, 2003, the present value of the remaining obligation was
$68.0 million. As a result of such withholdings, our cash flows from operations were negatively impacted by $18.1 million during the year ended
December 31, 2002, and are expected to be negatively impacted at an annual rate of $18.1 million.

As part of this series of agreements, we entered into a Corporate Integrity Agreement with the OIG. This agreement requires that we
monitor, on an ongoing basis, our compliance with the requirements of the federal health care programs. This agreement addresses our
obligations to ensure that we comply with the requirements of participation in the federal health care programs. It also includes our functional
and training obligations, audit and review requirements and record keeping and reporting requirements. We believe that we are generally in
compliance with the requirements of our Corporate Integrity Agreement and file annual reports with the OIG documenting our compliance.

On August 1, 2002, we reached an agreement with the State of California on the settlement of an investigation by the Attorney General�s
office and the District Attorney of Santa Barbara County of patient care issues in several California nursing facilities as described under Item 3. �
Legal Proceedings. In accordance with the terms of the settlement agreement, Beverly Enterprises-California, Inc. paid a fine of
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$54,000, reimbursed the Attorney General and the Santa Barbara County District Attorney $533,000 for the costs of their investigations and paid
a $2.0 million civil penalty in four equal, quarterly installments of $500,000.

In addition, certain revisions were made to our Corporate Integrity Agreement to reflect a permanent injunction requiring our nursing
facilities in California to conduct additional training programs and to hire an independent quality monitor to assess our quality care systems.

If we fail to comply with our Corporate Integrity Agreement, we may be subject to penalties or exclusion from the Medicare and Medicaid
programs, which could have a material adverse effect on our financial condition and results of operations.

We are subject to material litigation.

We are, and may in the future be, subject to litigation which, if determined adversely against us, could have a material adverse effect on our
business or financial condition. Pending, threatened or future litigation could have a material adverse effect on our financial condition and results
of operations. (See Item 3. � Legal Proceedings.)

Our failure to attract and retain qualified personnel could harm our business.

A national shortage of nurses and other trained personnel and general inflationary pressures have required us to adjust our wage and benefits
packages in order to compete for qualified personnel. Labor costs account for approximately 54% of the operating expenses of our Nursing
Facilities segment. We compete with other health care providers to attract and retain qualified or skilled personnel. We also compete with
various industries for lower-wage employees. Although we currently do not face a staffing shortage in all markets where we operate, we have
used high-priced temporary help to supplement staffing levels in markets with shortages of health care workers, primarily in 2001 and 2000.
Although we are addressing this challenge through recruiting and retention programs and training initiatives, these programs and initiatives may
not stabilize or improve our ability to attract and retain these personnel. Our inability to control labor availability and cost could have a material
adverse effect on our financial condition and results of operations.

If we fail to cultivate new or maintain existing relationships with the physicians in the communities in which we operate, our patient base
may decrease.

Our patient base depends in part upon the admissions and referral practices of the physicians in the communities in which we operate and
our ability to cultivate and maintain relationships with these physicians. Physicians referring patients to our facilities are not our employees and
are free to refer their patients to other providers. If we are unable to successfully cultivate and maintain strong relationships with these
physicians, our patient population may decline, which, if significant, could have a material adverse effect on our financial condition and results
of operations.

Changes in the mix of our patient population among the Medicaid, Medicare and private categories may significantly affect our revenues
and profitability.

The sources and amounts of our patient revenues are determined by a number of factors, including licensed bed capacity and census of our
facilities, average length of stay of our residents, the mix of our patients by payor type (for example, Medicare versus Medicaid or private), and
the acuity level of our patients. Changes in the case mix of patients, the mix of patients by payor type and payment methodologies may
significantly affect our profitability. In particular, changes which increase the percentage of Medicaid residents within our facilities could have a
material adverse effect on our financial operations, especially in states whose reimbursement levels are below our operating costs.
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Certain trends in the health care industry are putting pressure on our ability to maintain nursing facility census.

Over the past decade, a number of trends have developed that impact our census. These trends include:

� overbuilding of nursing facilities in states that have eliminated the CON process for new construction;

� creation of nursing facilities by acute-care hospitals to keep discharged patients within their complex;

� rapid growth of assisted living centers, which sometimes are more attractive to less medically complex patients; and

� the availability of eldercare services delivered to the home.

The negative impact of these trends on nursing facility census varies from facility to facility, from community to community and from state
to state, and if we are not successful in responding to them, these trends could have a material adverse effect on our financial condition and
results of operations.

ITEM 2. PROPERTIES.

On August 31, 2003, we operated 423 nursing facilities, 22 assisted living centers, 10 outpatient clinics and 23 hospice and home care
centers in 28 states and the District of Columbia. Most of our 122 leased nursing facilities are subject to �net� leases which require us to pay all
taxes, insurance and maintenance costs. Most of these leases have original terms from ten to fifteen years and contain at least one renewal
option. Renewal options typically extend the original terms of the leases by five to fifteen years. Many of these leases also contain purchase
options. We consider our physical properties to be in good operating condition and suitable for the purposes for which they are being used.
Certain of our nursing facilities and assisted living centers are included in the collateral securing our obligations under various debt agreements.
(See Item 8. � Note 8.)

The following is a summary of our nursing facilities, assisted living centers, outpatient clinics and hospice and home care centers at
August 31, 2003:

Assisted Living
Nursing Facilities Centers

Hospice and
Total Total Outpatient Home Care

Location Number licensed beds Number units Clinics Centers

Alabama 14 1,670 � � � �
Arizona 3 480 � � � �
Arkansas 33 4,006 2 48 � �
California 57 5,947 1 72 � 3
District of Columbia 1 355 � � � �
Georgia 13 1,595 2 72 � 1
Hawaii 2 396 � � � �
Illinois 3 275 � � � �
Indiana 28 3,470 1 16 � 1
Iowa � � � � � 1
Kansas 20 1,217 1 9 � �
Kentucky 8 1,039 � � � �
Maryland 4 585 1 19 � �
Massachusetts 18 2,048 � � � �
Minnesota 29 2,300 1 16 � �
Mississippi 10 1,149 � � � �
Missouri 22 2,162 3 103 � 1
Nebraska 24 2,043 1 19 � 3
New Jersey 1 140 � � � �
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Assisted Living
Nursing Facilities Centers

Hospice and
Total Total Outpatient Home Care

Location Number licensed beds Number units Clinics Centers

North Carolina 10 1,278 � � 10 2
Ohio 9 1,222 � � � �
Pennsylvania 42 4,769 3 72 � 7
South Dakota 17 1,176 1 36 � �
Tennessee 5 555 2 55 � �
Texas � � � � � 2
Virginia 14 1,864 3 84 � �
Washington 8 749 � � � �
West Virginia 3 310 � � � �
Wisconsin 25 2,692 � � � 2

423 45,492 22 621 10 23

Classification

Owned 301 32,143 20 520 � �
Leased 122 13,349 2 101 10 23
Managed � � � � � �

423 45,492 22 621 10 23

ITEM 3. LEGAL PROCEEDINGS.

On October 2, 1998, a purported class action lawsuit was filed in the United States District Court for the Eastern District of Arkansas by
Jack Kushner against us and certain of our officers (the �Class Action�). Plaintiffs filed a second amended complaint on September 9, 1999, which
asserted claims under Section 10(b) (including Rule 10b-5 promulgated thereunder) and under Section 20 of the Securities Exchange Act of
1934 arising from practices that were the subject of the federal government�s investigation of our allocation to the Medicare program of certain
nursing labor costs in our skilled nursing facilities. The defendants filed a motion to dismiss that complaint on October 8, 1999. Oral argument
on this motion was held on April 6, 2000. By order and judgment dated October 17, 2001, defendants� motion to dismiss was granted, and the
complaint was dismissed with prejudice. Plaintiffs appealed this decision to the Eighth Circuit Court of Appeals (Case No. 01-3677). On
January 23, 2003, the Eighth Circuit entered an order affirming the district court�s order dismissing the case with prejudice. The plaintiffs
appealed the order of the Eighth Circuit en banc, but, on February 27, 2003, the Eighth Circuit denied the petition. The Eighth Circuit issued a
mandate denying the petition and ordering the district court to enforce its ruling and dismiss the case. The plaintiffs did not petition for a writ of
certiorari to the United States Supreme Court.

The following derivative lawsuits have been filed in the state court of Arkansas, as well as the federal district court in Arkansas, assertedly
on our behalf:

� Norman M. Lyons v. David R. Banks, et al., Case No. OT99-4041, was filed in the Chancery Court of Pulaski County, Arkansas (4th
Division) on or about July 29, 1999, and the parties filed an Agreed Motion to Stay the proceedings on January 17, 2000;

� Badger v. David R. Banks, et al., Case No. LR-C-99-881, was filed in the United States District Court for the Eastern District of Arkansas
(Western Division) on November 30, 1999; and

� 
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Richardson v. David R. Banks, et al., Case No. LR-C-99-826, was filed in the United States District Court for the Eastern District of
Arkansas (Western Division) on November 4, 1999.

The Badger and Richardson actions were ordered to be consolidated as In re Beverly Enterprises, Inc. Derivative Litigation and by agreed
motion, plaintiffs filed an amended, consolidated complaint on April 21, 2000. Defendants filed a motion to dismiss the consolidated derivative
complaint and a motion to strike
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portions thereof on July 21, 2000. The parties agreed to stay the consolidated action pending the outcome of the motion to dismiss in the
Class Action filed by Jack Kushner. In light of the dismissal of the Class Action, the Court entered a Scheduling Order dated July 17, 2003,
which sets a trial date of March 29, 2004, for this case.

These derivative actions each name our directors as defendants, as well as us as a nominal defendant. The Lyons action also names as
defendants certain of our current and former officers. The derivative actions each allege breach of fiduciary duties to our Company and our
stockholders as a result of alleged conduct giving rise to the Class Action. The Lyons and Richardson actions also assert claims for abuse of
control and constructive fraud arising from the same allegations and the Richardson action also claims unjust enrichment.

Due to the preliminary state of these derivative actions, we are unable at this time to assess the probable outcome of these derivative actions
or the materiality of the risk of loss. We can give no assurances of their ultimate impact on our consolidated financial position, results of
operations or cash flows.

On August 16, 2002, August 26, 2002, and September 26, 2002, respectively, Ernest Baer v. Beverly Enterprises, Inc., et. al. (CIV.
No. 02-2190), Stanley V. Kensic v. Beverly Enterprises, Inc., et. al. (CIV. No. 02-2193) and Charles Krebs v. Beverly Enterprises, Inc., et. al.
(CIV. No. 02-2222) were filed in the United States District Court, Western District of Arkansas, Fort Smith Division. These cases were filed as
purported securities fraud class actions under Sections 10(b) and 20(a) of the Securities Exchange Act of 1934 and Rule 10b-5 promulgated
thereunder.

These cases separately name us as a defendant along with various of our current officers and our independent auditors. In all three cases, the
purported class period runs from October 16, 2000 to and including July 19, 2002. Plaintiffs claim that the defendants, during the purported class
period, made multiple false and misleading statements. In early March 2003, these cases were consolidated as In re Beverly Enterprises, Inc.
Securities Litigation. On April 30, 2003, plaintiffs filed an amended complaint. On May 30, 2003, the defendants filed a motion to dismiss the
amended complaint. Briefing on the motion to dismiss was completed July 11, 2003. The court heard oral argument on our motion on
August 28, 2003 and has not yet ruled on the motion. Due to the preliminary state of this action, we are unable to assess the probable outcome of
the case. We can give no assurances of the ultimate impact on our consolidated financial position, results of operations or cash flows as a result
of these proceedings.

On October 31, 2002, a shareholder derivative action entitled Paul Dunne and Helene Dunne, derivatively on behalf of nominal defendant
Beverly Enterprises, Inc. v. Beryl F. Anthony, Jr., et al. was filed in the Circuit Court of Sebastian County, Arkansas, Fort Smith Division
(No. CIV-2002-1241). This case is purportedly brought derivatively on our behalf against various of our current and former officers and
directors. We learned of this case when it was served on one defendant on January 22, 2003. The complaint alleges causes of action for breach of
fiduciary duty against the defendants based on: (1) allegations that defendants failed to establish and maintain adequate accounting controls such
that we failed to record adequate reserves for patient care liability costs; and (2) allegations that certain defendants sold our common stock while
purportedly in possession of material non-public information. On May 16, 2003, two additional derivative complaints (Holcombe v. Floyd, et al.
and Flowers v. Floyd, et al.) were filed and subsequently transferred to the Circuit Court of Sebastian County, Arkansas, Fort Smith Division
and consolidated with the Dunne action as Holcombe v. Beverly Enterprises, Inc. Plaintiffs subsequently dismissed the Dunnes as plaintiffs. On
June 9, 2003, pursuant to a stipulation of the parties, the Court entered a scheduling order providing, among other things, that plaintiffs will have
thirty days from a ruling on the motion to dismiss filed by defendants in the related securities class action in federal court, In re Beverly
Enterprises, Inc. Securities Litigation (Case No. 2:02 cv 2190) to file an amended complaint and that defendants shall have thirty days thereafter
to respond to the complaint. Due to the preliminary state of this action, we are unable to assess the probable outcome of the case and can give no
assurance of the ultimate impact on our financial position, results of operations and cash flows.

We notified federal and California health care regulatory authorities (CMS, OIG, the California Attorney General�s office and the California
Department of Health Services) of our intent to conduct an internal investigation of past billing practices relating to MK Medical, our medical
equipment business unit
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based in Fresno, California. An independent accounting firm has reviewed MK Medical�s government payor billings since October 1, 1998, the
date we acquired the unit. Deficiencies identified by the accounting firm primarily relate to inadequate documentation supporting Medicare and
Medi-Cal claims for reimbursement for drugs, wheelchairs, and other durable medical equipment distributed by MK Medical. Specifically, the
review identified instances of missing or incomplete certificates of medical necessity, treatment authorization requests, prescriptions, and other
documentation MK Medical is required to maintain in order to be entitled to reimbursement from government payors. Based on the results of the
accounting firm�s review, we have established a reserve, included in �Other accrued liabilities� on our consolidated balance sheet in the amount of
$18.0 million to cover potential overpayments from government payors for the period from October 1, 1998 to 2002. We have advised
regulatory authorities of the results of the accounting firm�s review. On September 15, 2003, we received a subpoena from the United States
Attorney�s Office in Oakland, California, requesting the production of additional documents relating to MK Medical operations and our review of
MK Medical�s claims. We are cooperating with the government�s information request. Our liability with respect to this matter could exceed the
reserved amount. We can give no assurance of the final outcome of this matter or its impact on our financial position, results of operations and
cash flows.

On August 1, 2002, we reached an agreement with the State of California on the settlement of an investigation by the Attorney General�s
office and the District Attorney of Santa Barbara County of patient care issues in several California nursing facilities. In accordance with the
terms of the settlement agreement, Beverly Enterprises-California, Inc. entered a plea of nolo contendere to two felony charges under California�s
Elder Abuse statute and paid a fine of $54,000 related to the plea. In addition, Beverly Enterprises-California, Inc. reimbursed the Attorney
General and the Santa Barbara County District Attorney $533,000 for the costs of their investigations and paid a $2.0 million civil penalty in
four equal, quarterly installments of $500,000.

A Permanent Injunction was entered requiring nursing facilities in California, operated by our subsidiaries, to comply with all applicable
laws and regulations and to conduct certain training and education programs. We recorded a pre-tax charge of $6.3 million against earnings
during the second quarter of 2002 to reflect the terms of the settlement and related costs, and we expect to incur additional annual costs for
implementation of the Permanent Injunction.

Certain revisions were made to our Corporate Integrity Agreement in conjunction with the Permanent Injunction requiring:

� additional training for clinical employees, contractors and agents who perform services in our California nursing facilities; and

� hiring an independent quality monitor to assess the effectiveness, reliability and thoroughness of our quality care systems and our response
to quality of care issues in our nursing facilities in California, Arizona, Hawaii and Washington.

On February 3, 2000, we entered into a series of agreements with the U.S. Department of Justice and the OIG of HHS. These agreements
settled the federal government�s investigations of our company relating to our allocation to the Medicare program of certain nursing labor costs in
our skilled nursing facilities from 1990 to 1998.

The agreements consist of:

� a Plea Agreement;

� a Civil Settlement Agreement;

� a Corporate Integrity Agreement; and

� an agreement concerning the disposition of 10 nursing facilities.

Under the Plea Agreement, one of our subsidiaries pled guilty to one count of mail fraud and 10 counts of making false statements to
Medicare and paid a criminal fine of $5.0 million during the first quarter of 2000.
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Under the Civil Settlement Agreement, we paid the federal government $25.0 million during the first quarter of 2000 and are reimbursing
the federal government an additional $145.0 million through withholdings from our biweekly Medicare periodic interim payments in equal
installments through the first quarter of 2008. In addition, we agreed to resubmit certain Medicare filings to reflect reduced labor costs allocated
to the Medicare program.

Under the Corporate Integrity Agreement, we are required to monitor our compliance with the requirements of the federal health care
programs, and this agreement addresses our obligations to ensure that we comply with the requirements for participation in the federal health
care programs. It also includes our functional and training obligations, audit and review requirements and recordkeeping and reporting
requirements, as well as penalties for breach/noncompliance of the agreement. We believe that we are generally in compliance with the
requirements of the Corporate Integrity Agreement and file annual reports with the OIG documenting our compliance.

In accordance with our agreement to dispose of 10 nursing facilities, we disposed of seven of the facilities during 2000 and the remaining
three facilities during 2001.

Effective October 15, 2002, we entered into a settlement agreement (the �Settlement Agreement�) with CMS to resolve certain reimbursement
issues relating to all Medicare cost reporting periods ending on or before December 31, 2000. This agreement settles all outstanding issues from
the February 2000 settlement of the federal government�s investigation of our allocation to the Medicare program of certain nursing labor costs in
our skilled nursing facilities. Under the terms of the Settlement Agreement, we paid CMS $35.0 million in November 2002.

We are party to various legal matters relating to patient care, including claims that our services have resulted in injury or death to residents
of our facilities. Over the past few years, we have experienced an increasing trend in the number and severity of the claims asserted against us.
We believe that there has been, and will continue to be, an increase in governmental investigations of long-term care providers. Adverse
determinations in legal proceedings or governmental investigations, whether currently asserted or arising in the future, could have a material
adverse effect on us.

There are various other lawsuits and regulatory actions pending against us arising in the normal course of business, some of which seek
punitive damages that are generally not covered by insurance. We do not believe that the ultimate resolution of such other matters will have a
material adverse effect on our consolidated financial position, results of operations or cash flows.

ITEM 4. SUBMISSION OF MATTERS TO A VOTE OF SECURITY HOLDERS.

There were no matters submitted to a vote of our security holders during the last quarter of our fiscal year ended December 31, 2002.
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PART II

ITEM 5. MARKET FOR THE COMPANY�S COMMON EQUITY AND RELATED STOCKHOLDER MATTERS.
Our Common Stock is listed on the New York and Pacific Stock Exchanges under the symbol �BEV.� The table below sets forth, for the

periods indicated, the range of high and low sales prices of our Common Stock as reported on the New York Stock Exchange composite tape.

Prices

High Low

2001
First Quarter $ 8.50 $5.94
Second Quarter 10.73 5.20
Third Quarter 12.10 8.50
Fourth Quarter 10.69 6.50

2002
First Quarter $ 9.50 $5.66
Second Quarter 9.18 6.95
Third Quarter 7.95 1.90
Fourth Quarter 3.89 1.60

2003
First Quarter $ 3.00 $1.63
Second Quarter 4.30 1.80
Third Quarter 6.99 3.71
Fourth Quarter (through October 10) 6.39 5.35

On October 10, 2003, the closing sale price of our common stock on the New York Stock Exchange was $5.38 per share. On September 30,
2003, there were 4,992 record holders of our common stock.

We are subject to certain restrictions under our long-term debt agreements related to the payment of cash dividends on our common stock.
We have not paid any cash dividends on our common stock since 1987, and no future dividends are currently planned. In deciding whether to
propose a dividend and determining the dividend amount, our board of directors would take into account such matters as the availability of funds
for dividends, general business conditions, our financial results, other capital requirements and contractual, legal and regulatory restrictions on
the payment of dividends to our stockholders and such other factors as our board of directors may deem relevant.
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ITEM 6. SELECTED FINANCIAL DATA.

The following table of selected financial data should be read along with our consolidated financial statements and related notes thereto for
2002, 2001 and 2000 included in Item 8.

At or for the years ended December 31,

2002(1) 2001(1) 2000(1) 1999(1) 1998(1)(2)

(Dollars in thousands, except per share data)
Consolidated Statement of Operations
Data:
Net operating revenues $2,243,176 $2,428,144 $2,365,247 $2,232,684 $2,565,839
Interest income 4,739 2,939 2,501 4,231 10,644

Total revenues 2,247,915 2,431,083 2,367,748 2,236,915 2,576,483
Costs and expenses:

Operating and administrative:
Wages and related 1,332,628 1,464,036 1,427,484 1,373,791 1,517,186
Provision for insurance and related
items 108,986 93,449 115,689 84,611 152,074
Other 608,674 651,121 689,410 618,080 757,133

Interest 64,713 76,639 77,387 70,731 64,509
Depreciation and amortization 74,741 75,741 82,627 83,342 82,951
Florida insurance reserve adjustment 22,179 � � � �
California investigation settlement and
related costs 6,300 � � � �
Special charges and adjustments related
to settlements with the federal
government (9,441) 77,495 � 202,447 1,865
Asset impairments, workforce reductions
and other unusual items 77,487 197,091 17,249 23,796 70,675
Year 2000 remediation � � � 12,402 9,719

Total costs and expenses 2,286,267 2,635,572 2,409,846 2,469,200 2,656,112

Loss before provision for (benefit from)
income taxes, discontinued operations and
cumulative effects of changes in accounting
principles (38,352) (204,489) (42,098) (232,285) (79,629)
Provision for (benefit from) income taxes 6,085 60,461 (14,536) (87,150) (37,705)

Loss before discontinued operations and
cumulative effects of changes in accounting
principles (44,437) (264,950) (27,562) (145,135) (41,924)
Discontinued operations, net of taxes of $0 �
2002; $927 � 2001; $(7,726) � 2000; $8,071 �
1999; and $10,712 � 1998 (24,482) (36,322) (26,940) 10,488 15,318
Cumulative effects of changes in accounting
principles, net of taxes of $0 � 2002; $2,811 �
1998(3) (77,171) � � � (4,415)

Net loss $ (146,090) $ (301,272) $ (54,502) $ (134,647) $ (31,021)
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Basic and diluted income (loss) per share of
common stock:

Before discontinued operations and
cumulative effects of changes in
accounting principles $ (0.42) $ (2.55) $ (0.27) $ (1.42) $ (0.40)
Discontinued operations, net of taxes (0.23) (0.35) (0.26) 0.11 0.14
Cumulative effects of changes in
accounting principles, net of taxes (0.74) � � � (0.04)

Net loss $ (1.39) $ (2.90) $ (0.53) $ (1.31) $ (0.30)

Shares used to compute per share
amounts 104,726 104,037 102,452 102,491 103,762

Other Financial Data:
Cash flow from operations $ 116,633 $ 220,897 $ 37,010 $ 189,141 $ 6,789
Capital Expenditures 100,103 89,401 76,027 95,414 150,451
Consolidated Balance Sheet Data:
Total assets $1,349,895 $1,681,070 $1,875,993 $1,982,880 $2,160,511
Current portion of long-term debt 41,463 64,231 227,111 34,052 27,773
Long-term debt, excluding current portion 588,714 677,442 564,247 746,164 878,270
Stockholders� equity 153,472 296,497 583,993 641,124 776,206
Other Data:
Average occupancy(4) 87.7% 86.7% 86.7% 86.8% 88.4%

(1) The operations of Matrix, MK Medical, Care Focus, 27 nursing facilities and two assisted living centers have been reclassified as
discontinued operations for all periods presented since they met applicable criteria under Statement of Financial Accounting Standards
No. 144, Accounting for the Impairment or Disposal of Long-Lived Assets. In accordance with Statement of Financial Accounting Standards
No. 145, Rescission of FASB Statements No. 4, 44 and 64, Amendment of FASB Statement No. 13 and Technical Corrections, the
extraordinary loss on the early extinguishment of debt of $2,717 in 1998 has been reclassified as asset impairments, workforce reductions
and other unusual items, and its related tax benefit, in the amount of $1,057, has been reclassified as provision for (benefit from) income
taxes.

(2) Includes the operations of American Transitional Hospitals, Inc. through June 30, 1998.

(3) Includes a $77,171 goodwill impairment charge relating to the 2002 adoption of SFAS No. 142, Goodwill and Other Intangible Assets, and
a $4,415 charge in 1998 relating to the adoption of SOP 98-5, Reporting on the Costs of Start-up Activities, which changed the accounting
for start-up costs.

(4) Calculated by dividing actual patient days by available patient days from continuing operations. Available patient days are calculated by
multiplying total calendar days by the number of beds that are operationally ready for use.
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ITEM 7. MANAGEMENT�S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS OF OPERATIONS.
General

Our business consists principally of providing health care services, including the operation of nursing facilities, assisted living centers,
hospice and home care centers, outpatient clinics and rehabilitation therapy services. We are one of the largest operators of nursing facilities in
the United States. As of August 31, 2003, we operated 423 nursing facilities with a total of 45,492 licensed beds. Our nursing facilities are
located in 26 states and the District of Columbia and range in capacity from 24 to 355 licensed beds. Our nursing facilities had average
occupancy for continuing operations, based on operational beds, of 87.7% during each of the six months ended June 30, 2003 and the year ended
December 31, 2002. As of August 31, 2003, we also operated 22 assisted living centers containing 621 units, 23 hospice and home care centers,
and 10 outpatient clinics. Net operating revenues from continuing operations were $1,105.2 million for the six months ended June 30, 2003, and
$2,243.2 million for the year ended December 31, 2002.

Operations and Services

Our operations are currently organized into three primary operating segments: Nursing Facilities, AEGIS and Home Care.

Nursing Facilities. Our Nursing Facilities� operations provide long-term health care and rehabilitation services through the operation of
skilled nursing facilities and assisted living centers and accounted for approximately 95% of our net operating revenues for the six months ended
June 30, 2003 and approximately 96% of our net operating revenues for the year ended December 31, 2002. Our facilities provide residents with
routine long-term care services, including daily nursing, dietary, social and recreational services and a full range of pharmacy services and
medical supplies. Our skilled nursing staff also provides complex and intensive medical services to residents with higher acuity needs outside
the traditional acute-care hospital setting. We have designed our assisted living centers to provide residents with a greater degree of
independence while still offering routine services and, if required, limited medical care.

AEGIS. Our AEGIS segment provides rehabilitation therapy services under contract to our nursing facilities, as well as 455 third-party
nursing facilities, and accounted for approximately 3% of our net operating revenues for the six months ended June 30, 2003 and approximately
2% of our net operating revenues for the year ended December 31, 2002. AEGIS offers skilled occupational, physical and speech therapy
services designed to maximize function and independence, assist in recovery from medical conditions and compensate for remaining disabilities.

Home Care. Our Home Care operations, which accounted for approximately 2% of our net operating revenues for each of the six months
ended June 30, 2003 and the year ended December 31, 2002, primarily provide hospice services within our nursing facilities, in facilities
operated by other health care providers and in patients� homes. Our hospice services include palliative care for terminally ill patients, as well as
pastoral, counseling and bereavement services for the families of hospice patients.

Governmental Regulation and Reimbursement

We are subject to extensive regulation by federal, state and local agencies. Each of our facilities must comply with regulations regarding
staffing levels, patient care standards, occupational health and safety, patient confidentiality, billing and reimbursement, as well as
environmental and biological hazards, among others. Additionally, government agencies have steadily increased their enforcement activity in
this industry over the past several years, particularly with respect to large for-profit, multi-facility providers like us. This regulatory environment
may force us to expend considerable resources to ensure compliance and respond to inspections, investigations or other enforcement actions. We
believe the government will continue aggressive enforcement in the future.

In the ordinary course of business, we periodically receive notices of deficiencies for allegations of failure to comply with various
regulatory requirements. We review all such notices and take timely and appropriate
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corrective action. In most cases, the facility and the government will agree upon steps to be taken to bring the facility into compliance with
regulatory requirements. In some cases or upon repeat violations, the government may take a number of adverse actions against the facility or us,
including imposition of fines, temporary suspension of admission of new patients, decertification from participation in Medicaid or Medicare
programs and licensure revocation.

CMS has announced two increases to skilled nursing facility Medicare rates, which were each effective October 1, 2003. The first increase
of 3.26% is a cumulative correction for understated market basket increases that CMS has relied on since 1998. The second increase of 3.0%,
which is applied to the Medicare rates subsequent to them being adjusted for the 3.26% increase above, is the annual market basket increase for
the federal fiscal year beginning October 1, 2003. Based on our current volume and mix of Medicare patients, we anticipate the combined
impact of these proposed increases to result in an increase in our net operating revenues of approximately $7.8 million for the fourth quarter of
2003 and approximately $23.4 million for the first nine months of 2004, for an annual impact of approximately $31.2 million.

On June 30, 2003, plaintiffs seeking a temporary restraining order to delay the implementation of two Medicare Part B therapy caps
scheduled to take effect July 1, 2003 entered into a settlement agreement with CMS. This agreement further delayed the implementation of such
caps until September 1, 2003. The annual caps for 2003 of $1,590 for physical and speech therapy services combined and $1,590 for
occupational therapy services, which have been adjusted for inflation, are being applied to services provided during the four-month period from
September through December of 2003. Based on the historical volume of Part B therapy services provided in our nursing facilities, the
anticipated decrease in our annual net operating revenues resulting from reinstatement of the Part B therapy caps is expected to be approximately
$13.8 million. Furthermore, our AEGIS annual outside therapy contract revenue will likely be reduced by an additional $5.0 million and AEGIS
may be required to adjust therapy staffing levels to offset a portion of this revenue impact.

On February 10, 2003, CMS published a proposed rule to reduce by 30 percent the amount that Medicare reimburses skilled nursing
facilities and other non-hospital providers for bad debts arising from uncollectible Medicare coinsurance and deductibles. The proposal is to
phase in the reduction over a three-year period at 10 percent per year for cost report periods beginning on or after October 1, 2003, which would
be effective for us January 1, 2004. Based on our current volume of Medicare bad debts, this proposed change would reduce our net operating
revenues by approximately $1.6 million, $3.3 million and $4.9 million for 2004, 2005 and 2006, respectively.

Critical Accounting Policies

The accompanying consolidated financial statements have been prepared in conformity with accounting principles generally accepted in the
United States. The accounting policies discussed below are considered by management to be critical to an understanding of our financial
statements because their application requires significant judgment and reliance on estimations of matters that are inherently uncertain. Certain
risks related to these critical accounting policies are described in the following paragraphs.

Revenue Recognition, Accounts Receivable and Allowances for Doubtful Accounts
Our revenues are derived primarily from providing long-term health care services. Approximately 80% of our current net operating

revenues is derived from federal and state health care programs (primarily Medicare and Medicaid). As discussed more fully in Item 8 � Note 1,
we record revenues when services are provided at standard charges adjusted to amounts estimated to be received under governmental programs
or other third-party contractual arrangements based on contractual terms and historical experience.

All providers participating in the Medicare and Medicaid programs are required to meet certain financial cost reporting requirements.
Federal and state regulations generally require the submission of annual cost reports covering revenues, costs and expenses associated with the
services provided to Medicare beneficiaries and Medicaid recipients. Annual cost reports are subject to routine audits and retroactive
adjustments. These audits often require several years to reach the final determination of amounts due to, or by, us under these programs.
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As adjustments to recorded revenues become known or as cost reporting years are no longer subject to audits, reviews or investigations, the
amounts of our revenues and receivables are revised. Our revenues are reported at their estimated net realizable amounts, and we believe
adequate provision has been made to reflect any adjustments that could result from audits of cost reports. However, due to the complexity of the
laws and regulations governing the Medicare and Medicaid programs, there is at least a possibility that recorded estimates will change by a
material amount in the near term.

Compliance with laws and regulations governing the Medicare and Medicaid programs is subject to government review and interpretation,
as well as significant regulatory action including fines, penalties, and possible exclusion from the Medicare and Medicaid programs. In addition,
under the Medicare program, if the federal government makes a formal demand for reimbursement, even related to contested items, payment
must be made for those items before the provider is given an opportunity to appeal and resolve the issue.

We record bad debt expense monthly using a percentage of revenue approach that reflects our historical experience. Each quarter we adjust
the allowance for doubtful accounts according to the aging of the receivables. These adjustments are based on our weighted average experience
by payor type, and recognize the relative risk depending on the source of the payment. Private pay accounts usually represent our highest
collectibility risk. In addition, specific accounts that are determined to be uncollectible (due to bankruptcy, insufficient documentation, lack of
third-party coverage or financial resources and the like) are fully reserved when such determinations are made. If circumstances change
(including, but not limited to: economic downturn; higher than expected defaults or denials; reduced collections; and changes in our payor mix),
our estimates of the recoverability of our receivables could be reduced by a material amount. Our provisions for bad debts represented 2.5% and
1.8% of net operating revenues from continuing operations for the years ended December 31, 2002 and 2001, respectively. Our allowance for
doubtful accounts represented approximately 20% and 17% of patient accounts receivable at December 31, 2002 and 2001, respectively. We
believe adequate provision has been made for receivables that may prove to be uncollectible.

Patient Care Liability and Insurance Risks

General and professional liability costs for the long-term health care industry have become increasingly expensive and difficult to estimate.
In addition, insurance coverage for patient care liability and certain other risks, for nursing facilities specifically and companies in general, has
become increasingly difficult to obtain. When obtained, insurance carriers are often requiring companies to significantly increase their liability
retention levels and pay substantially higher premiums for reduced terms of coverage. The majority of our workers� compensation and auto
liability risks are insured through loss-sensitive insurance policies with affiliated and unaffiliated insurance companies. For our general and
professional liabilities, we are responsible for the first dollar of each claim, up to a self-insurance limit determined by the individual policies,
subject to aggregate limits in certain prior policy years.

Our liabilities for general, professional and workers� compensation risks are estimated by our independent actuaries twice a year using the
most recent trends of claims, settlements and other relevant data. On an undiscounted basis, these liabilities totaled $208.0 million at
December 31, 2002. On our financial statements, these liabilities are discounted at 10% to their present value using expected loss payment
timing patterns. The discount rate is based upon our best estimate of the incremental borrowing rate that would be required to fund these
liabilities with uncollateralized debt. A reduction in the discount rate by one-half of a percentage point would have resulted in an additional
pre-tax charge of $1.4 million for the year ended December 31, 2002. Based on information provided by our independent actuaries, we estimate
our range of discounted exposure for these liabilities to be $168.6 million to $185.2 million. At December 31, 2002, our recorded reserves for
these liabilities totaled $174.0 million. We believe adequate provision has been made in the financial statements for liabilities that may arise out
of patient care and other services.

Off-Balance Sheet Obligations
At June 30, 2003, we had an off-balance sheet financing arrangement of $70.0 million medium-term notes. These notes are obligations of

Beverly Funding Corporation (�BFC�), a non-consolidated bankruptcy
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remote, qualifying special purpose entity. BFC�s sole purpose is to acquire, own, hold, and otherwise administer certain patient accounts
receivable originated and sold to it by certain of our operating subsidiaries and to issue beneficial interests in those receivables. Under the terms
of the arrangement, certain of our wholly owned operating subsidiaries (groups of nursing facilities within each state that we operate, referred to
as the Selling Subsidiaries), which are separate legal entities, sell Medicaid and Veterans Administration patient accounts receivable to Beverly
Health and Rehabilitation Services, Inc. (�BHRS�), our wholly owned operating subsidiary. BFC then purchases these receivables under a
revolving sales structure from BHRS at a discount of 1%. BFC receives its funding from: (1) the issuance of debt to third-party investors and
(2) investments made in BFC by us. At December 31, 2002 and 2001, BFC had $101.4 million and $101.9 million, respectively, of net patient
accounts receivable.

The medium-term notes were issued in June and July 1999 to third-party investors. The proceeds were used to redeem $40.0 million of then
outstanding medium-term notes issued by BFC in 1994 that were nearing maturity and to purchase additional eligible receivables from BHRS.
In addition, we increased our investment in BFC, allowing BFC to purchase additional eligible receivables to serve as excess collateral for the
new medium-term notes. Under the terms of the arrangement, BFC is required to maintain receivables in excess of the outstanding balance of the
medium-term notes based on a calculated formula included in the Master Sale and Servicing Agreement among BHRS, BFC and Beverly
Enterprises. The medium-term notes mature in 2005; however, according to the provisions of the notes, principal payments on these obligations
are calculated based on quarterly collections of the underlying receivables, and are required to begin during the second quarter of 2004.

BHRS recognizes a loss at the time the receivables are sold to BFC equal to the 1% discount and this loss is included in �Other operating and
administrative costs and expenses� and in �Net cash provided by operating activities� in our consolidated financial statements. BHRS provides
invoicing and collection services related to the purchased receivables for a market-based servicing fee. Neither the loss on sale of receivables nor
the servicing fee revenue is material to the Company�s results of operations or cash flows.

Prior to June 1999, BFC�s assets, liabilities and operating results were consolidated with us. However, in June 1999 in connection with the
redemption of previously issued medium-term notes, and issuance of the medium-term notes in June and July 1999, the Master Sale and
Servicing Agreement was amended so that BFC met the definition of a qualifying special purpose entity as defined in Statement of Financial
Accounting Standards No. 125, Accounting for Transfers and Servicing of Financial Assets and Extinguishments of Liabilities. Specifically,
BFC was no longer permitted to hold or purchase receivables that originated prior to January 1, 1997 (a condition that prevented it from
becoming a qualifying special purpose entity prior to June 1999). We continually evaluate the organizational structure and operations of BFC to
ensure that it remains legally isolated from us and each of our operating subsidiaries and that it maintains its status as a qualifying special
purpose entity and, thereby, remains deconsolidated.

Our investment in BFC, which is subject to periodic collectibility review, has been recorded as a non-current asset in our consolidated
balance sheets. The primary factor in the collectibility review is the determination of the net realizable value of the excess receivables serving as
collateral for the medium-term notes. The net realizable value is determined through a collectibility analysis of the receivables purchased and
held by BFC. This collectibility analysis considers historical collection experience and is adjusted according to the aging of the receivables.
Once the net realizable value of the excess receivables is determined, we compare it to the carrying value of the asset and adjust the asset when
the analysis indicates that it may not be fully recovered.

At December 31, 2002 and 2001, our investment of $31.0 million and $33.0 million, which approximated the excess level of receivables
held by BFC, was included in �Other assets� on our consolidated balance sheets. Our total investments in BFC have been adjusted from their
initial value of $35.0 million due to cumulative credit losses incurred by BFC associated with the purchased receivables since June 1999. We
believe our asset will be realized upon the maturity and repayment of the medium-term notes and collection of the excess receivables and is
expected to approximate the carrying value of our asset. We monitor this off-
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balance sheet obligation throughout the year and believe the obligation and any related assets should not be included in our consolidated
financial statements under current generally accepted accounting principles.

At December 31, 2002, we leased five nursing facilities, one assisted living center and our corporate headquarters under an off-balance
sheet lease arrangement. The special purpose entity lessor financed the construction of these properties and we leased the properties under a
master operating lease agreement, which would have matured in April 2004. (See Item 8 � Note 8 for a discussion of our senior credit facility
amendments and their impact on this financing arrangement.) There was a third-party entity at risk under this arrangement for 3% of the original
commitment. Of the remaining 97% original commitment, 17% was secured by first mortgages on the related properties and 83% (or
approximately $56.0 million at December 31, 2002) was guaranteed by us and secured by second mortgages on the related properties. This lease
arrangement was satisfied in June 2003. (See Note 14.)

In addition, as of December 31, 2002, we had off-balance sheet debt guarantees of $31.5 million that primarily arose from our sales of
nursing facilities. We also guarantee certain third-party operating leases. Those guarantees arose from our dispositions of leased facilities, and
the underlying leases had $13.3 million of minimum rental commitments remaining through the initial lease terms. In addition, we guaranteed an
executive officer�s bank loan of approximately $200,000, which is collateralized by shares of our common stock pledged by the officer.

Asset Impairments
We recorded pre-tax asset impairment charges of $69.6 million, $170.8 million (includes $55.1 million of exit and other costs) and

$9.7 million for the years ended December 31, 2002, 2001 and 2000, respectively. We also recorded additional impairments of goodwill of
$77.2 million in 2002 as the cumulative effect of an accounting change in accordance with Statement of Financial Accounting Standards
No. 142, Goodwill and Other Intangible Assets (�SFAS No. 142�). We evaluate our long-lived assets for impairment whenever indicators of
impairment exist, in accordance with Statement of Financial Accounting Standards No. 144, Accounting for the Impairment or Disposal of
Long-Lived Assets (�SFAS No. 144�). These indicators of impairment can include, but are not limited to, the following:

� a history of operating losses, with expected future losses;

� changes in the regulatory environment affecting reimbursement;

� decrease in cash flows or cash flow deficiencies;

� changes in the way an asset is used in the business; and

� commitment to a plan to sell or otherwise dispose of an asset.

During 2002, changes in the regulatory environment affecting Medicare reimbursement led to a long-lived asset impairment analysis on our
Nursing Facilities segment. During 2001, continuing operating losses in several of our lines of business, including certain outpatient clinics, our
managed care contracting entity, certain Home Care businesses and a few of our nursing facilities, led to impairment analyses on these assets.
During 2000, operating losses at certain outpatient clinics and management�s determination to dispose of, or terminate the leases on, six nursing
facilities led to impairment analyses to be calculated on these assets.

These impairment analyses included:

� estimating the undiscounted cash flows to be generated by each clinic, unit, facility or property, primarily over the remaining life of the
primary asset; and

� reducing the carrying value of the asset to the estimated fair value when the total estimated undiscounted cash flows was less than the
current book value of the clinic, unit, facility or property.

In estimating the undiscounted cash flows for our nursing facilities, we primarily used our internally prepared budgets and forecast
information, with certain probability adjustments, including, but not limited to, the following items: Medicare and Medicaid funding; overhead
costs; capital expenditures; and patient care
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liability costs. In order to estimate the fair values of the nursing facilities, we used a discounted cash flow approach, supplemented by public
resource information on valuations of nursing facility sales transactions, by region of the country. Where the estimated undiscounted cash flows
were negative, we estimated the fair values based on discounted public resource information, sales values or estimated salvage value. For other
lines of business that lack significant property investments, we discounted the next five years of expected cash flows. A substantial change in the
estimated future cash flows for these facilities or businesses could materially change the estimated fair values of these assets, possibly resulting
in an additional impairment.

In July 2001, SFAS No. 142 was issued, which established new rules on the accounting for goodwill and other intangible assets. In
accordance with this standard, we performed the initial screening for potential impairments of our indefinite lived intangible assets by reporting
unit as of January 1, 2002. We determined the estimated fair values of each reporting unit using discounted cash flow analyses, along with
independent source data related to recent transactions. Based on this determination, we identified potential goodwill impairments at our Matrix
segment and at Care Focus, a former reporting unit within our Home Care segment. We engaged a qualified, independent valuation group to
determine the estimated fair values of each of these reporting units. Their analysis was completed in the fourth quarter of 2002, and led to the
recording of goodwill impairment charges as the cumulative effect of an accounting change of $77.2 million as of January 1, 2002, including
$70.6 million for Matrix and $6.6 million for Care Focus. The outpatient therapy clinic operations and the managed care network of Matrix were
sold during January 2003. The Care Focus unit was sold in June 2003. Based on our annual October 1, 2002 assessment of all reporting units, no
additional impairment of goodwill was required.

During 2001, management initiated a formal plan to dispose of all of our nursing facility operations in Florida. Accordingly, these assets
were written down to their estimated sales value less selling costs. We ultimately leased these assets to a third-party in the fourth quarter of
2001, with the real estate transaction closing in January 2002. Under accounting standards in effect in 2001, our Florida assets were not
considered discontinued operations.

Operating Results

2002 Compared to 2001
Restatement

Results of operations for the years ended December 31, 2002 and 2001 have been restated to reflect asset dispositions during the six months
ended June 30, 2003 as discontinued operations. The following discussion of �2002 Compared to 2001� reflects this restatement.

Results of Operations � Continuing Operations
We reported a net loss from continuing operations for the year ended December 31, 2002 of $44.4 million, compared to a net loss from

continuing operations of $264.9 million for the year ended December 31, 2001. The net loss from continuing operations for 2002 included
pre-tax charges totaling $96.6 million, including:

� $77.5 million for asset impairments, workforce reductions and other unusual items;

� $22.2 million for the Florida insurance reserve adjustment (see  � Operating and Administrative Expenses);

� $6.3 million for the California investigation settlement and related costs; and

� partially offset by a decrease of $9.4 million in reserves established in conjunction with previous settlements of federal government
investigations.

The $77.5 million for asset impairments, workforce reductions and other unusual items includes the following:

� $72.6 million write-down of property and equipment on certain nursing facilities whose book value exceeded fair value when tested for
impairment as a result of the reduction in Medicare funding
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effective October 1, 2002. These assets were included in the total assets of the Nursing Facilities operating segment in 2002;

� $8.5 million of workforce reductions (see below); and

� $3.0 million adjustment to asset impairments and approximately $600,000 reversal of workforce reduction charges recorded in 2001,
which were no longer needed.

We recorded a pre-tax charge of $8.5 million during 2002 for workforce reductions which were primarily the result of a continuing
operational reorganization required to support the implementation of our three-year strategic plan. During 2002, we notified 133 employees that
their positions would be eliminated. The charge included the following:

� $8.0 million of cash expenses, $4.1 million of which was paid during the year ended December 31, 2002; and

� non-cash expenses of approximately $500,000 related to the issuance of 124,212 shares under the Beverly Enterprises Stock Grant Plan
(the �Stock Grant Plan�).

We estimate the annual cost savings of this operational reorganization to be approximately $11.2 million. The following table summarizes
activity in our estimated workforce reduction and exit costs for the years ended December 31 (in thousands):

2002 2001 2000

Workforce Workforce Workforce
Reductions Exit Costs Reductions Exit Costs Reductions Exit Costs

Balance beginning of year $ 7,631 $ 15,030 $ 4,151 $ 5,208 $ 5,165 $ 7,915
Charged to operations 8,454 2,633 23,118 18,165 5,904 3,000
Cash payments (9,074) (10,313) (15,448) (8,343) (6,918) (3,207)
Stock transactions (1,008) � (4,158) � � �
Reversals (585) (2,359) (32) � � (2,500)

Balance end of year $ 5,418 $ 4,991 $ 7,631 $15,030 $ 4,151 $ 5,208

Net loss from continuing operations for 2001 included pre-tax charges totaling $274.6 million, including $197.1 million for asset
impairments, exit costs and workforce reductions and $77.5 million related to a settlement with the federal government to resolve open
reimbursement issues under the former cost-reimbursement system for Medicare. (See 2001 Compared to 2000 herein).

Income Taxes
We recorded a provision for income taxes of $6.1 million for the year ended December 31, 2002, primarily related to state income taxes.

We increased our valuation allowance on our deferred tax assets by $45.5 million during 2002 to $199.2 million as of December 31, 2002. This
valuation allowance was required under the guidance of Statement of Financial Accounting Standards No. 109, Accounting for Income Taxes
(�SFAS No. 109�) due to our historical operating performance and our reported cumulative net losses. Our realization of the deferred tax benefits
primarily associated with our net operating losses is dependent upon our achieving sufficient future pre-tax income. Under federal income tax
regulations, we have up to 20 years to generate sufficient taxable income to realize the deferred benefits. However, given the size of our pre-tax
losses in 2002 and 2001 and uncertainties created by Medicare reimbursement enhancements which expired on September 30, 2002, a valuation
allowance was considered to be appropriate under the more stringent accounting standards for the realization of these deferred tax benefits,
which is contingent upon future income.

At December 31, 2002, for income tax purposes, we had federal net operating loss carryforwards of $164.7 million which expire in years
2017 through 2022; general business tax credit carryforwards of $28.7 million which expire in years 2008 through 2022; and alternative
minimum tax credit carryforwards of $19.1 million which do not expire. Future tax benefits associated with these carryforwards are not recorded
in our 2002 and 2001 consolidated financial statements as a result of the valuation allowance recorded.
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Net Operating Revenues
We reported net operating revenues of $2,243.2 million during the year ended December 31, 2002 compared to $2,428.1 million for the

same period in 2001. Approximately 96% and 97% of our total net operating revenues for each of the years ended December 31, 2002 and 2001,
respectively, were derived from services provided by our Nursing Facilities segment. The decrease in net operating revenues of $184.9 million
for the year ended December 31, 2002, as compared to the same period in 2001, is due to the following:

� a decrease of $319.2 million due to dispositions during 2002 and 2001, primarily related to our Florida facilities;

� an increase of $93.7 million from facilities we operated during each of the years ended December 31, 2002 and 2001 (�same facility
operations�);

� an increase of $35.6 million from growth in AEGIS� external therapy business; and

� an increase of $5.0 million due to a facility acquisition, and the opening of a newly constructed facility and four hospice centers.

The increase in net operating revenues of $93.7 million from same facility operations for the year ended December 31, 2002, as compared
to the same period in 2001, was primarily due to the following:

� $77.3 million due to an increase in Medicaid, Medicare and private payment rates;

� $16.3 million due to a positive shift in our patient mix;

� $14.9 million due to an increase in Medicare Part B revenues; and

� partially offset by a decrease of $21.1 million due to a decline in same facility census.

Effective October 1, 2002, certain Medicare add-on payments were eliminated when the federal government did not pass legislation to
restore the funding. These add-on payments included a 16.66% add-on to the nursing component of all 44 RUG categories and a 4% overall
increase in the adjusted rates for all 44 RUG categories. Our net operating revenues were reduced by $13.5 million as a result of the elimination
of these add-ons in the fourth quarter of 2002. (This reduction is netted above with the increases in payment rates from all sources of revenue for
2002 over 2001.) Assuming a similar volume and mix of Medicare patients in 2003, we anticipate our net operating revenues will decline an
additional $40.7 million from 2002, for an annual impact of approximately $54.2 million.

Operating and Administrative Expenses
We reported operating and administrative expenses of $2,050.3 million during the year ended December 31, 2002 compared to

$2,208.6 million for the same period in 2001. The decrease of $158.3 million consists of the following:

� a decrease of $268.8 million due to dispositions during 2002 and 2001, primarily related to our Florida facilities;

� an increase of $10.2 million due to a facility acquisition, and the opening of a newly constructed facility and four hospice centers; and

� an increase of $100.3 million in same facility operations.

The increase in operating and administrative expenses of $100.3 million from same facility operations for the year ended December 31,
2002, as compared to the same period in 2001, was due primarily to the following:

� $35.9 million of additional wages and related expenses primarily due to an increase in our weighted average wage rate and an increase in
nursing hours per patient day;

� $26.9 million additional provision for reserves on accounts and notes receivable;
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� $21.0 million due to an increase in contracted services, primarily due to outsourcing certain housekeeping, laundry and dietary services in
our Nursing Facilities segment; and

� $15.5 million increase in our provision for insurance and related claims, as discussed below.

Our provision for insurance and related items increased $15.5 million for the year ended December 31, 2002, as compared to the same
period in 2001, primarily due to rising patient care liability costs. Based on the results of our 2002 mid-year actuarial study completed in
mid-July, we recorded a pre-tax charge of $43.3 million to increase our reserves for prior policy-year patient care liability costs, including
$22.2 million related to our previously operated Florida facilities, which had previously been sold, and $21.1 million related to same facility
operations.

Interest Expense, Net
Interest income increased to $4.7 million for the year ended December 31, 2002, as compared to $2.9 million for the same period in 2001

primarily due to certain notes receivable accepted as partial consideration for the sale of the Florida facilities. Interest expense decreased to
$64.7 million for the year ended December 31, 2002, as compared to $76.6 million for the same period in 2001. This was primarily due to the
reduction of debt using the net proceeds from the sale of the Florida facilities.

Depreciation and Amortization
Depreciation and amortization expense was $74.7 million for the year ended December 31, 2002, as compared to $75.7 million for the same

period in 2001. Depreciation and amortization decreased $5.8 million due to the elimination of amortization on goodwill and other indefinite
lived intangible assets with the implementation of SFAS No. 142, and the dispositions of, or lease terminations on, certain facilities. However,
these decreases were substantially offset by increases of $4.8 million related to capital additions and improvements, as well as acquisitions and
openings.

Results of Operations � Discontinued Operations
The results of operations of disposed facilities, clinics and other assets in the six-month period ended June 30, 2003, as well as the results of

operations of held-for-sale assets, have been reported as discontinued operations for all periods presented in the consolidated statements of
operations. A summary of the discontinued operations for the years ended December 31 is as follows (in thousands):

2002 2001

MK Nursing Care MK Nursing Care
Matrix Medical Facilities Focus Total Matrix Medical Facilities Focus Total

Net operating
revenues(1) $86,852 $ (4,452) $155,011 $21,450 $258,861 $ 90,694 $ 23,289 $150,393 $21,428 $285,804

Operating income
(loss)(1) $ 812 $ (31,610) $ 12,222 $ 2,494 $ (16,082) $ (8,652) $ (10,674) $ 22,775 $ 2,168 $ 5,617
Loss on sale and
exit costs (1,001) (1,257) (114) � (2,372) � � � � �
Impairments and
other unusual
items(2) 230 (4,239) (2,019) � (6,028) (32,482) (8,231) (299) � (41,012)

Pre-tax income
(loss) $ 41 $ (37,106) $ 10,089 $ 2,494 (24,482) $ (41,134) $ (18,905) $ 22,476 $ 2,168 (35,395)

Provision for
income taxes � 927

Discontinued
operations, net of
income taxes $ (24,482) $ (36,322)
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(1) Includes an adjustment of $18.0 million in 2002 for estimated overpayments to MK Medical by government payors.

(2) Includes $1.0 million in 2002 accrued for legal and related fees associated with the MK Medical estimated overpayment issue.
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Cumulative Effect of Accounting Change
In July 2001, the Financial Accounting Standards Board issued SFAS No. 142, which established new rules on the accounting for goodwill

and other intangible assets. Under SFAS No. 142, goodwill and intangible assets with indefinite lives are no longer amortized; however, they are
subject to annual impairment tests as prescribed by the Statement. Intangible assets with definite lives will continue to be amortized over their
estimated useful lives. With respect to our goodwill and intangible assets, SFAS No. 142 was effective for us beginning January 1, 2002.

The following is a summary of adjusted operating results reflecting the effects of adopting SFAS No. 142, net of income taxes, for the
periods ended December 31 (in thousands, except per share amounts):

Years Ended December 31,

2002 2001 2000

Reported net loss $(146,090) $(301,272) $(54,502)
Add back:

Goodwill amortization � 3,917 4,465
Operating rights amortization � 252 268

Adjusted net loss $(146,090) $(297,103) $(49,769)

Years Ended December 31,

2002 2001 2000

Reported diluted net loss per share $(1.39) $(2.90) $(0.53)
Add back:

Goodwill amortization � 0.04 0.04
Operating rights amortization � � �

Adjusted diluted net loss per share $(1.39) $(2.86) $(0.49)

We completed the impairment assessment of our indefinite lived intangible assets, other than goodwill, during the first quarter of 2002, with
no impairment identified. SFAS No. 142 described a two-step process for testing goodwill for impairment. The first step is a screen for potential
impairment, while the second step measures the amount of the impairment, if any. Upon completion of the first step of the goodwill impairment
test for all of our reporting units, results indicated that goodwill appeared to be impaired for our Matrix and Home Care Services � Care Focus
reporting units. We subjected the goodwill at these reporting units to step two under SFAS No. 142.

We engaged a qualified, independent third-party to determine the estimated fair value of these two reporting units. Their valuation was
completed during the fourth quarter of 2002, and the resulting impairment losses amounted to $70.6 million for Matrix and $6.6 million for
Home Care Services � Care Focus. As required by SFAS No. 142, these impairment losses have been recorded in the 2002 statement of
operations as the cumulative effect of a change in accounting for goodwill as of January 1, 2002.

In accordance with SFAS No. 142, we completed our annual impairment assessment of all of our indefinite lived intangible assets,
including goodwill, as of October 1, 2002 with no additional impairment required.

New Accounting Standards
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In January 2003, the FASB issued Interpretation No. 46, Consolidation of Variable Interest Entities, (�FIN 46�). FIN 46 requires a variable
interest entity (�VIE�), sometimes known as a special purpose entity, to be consolidated by a company when that company is subject to a majority
of the risk of loss from the VIE�s activities or entitled to receive a majority of the VIE�s residual returns, or both. FIN 46 is effective on July 1,
2003 as it relates to VIEs created prior to February 1, 2003. FIN 46 is not expected to impact our accounting treatment of BFC. (See Off-Balance
Sheet Obligations herein.)
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In November 2002, the FASB issued Interpretation No. 45, Guarantor�s Accounting and Disclosure Requirements for Guarantees,
Including Indirect Guarantees of Indebtedness of Others (�FIN 45�). FIN 45 requires certain guarantees to be recorded at fair value when a
transaction is consummated. This differs from current practice, which is generally to record a liability only when a loss is probable and
reasonably estimable. FIN 45 applies to guarantee contracts having financial guarantees, performance guarantees, indemnification or indirect
guarantees of the indebtedness of others. FIN 45 also requires a guarantor to make significant new disclosures, even when the likelihood of
making any payments under the guarantee is remote. We have complied with the new disclosure requirements, which were effective for us as of
December 31, 2002. The recognition and measurement provisions of FIN 45 are applicable on a prospective basis to guarantees issued or
modified after December 31, 2002. We are continuing our review of the implications of FIN 45, which may impact our accounting for future
dispositions.

In July 2002, the FASB issued Statement of Financial Accounting Standards No. 146, Accounting for Costs Associated with Exit or
Disposal Activities (�SFAS No. 146�). SFAS No. 146 requires that a liability for a cost associated with an exit or disposal activity be recognized
and measured at its fair value when the liability is incurred rather than when an entity commits to an exit plan. Depending on the terms of the
exit or disposal, under SFAS No. 146, severance pay could be recognized over time or up front. Also, SFAS No. 146 requires that a liability be
recognized, measured at its fair value, when an entity ceases operation at a location covered under a pre-existing contract, such as a lease. Fair
value in this case would represent the present value of the future payment obligations net of assumed receipts, such as sublease income, at
current market value. SFAS No. 146 is effective for all exit or disposal activities initiated after December 31, 2002. Many of the provisions of
SFAS No. 146 affect only the timing of when a liability is recorded and not the amount of the liability. Therefore, we do not expect there will be
a material effect on our consolidated financial position or results of operations as a result of adopting SFAS No. 146.

In April 2002, the FASB issued Statement of Financial Accounting Standards No. 145, Rescission of FASB Statements No. 4, 44, and 64,
Amendment of FASB Statement No. 13, and Technical Corrections (�SFAS No. 145�). This Statement eliminates extraordinary accounting
treatment for reporting gains or losses on debt extinguishments, and amends certain other existing accounting pronouncements. The provisions
of this Statement were effective for the Company beginning with the first quarter of 2003 with restatement of prior year debt
extinguishment-related extraordinary items required.

2001 Compared to 2000
Restatement

Results of operations for the years ended December 31, 2001 and 2000 have been restated to reflect asset dispositions during the six months
ended June 30, 2003 as discontinued operations. The following discussion of �2001 Compared to 2000� reflects this restatement.

Results of Operations � Continuing Operations

We reported a net loss from continuing operations for the year ended December 31, 2001 of $264.9 million, compared to a net loss from
continuing operations of $27.6 million for the year ended December 31, 2000. The net loss from continuing operations for 2001 included pre-tax
charges totaling $274.6 million, including $197.1 million for asset impairments, exit costs and workforce reductions and $77.5 million related to
a settlement with the federal government to resolve open reimbursement issues under the former cost-reimbursement system for Medicare. The
asset impairment and exit costs, which are included in the consolidated statement of operations caption �Asset impairments, workforce reductions
and other unusual items,� relate to:

� $75.1 million write-down of Florida facilities and $55.1 million of Florida exit and other costs, as discussed below. These assets were
included in the total assets of the Nursing Facilities segment as of December 31, 2001;
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� write-down of goodwill of $15.4 million, property, equipment and other intangible assets of $1.0 million and recording of closing and
other costs of $2.8 million on under-performing Home Care businesses. These assets were included in the total assets of the Home Care
segment as of December 31, 2001;

� write-down of property and equipment of $9.7 million, and goodwill and other intangibles of $600,000 on certain under-performing
nursing facilities. These assets were included in the total assets of the Nursing Facilities operating segment as of December 31, 2001;

� write-off of abandoned projects and investments totaling $7.8 million; and

� $3.3 million related to the termination of a lease in Indiana and the write-off of the net book value of the related assets.

During 2001, a formal plan was initiated by management to pursue the sale of our nursing facility operations in Florida, which included 49
nursing facilities (6,129 beds) and four assisted living centers (315 units) (the �Florida facilities�). The plan included the sale of one additional
nursing facility (56 beds) in Florida and certain other assets which would be sold in separate transactions. The decision to sell these properties
was made primarily due to the excessive patient care liability costs that we had been incurring in the state of Florida. Accordingly, the property
and equipment, identifiable intangibles and operating supplies of our Florida nursing facility operations at March 31, 2001 were considered
assets held for sale. Management estimated the fair value less selling costs of such assets and took pre-tax charges in 2001 totaling $75.1 million
to write-down the Florida assets. Effective December 1, 2001, we entered into a lease agreement on the Florida facilities with Florida Health
Care Properties and we closed the real estate transaction on January 8, 2002.

In conjunction with the sale of the Florida facilities, we also recorded pre-tax charges totaling $55.1 million for certain exit and other costs.
These costs related to severance agreements, termination payments on certain contracts and various other items. At December 31, 2001, the
Florida assets held for sale totaled $120.8 million and were classified as current assets in the consolidated balance sheet.

Annualized revenues for the Florida facilities were $288.0 million. During the year ended December 31, 2001, our Florida nursing facility
operations recorded pre-tax income of approximately $600,000. This amount does not include certain costs which were recorded at the parent
company level and were not fully allocated to the individual subsidiaries or facilities. We did not record depreciation and amortization expense
on the Florida assets during the period these assets were held for sale, since these assets were adjusted to their estimated net realizable value. The
amount of depreciation and amortization expense that we did not have to record during the year ended December 31, 2001 on the Florida assets
was $6.8 million.

During 2001, we recorded pre-tax charges totaling $24.2 million for workforce reductions and related costs, of which $23.1 million related
to severance and other employment agreements for approximately 240 employees who were notified in 2001 that their positions would be
eliminated, including:

� $18.0 million of cash expenses, $4.9 million and $11.3 million of which was paid during the years ended December 31, 2002 and 2001,
respectively;

� non-cash expenses of $4.5 million related to the issuance of shares under the Stock Grant Plan (discussed below); and

� non-cash expenses of $600,000 related to other long-term incentive agreements.

We estimated the annual costs savings of this operational reorganization to be approximately $14.0 million. Much of this savings was
realized in 2001, since the majority of the workforce reductions took place in the first quarter. These estimated savings are net of the additional
costs we incurred to increase the operations and clinical staff at the facility and district level. Approximately $600,000 of these workforce
reduction charges in 2001 were reversed during 2002.

In January 2001, we filed a registration statement under Form S-8 with the SEC registering 1,174,500 shares of our common stock. These
shares were previously repurchased by us and held in treasury. They will be issued under the Stock Grant Plan to holders of restricted stock who,
by virtue of the terms of their
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employment contracts, severance agreements or other similar arrangements, are entitled to the immediate vesting of their restricted stock. We
issued 669,754 shares of common stock in 2002 and 2001 under the Stock Grant Plan to various officers in exchange for shares of restricted
stock held by them, which were cancelled.

On February 4, 2002, we made a settlement offer to the federal government to resolve open reimbursement issues under the former
cost-reimbursement system for Medicare. For accounting purposes, this settlement offer was required to be recorded in our operating results for
the year ended December 31, 2001 and resulted in a pre-tax charge of $77.5 million which is included in the caption �Special charges and
adjustments related to settlements with the federal government.� This charge included a $35.0 million cash settlement and the write-off of
$81.5 million of related cost report receivables, offset by a $39.0 million reserve established in 1999 for related issues. This matter was settled
with CMS in the fourth quarter of 2002, and required no increase in accruals previously recorded.

During 2000, we recorded pre-tax charges totaling $17.2 million, including $9.7 million for asset impairments and $6.1 million for
workforce reductions. These asset impairment charges primarily related to:

� a write-down of property and equipment of $5.1 million and recording of closing and other costs of approximately $3.0 million related to
six nursing facilities with an aggregate carrying value of approximately $6.0 million. Management closed or terminated the leases on five
of these facilities during 2001. These assets generated pre-tax losses of $2.4 million during the year ended December 31, 2000 and were
included in the total assets of our Nursing Facilities operating segment;

� a write-off of abandoned projects totaling $2.1 million;

� a write-off of an investment in a physician practice management company of approximately $2.0 million; and

� a reversal of $2.5 million of prior year exit costs.

The workforce reduction charges of $6.1 million primarily related to severance agreements associated with seven executives. During 2000,
$2.2 million was paid, and the remainder was paid during the first quarter of 2001. Four of the executives were notified in late 2000 that their
positions would be eliminated as part of a reorganization of our operating and support group functions. This reorganization was formally
announced in the first quarter of 2001.

Income Taxes
We recorded a provision for income taxes at 26% for the year ended December 31, 2001, even though we had a pre-tax loss, primarily due

to the recording of a $153.7 million valuation allowance on our deferred tax assets. This valuation allowance was required under the guidance of
SFAS No. 109 due to our historical operating performance and our reported cumulative net losses. Our annual effective tax rate for 2000 was
29%, which was different than the federal statutory rate primarily due to amortization of nondeductible goodwill and state income taxes,
partially offset by the benefit of certain tax credits.

Net Operating Revenues
We reported net operating revenues of $2,428.1 million during the year ended December 31, 2001 compared to $2,365.2 million for the

same period in 2000. Approximately 97% of our total net operating revenues for each of the years ended December 31, 2001 and 2000 were
derived from services provided by our Nursing Facilities segment. The increase in net operating revenues of $62.9 million for the year ended
December 31, 2001, as compared to the same period in 2000, consists of the following:

� an increase of $140.1 million from facilities we operated during each of the years ended December 31, 2001 and 2000 (�same facility
operations�);

� an increase of $13.1 million due to acquisitions and openings of newly-constructed facilities;
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� an increase of $13.7 million from growth in AEGIS� external therapy business; and

� a decrease of $104.0 million due to dispositions.

The increase in net operating revenues of $140.1 million from same facility operations for the year ended December 31, 2001, as compared
to the same period in 2000, was primarily due to the following:

� $152.6 million due to an increase in Medicaid, Medicare and private payment rates;

� $8.5 million due to a positive shift in our patient mix;

� partially offset by a decrease of $12.7 million due to a decline in same facility census; and

� $5.0 million due to one less calendar day during the year ended December 31, 2001, as compared to the same period in 2000.

Operating and Administrative Expenses
We reported operating and administrative expenses of $2,208.6 million during the year ended December 31, 2001 compared to

$2,232.6 million for the same period in 2000. The decrease of $24.0 million consists of the following:

� a decrease of $73.7 million due to dispositions;

� an increase of $37.3 million in same facility operations; and

� an increase of $12.4 million due to acquisitions and openings of newly constructed facilities.

The increase in operating and administrative expenses of $37.3 million from same facility operations for the year ended December 31, 2001,
as compared to the same period in 2000, was due primarily to the following:

� $94.2 million of additional wages and related expenses, primarily due to an increase in our weighted average wage rate;

� $5.5 million due to an increase in other contracted services;

� partially offset by a $40.9 million decrease in bad debt expense, primarily due to improved collections on our patient accounts receivable;
and

� $22.2 million decrease in our provision for insurance and related items primarily due to an incremental pre-tax charge of $44.4 million
recorded in 2000 to increase reserves for patient care liability costs.

Excluding this $44.4 million pre-tax charge for 2000, our provision for insurance and related items increased $22.2 million for the year
ended December 31, 2001, as compared to the same period in 2000, primarily due to rising patient care liability costs.

Depreciation and Amortization

Depreciation and amortization expense decreased $6.9 million to $75.7 million for the year ended December 31, 2001, as compared to
$82.6 million for the same period in 2000, primarily due to the discontinuation of depreciation and amortization of our Florida nursing facility
assets, as they were classified as held for sale at March 31, 2001.

Results of Operations � Discontinued Operations

The results of operations of disposed facilities, clinics and other assets in the six-month period ended June 30, 2003, as well as the results of
operations of held-for-sale assets, have been reported as discontinued
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operations for all periods presented in the consolidated statements of operations. A summary of the discontinued operations for the years ended
December 31 is as follows (in thousands):

2001 2000

MK Nursing Care MK Nursing Care
Matrix Medical Facilities Focus Total Matrix Medical Facilities Focus Total

Net operating
revenues $ 90,694 $ 23,289 $150,393 $21,428 $285,804 $ 78,367 $29,429 $136,527 $21,493 $265,816

Operating income
(loss) $ (8,652) $ (10,674) $ 22,775 $ 2,168 $ 5,617 $ (30,017) $ (1,170) $ 20,466 $ 1,839 $ (8,882)
Impairments and
other unusual items (32,482) (8,231) (299) � (41,012) (25,784) � � � (25,784)

Pre-tax income
(loss) $ (41,134) $ (18,905) $ 22,476 $ 2,168 (35,395) $ (55,801) $ (1,170) $ 20,466 $ 1,839 (34,666)

Provision for
(benefit from)
income taxes 927 (7,726)

Discontinued
operations, net of
income taxes $ (36,322) $ (26,940)

Liquidity and Capital Resources

At December 31, 2002, we had approximately $115.4 million in cash and cash equivalents. We anticipate $20.5 million of this cash balance
at December 31, 2002, while not legally restricted, will be utilized primarily to fund certain general liability and worker�s compensation claims
and expenses. At December 31, 2002, we had approximately $124.1 million of unused commitments under our $150.0 million credit facility (the
�Credit Facility�), with utilization being for standby letters of credit primarily in support of certain insurance programs, security deposits, and debt
or guaranteed debt obligations. At December 31, 2002, we had negative working capital of approximately $41.7 million reflected on our
consolidated balance sheet.

Net cash provided by operating activities for the year ended December 31, 2002 was approximately $116.6 million compared to
approximately $220.9 million for the same period in 2001. This decline was primarily related to reducing accounts payable and accrued
liabilities by approximately $85.3 million, including $35.0 million paid to CMS in November 2002. Net cash provided by investing activities
and net cash used in financing activities were approximately $62.3 million and $152.9 million, respectively, for the year ended December 31,
2002. We received net cash proceeds of approximately $169.5 million from the dispositions of facilities and other assets in 2002. These net
proceeds, along with cash generated from operations, were used to repay approximately $116.5 million of long-term debt and $42.9 million of
off-balance sheet financing and to fund capital expenditures totaling approximately $100.1 million in 2002.

At June 30, 2003, we had $134.5 million in cash and cash equivalents. We anticipate $36.0 million of this cash balance at June 30, 2003,
while not legally restricted, will be utilized primarily to fund certain general liability and workers� compensation claims and expenses. At
June 30, 2003, we had $50.9 million of availability under our Credit Facility, with utilization of $39.8 million being for standby letters of credit
primarily in support of certain insurance programs, security deposits and debt or guaranteed debt obligations. At June 30, 2003, we had negative
working capital of $33.8 million reflected on our condensed consolidated balance sheet.

Net cash provided by operating activities for the six months ended June 30, 2003 was $20.4 million, compared to $71.3 million for the same
period in 2002. The decrease in net cash provided by operating activities of $50.9 million was primarily related to a reduction in Medicare
funding and an increase in our insurance and related costs, as well as an increase in our patient accounts receivable. Accounts receivable for our
Nursing Facilities segment have continued to decline in 2003, and our cash collections continue to be in line with our generated revenues.
However, as expected, the higher level of cash collections and reductions in accounts receivable that we experienced throughout 2002 have not
continued. In addition, with the growth in our AEGIS non-Beverly contract business, we have experienced an increase in accounts receivable.
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$135.0 million from the sales of certain of our nursing facilities, Matrix outpatient therapy clinics and managed care network, our Care Focus
business unit and other assets. These net proceeds, along with cash generated from operations, were primarily used to:

� repay $35.9 million of long-term debt;

� reduce $69.5 million of off-balance sheet lease financing;

� set aside designated funds of $5.5 million as collateral for certain workers� compensation policies and for a legal case that is under appeal;
and

� fund capital expenditures totaling $17.4 million.

Effective December 31, 2002, we executed an amendment to our Credit Facility, as well as amendments with certain of our other lenders
covering debt of approximately $88.8 million (collectively, the �2002 Amendments�), which modified certain financial covenant levels. The 2002
Amendments were required because recording the special charges, as discussed in Item 8 � Note 4, would have resulted in our noncompliance
with a financial covenant ratio contained in those debt agreements.

In February 2003, we executed an additional amendment to our Credit Facility and our off-balance sheet lease arrangement (collectively,
the �2003 Amendments�). The 2003 Amendments provide for, among other things:

� further modification of certain financial covenant levels;

� changes in the interest rates on our borrowings;

� the pledging of additional assets as collateral for certain of the lenders;

� use of a portion of the proceeds from the sales of assets to repay obligations or reduce available borrowings;

� reduced availability under the Credit Facility;

� accelerated maturity for the lease arrangement to the same date as our Credit Facility and various other items.

In accordance with the 2003 Amendments, availability was reduced to $100.0 million when we sold our Matrix outpatient clinics and
managed care network, and was further reduced to $90.7 million in the second quarter of 2003 when we sold a portfolio of 18 nursing facilities
and two assisted living centers. Under these amendments, availability under our Credit Facility cannot be reduced below $85.0 million as a result
of future dispositions. We used a portion of the proceeds from the sale of these facilities to repurchase all outstanding properties under our
off-balance sheet lease arrangement and that obligation was satisfied in June 2003.

We believe we will be able to comply with the amended covenants throughout 2003 and the availability under our Credit Facility, if
required, is expected to be adequate to supplement any liquidity needs in 2003.

We conduct business with third parties and have accounts and notes receivable due from third parties who could be financially impacted by
the expiration of the Medicare add-on payments. We currently believe that an adequate provision has been made for the possibility of these
receivables becoming uncollectible and we continually monitor and adjust these allowances as necessary.

In 2002, we completed a full evaluation of our nursing facility portfolio, which included the identification of non-strategic facilities and
facilities that account for a disproportionately high share of projected patient care liability costs. As a result of this analysis, we expect to divest a
significant portion of our current nursing facility capacity this year and next. We expect the successful completion of our divestiture strategy,
while resulting in a significant reduction in our net operating revenues, will reduce our current patient care liability costs, reduce outstanding
debt and strengthen the nursing facility portfolio going forward. Our three-year strategic plan includes implementing initiatives to improve our
fundamental business processes, and we plan to reduce costs by approximately $40.0 million throughout the organization over the three year
period beginning in 2003. We can give no assurance that we will be able to execute our divestiture strategy in a timely manner

43

Edgar Filing: BEVERLY ENTERPRISES INC - Form 10-K/A

Table of Contents 57



Table of Contents

at fair values or that we will be able to reduce costs to achieve our stated objective within the time period projected.

We currently anticipate that cash on hand, cash flows from operations and availability under our banking arrangements will be adequate to
repay our debts due within one year of $35.7 million, to make normal recurring annual net capital additions and improvements of $65.0 million,
to make operating lease and other contractual obligation payments, to make selective acquisitions, including the purchase of previously leased
facilities, and to meet working capital requirements through June 30, 2004. If cash flows from operations or availability under our existing or
contemplated banking arrangements fall below expectations, we may be required to utilize cash on hand, delay capital expenditures, dispose of
certain assets, issue additional debt securities, or consider other alternatives to improve liquidity.

Our ability to make payments on and to refinance our indebtedness and to fund planned capital expenditures and research and development
efforts will depend on our ability to generate cash in the future. This, to a certain extent, is subject to general economic, financial, competitive,
legislative, regulatory and other factors that are beyond our control. However, based on our current level of operations and anticipated cost
savings and operating improvements, we believe our cash flows from operations, available cash and cash equivalents and available borrowings
will be adequate to meet our future liquidity needs for at least the next few years.

We cannot assure you, however, that our business will generate sufficient cash flow from operations, that currently anticipated cost savings
and operating improvements will be realized on schedule or that future borrowings will be available to us in an amount sufficient to enable us to
pay our indebtedness or to fund our other liquidity needs. We may need to refinance all or a portion of our indebtedness on or before maturity.
We cannot assure you that we will be able to refinance any of our indebtedness on commercially reasonable terms or at all. (See Item 1. �
Business � Risk Factors � To service our indebtedness, we will require a significant amount of cash. Our ability to generate cash depends on many
factors, some of which are beyond our control.)

Obligations and Commitments

At June 30, 2003, we had off-balance sheet debt guarantees of $24.4 million that primarily arose from previous sales of nursing facilities.
We also guarantee certain third-party operating leases. Those guarantees arose from our dispositions of leased facilities and the underlying leases
have $22.5 million of minimum rental commitments remaining through the initial lease terms. In addition, we guarantee an officer�s bank loan of
approximately $200,000 which is collateralized by shares of our common stock pledged by the officer.

During 2003, we acquired six leased properties (649 beds) and our corporate office building, which had been subject to our off-balance
sheet lease arrangement, for cash of $69.5 million. These acquisitions were in accordance with the 2003 amendments to our existing senior
credit facility and our off-balance sheet lease arrangement. These acquisitions were primarily funded with the proceeds from the sale of nursing
facilities, outpatient therapy clinics and Care Focus.

Through our wholly owned subsidiary BHRS, we sell on a revolving basis certain Medicaid and Veterans Administration patient accounts
receivable to a non-consolidated bankruptcy remote, qualifying special purpose entity, BFC. BFC has $70.0 million of medium-term notes
outstanding, which are collateralized by the purchased receivables. The medium-term notes currently mature in March 2005; however, according
to the provisions of the notes, principal payments on these obligations, calculated based on quarterly collections of the underlying receivables,
begin in the second quarter of 2004. At December 31, 2002 and 2001, we had an investment in BFC of $31.0 million and $33.0 million,
respectively, included in �Other assets� on our consolidated balance sheets, which approximated the excess level of net receivables held by BFC to
over collateralize the medium-term notes.
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A summary of our long-term contractual obligations and commitments in future years as of December 31, 2002 is shown below (in
thousands):

Payments Due by Period

Total 2003 2004-2005 2006-2007 After 2007

Contractual obligations:
Long-term debt $621,025 $ 40,611 $ 55,466 $216,904 $308,044
Capital lease obligations 9,152 852 1,449 700 6,151
Operating leases 205,984 51,631 79,741 33,084 41,528
Off-balance sheet lease
arrangement(1) 69,456 35,000 34,456 � �
Other long-term obligations 73,891 18,125 36,250 19,516 �
Data processing agreement 9,470 2,196 4,392 2,882 �

Total contractual cash
obligations $988,978 $148,415 $211,754 $273,086 $355,723

Total Amount of Commitment Expiration Per Period
Amounts

Committed 2003 2004-2005 2006-2007 After 2007

Other commercial commitments:
Letters of credit $25,944 $16,744 $ 9,200 $ � $ �
Guarantees 31,528 9,018 8,450 7,365 6,695
Other commercial commitments 1,500 1,500 � � �

Total commercial commitments $58,972 $27,262 $17,650 $7,365 $6,695

(1) Our synthetic lease obligation of $69.5 million was satisfied in June 2003 when we acquired the remaining leased properties and our
corporate office building, which had been subject to this arrangement.

These obligations and commitments do not include $70.0 million of medium-term notes due March 2005, which are off-balance sheet
obligations of BFC. (See Item 8 � Note 1.)
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ITEM 7A. QUANTITATIVE AND QUALITATIVE DISCLOSURES ABOUT MARKET RISK.
We are exposed to market risk because we utilize financial instruments. The market risks inherent in these instruments are attributable to the

potential loss from adverse changes in the general level of United States interest rates. We manage our interest rate risk exposure by maintaining
a mix of fixed and variable rates for debt and notes receivable. The following table provides information regarding our market sensitive financial
instruments and constitutes a forward-looking statement.

Expected Maturity Dates Fair Value Fair Value
December 31, December 31,

2003 2004 2005 2006 2007 Thereafter Total 2002 2001

(Dollars In Thousands)
Total long-term debt:

Fixed rate $37,893 $ 33,381 $21,325 $195,404 $21,541 $313,258 $622,802 $578,282 $734,602
Average interest
rate 7.98% 7.11% 8.01% 8.88% 7.73% 9.06%
Variable rate $ 3,570 $ 1,926 $ 283 $ 312 $ 347 $ 937 $ 7,375 $ 7,375 $ 25,491
Average interest
rate 3.85% 3.92% 4.92% 4.88% 4.85% 5.29%

Total notes
receivable:

Fixed rate $16,018 $ 198 $ 60 $ 45 $15,987 $ 1 $ 32,309 $ 24,548 $ 21,660
Average interest
rate 9.32% 8.01% 5.83% 8.30% 12.81% 8.30%
Variable rate $ 35 $ 37 $ 39 $ 41 $ 43 $ 254 $ 449 $ 449 $ 1,050
Average interest
rate 5.25% 5.25% 5.25% 5.25% 5.25% 5.25%

Off-balance sheet
obligations(1):

Variable rate $35,000 $104,456 $ � $ � $ � $ � $139,456 $139,456 $182,357
Average interest
rate 5.43% 3.20% � � � �

(1) Our synthetic lease obligation of $69.5 million was satisfied in June 2003 when we acquired the remaining leased properties and our
corporate office building, which had been subject to this arrangement.

During the six months ended June 30, 2003, we reduced our fixed rate debt by $35.9 million and our variable rate off-balance sheet
obligation by $69.5 million and increased our fixed rate notes receivable by a net of $3.7 million. There have been no material changes in our
overall market risk in 2003.
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REPORT OF ERNST & YOUNG LLP, INDEPENDENT AUDITORS

The Board of Directors and Stockholders

Beverly Enterprises, Inc.

We have audited the accompanying consolidated balance sheets of Beverly Enterprises, Inc. as of December 31, 2002 and 2001, and the
related consolidated statements of operations, stockholders� equity, and cash flows for each of the three years in the period ended December 31,
2002. Our audits also included the financial statement schedule listed in the Index at Item 15(a). These financial statements and schedule are the
responsibility of the Company�s management. Our responsibility is to express an opinion on these financial statements and schedule 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. An audit
includes examining, on a test basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes assessing
the accounting principles used and significant estimates made by management, as well as evaluating the overall financial statement presentation.
We believe that our audits provide a reasonable basis for our opinion.

In our opinion, the consolidated financial statements referred to above present fairly, in all material respects, the consolidated financial
position of Beverly Enterprises, Inc. at December 31, 2002 and 2001, and the consolidated results of its operations and its cash flows for each of
the three years in the period ended December 31, 2002, in conformity with accounting principles generally accepted in the United States. Also,
in our opinion, the related financial statement schedule, when considered in relation to the basic consolidated financial statements taken as a
whole, presents fairly, in all material respects, the information set forth therein.

As discussed in Note 1 to the consolidated financial statements, in 2002 the Company changed its method of accounting for goodwill.

          /s/ ERNST & YOUNG LLP
          Little Rock, Arkansas
          October 2, 2003
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BEVERLY ENTERPRISES, INC.

CONSOLIDATED BALANCE SHEETS

(Dollars in thousands)

December 31,

2002 2001

ASSETS

Current assets:
Cash and cash equivalents $ 115,445 $ 89,343
Accounts receivable � patient, less allowance for
doubtful accounts:

2002 � $43,189; 2001 � $51,400 169,100 242,865
Accounts receivable � nonpatient, less allowance for
doubtful accounts:

2002 � $1,347; 2001 � $908 6,799 12,914
Notes receivable, less allowance for doubtful notes:

2002 � $6,038; 2001 � $714 10,388 18,662
Operating supplies 13,980 25,701
Assets held for sale 36,418 120,843
Prepaid expenses and other 23,577 13,720

Total current assets 375,707 524,048
Property and equipment, net 789,283 873,585
Other assets:

Goodwill, net 63,377 144,884
Other, less allowance for doubtful accounts and notes:

2002 � $1,853; 2001 � $4,393 121,528 138,553

Total other assets 184,905 283,437

$1,349,895 $1,681,070

LIABILITIES AND STOCKHOLDERS� EQUITY

Current liabilities:
Accounts payable $ 65,546 $ 93,728
Accrued wages and related liabilities 98,206 109,295
Accrued interest 12,783 14,708
General and professional liabilities 77,025 51,784
Federal government settlement obligations 11,915 45,891
Liabilities held for sale 3,239 �
Other accrued liabilities 107,241 112,609
Current portion of long-term debt 41,463 64,231

Total current liabilities 417,418 492,246
Long-term debt 588,714 677,442
Other liabilities and deferred items 190,291 214,885
Commitments and contingencies
Stockholders� equity:

Preferred stock, shares authorized: 25,000,000 � �
Common stock, shares issued:
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2002 � 113,249,341; 2001 � 112,813,303 11,325 11,281
Additional paid-in capital 891,782 887,668
Accumulated deficit (641,293) (495,203)
Accumulated other comprehensive income 517 2,029
Treasury stock, at cost:

2002 � 8,391,546 shares; 2001 � 8,515,758 shares (108,859) (109,278)

Total stockholders� equity 153,472 296,497

$1,349,895 $1,681,070

See accompanying notes.
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BEVERLY ENTERPRISES, INC.

CONSOLIDATED STATEMENTS OF OPERATIONS

(In thousands, except per share amounts)

Years Ended December 31,

2002 2001 2000

(Restated) (Restated) (Restated)
Net operating revenues $2,243,176 $2,428,144 $2,365,247
Interest income 4,739 2,939 2,501

Total revenues 2,247,915 2,431,083 2,367,748
Costs and expenses:

Operating and administrative:
Wages and related 1,332,628 1,464,036 1,427,484
Provision for insurance and related items 108,986 93,449 115,689
Other 608,674 651,121 689,410

Interest 64,713 76,639 77,387
Depreciation and amortization 74,741 75,741 82,627
Florida insurance reserve adjustment 22,179 � �
California investigation settlement and related costs 6,300 � �
Special charges and adjustments related to settlements
with the federal government (9,441) 77,495 �
Asset impairments, workforce reductions and other
unusual items 77,487 197,091 17,249

Total costs and expenses 2,286,267 2,635,572 2,409,846

Loss before provision for (benefit from) income taxes,
discontinued operations and cumulative effect of change in
accounting for goodwill (38,352) (204,489) (42,098)
Provision for (benefit from) income taxes 6,085 60,461 (14,536)

Loss before discontinued operations and cumulative effect of
change in accounting for goodwill (44,437) (264,950) (27,562)
Discontinued operations, net of income taxes (benefit):

2002 � $0; 2001 � $927; 2000 � $(7,726) (24,482) (36,322) (26,940)
Cumulative effect of change in accounting for goodwill, net
of income taxes of $0. (77,171) � �

Net loss $ (146,090) $ (301,272) $ (54,502)

Basic and diluted loss per share of common stock:
Before discontinued operations and cumulative effect of
change in accounting for goodwill $ (0.42) $ (2.55) $ (0.27)
Discontinued operations, net of income taxes (benefit) (0.23) (0.35) (0.26)
Cumulative effect of change in accounting for goodwill,
net of income taxes (0.74) � �

Net loss per share of common stock $ (1.39) $ (2.90) $ (0.53)

Shares used to compute net loss per share 104,726 104,037 102,452
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BEVERLY ENTERPRISES, INC.

CONSOLIDATED STATEMENTS OF STOCKHOLDERS� EQUITY

(Dollars in thousands)

Accumulated
Additional other

Common paid-in Accumulated comprehensive Treasury
stock capital deficit income (loss) stock Total

Balances at January 1, 2000 $11,038 $875,637 $ (139,429) $1,061 $ (107,183) $641,124
Employee stock transactions related to
2,436,442 shares of common stock, net 244 1,344 � � � 1,588
Purchase of 1,174,500 shares of common stock
for treasury � � � � (3,874) (3,874)
Comprehensive income (loss):

Foreign currency translation adjustments, net
of income taxes of $257 � � � 383 � 383
Unrealized losses on securities, net of income
tax benefit of $177 � � � (263) � (263)
Gains reclassified into earnings from other
comprehensive income, net of income tax
benefit of $311 � � � (463) � (463)
Net loss � � (54,502) � � (54,502)

Total comprehensive loss (54,845)

Balances at December 31, 2000 11,282 876,981 (193,931) 718 (111,057) 583,993
Employee stock transactions related to
5,495 shares of common stock, net (1) 8,456 � � � 8,455
Reissuance of 545,542 shares of common stock
from treasury � 2,231 � � 1,779 4,010
Comprehensive income (loss):
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