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PART I

Forward-Looking Statements

        This annual report on Form 10-K contains forward-looking statements within the meaning of the federal securities laws. Statements that are
not historical facts, including statements about our beliefs and expectations, are forward-looking statements. Forward-looking statements include
statements preceded by, followed by or that include the words "may," "could," "would," "should," "believe," "expect," "anticipate," "plan,"
"target," "estimate," "project," "intend" and similar expressions. These statements include, among others, statements regarding our expected
business outlook, anticipated financial and operating results, our business strategy and means to implement our strategy, our objectives, the
amount and timing of capital expenditures, the likelihood of our success in expanding our business, financing plans, budgets, working capital
needs and sources of liquidity.

        Forward-looking statements are only predictions and are not guarantees of performance. These statements are based on our management's
beliefs and assumptions, which in turn are based on currently available information. Important assumptions relating to the forward-looking
statements include, among others, assumptions regarding our services, the expansion of our services, competitive conditions and general
economic conditions. These assumptions could prove inaccurate. Forward-looking statements also involve known and unknown risks and
uncertainties, which could cause actual results to differ materially from those contained in any forward-looking statement. Many of these factors
are beyond our ability to control or predict. Such factors include, but are not limited to, the following:

�
changes in government reimbursement for our services due to the implementation of healthcare reform legislation, deficit
reduction measures, and/or new payment policies (including, for example, the expiration of the moratorium limiting the full
application of the 25 Percent Rule that would reduce our Medicare payments for those patients admitted to a long term acute
care hospital from a referring hospital in excess of an applicable percentage admissions threshold) may result in a reduction
in net operating revenues, an increase in costs and a reduction in profitability;

�
the impact of the Bipartisan Budget Act of 2013 (the "BBA of 2013"), which establishes new payment limits for Medicare
patients who do not meet specified criteria, may result in a reduction in net operating revenues and profitability of our long
term acute care hospitals;

�
the failure of our specialty hospitals to maintain their Medicare certifications may cause our net operating revenues and
profitability to decline;

�
the failure of our facilities operated as "hospitals within hospitals" to qualify as hospitals separate from their host hospitals
may cause our net operating revenues and profitability to decline;

�
a government investigation or assertion that we have violated applicable regulations may result in sanctions or reputational
harm and increased costs;

�
acquisitions or joint ventures may prove difficult or unsuccessful, use significant resources or expose us to unforeseen
liabilities;

�
private third-party payors for our services may undertake future cost containment initiatives that limit our future net
operating revenues and profitability;

�
the failure to maintain established relationships with the physicians in the areas we serve could reduce our net operating
revenues and profitability;

�

Edgar Filing: SELECT MEDICAL CORP - Form 10-K

4



shortages in qualified nurses or therapists could increase our operating costs significantly;

�
competition may limit our ability to grow and result in a decrease in our net operating revenues and profitability;

�
the loss of key members of our management team could significantly disrupt our operations;
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�
the effect of claims asserted against us could subject us to substantial uninsured liabilities; and

�
other factors discussed from time to time in our filings with the Securities and Exchange Commission (the "SEC"), including
factors discussed under the heading "Risk Factors" of this annual report on Form 10-K.

        Except as required by applicable law, including the securities laws of the United States and the rules and regulations of the SEC, we are
under no obligation to publicly update or revise any forward-looking statements, whether as a result of any new information, future events or
otherwise. You should not place undue reliance on our forward-looking statements. Although we believe that the expectations reflected in
forward-looking statements are reasonable, we cannot guarantee future results or performance.

        Investors should also be aware that while we do, from time to time, communicate with securities analysts, it is against our policy to disclose
to securities analysts any material non-public information or other confidential commercial information. Accordingly, stockholders should not
assume that we agree with any statement or report issued by any securities analyst irrespective of the content of the statement or report. Thus, to
the extent that reports issued by securities analysts contain any projections, forecasts or opinions, such reports are not the responsibility of the
Company.

 Item 1.    Business.

Overview

        We began operations in 1997, and we believe that we are one of the largest operators of both specialty hospitals and outpatient
rehabilitation clinics in the United States based on number of facilities. As of December 31, 2014, we operated 113 long term acute care
hospitals, or "LTCHs," and 16 inpatient rehabilitation facilities, or "IRFs," in 28 states, and 1,023 outpatient rehabilitation clinics in 31 states and
the District of Columbia. We also provide medical rehabilitation services on a contract basis at nursing homes, hospitals, assisted living and
senior care centers, schools and worksites. As of December 31, 2014, we had operations in 41 states and the District of Columbia.

        We manage our company through two business segments, our specialty hospital segment and our outpatient rehabilitation segment. We had
net operating revenues of $3,065.0 million for the year ended December 31, 2014. Of this total, we earned approximately 73% of our net
operating revenues from our specialty hospital segment and approximately 27% from our outpatient rehabilitation segment. Our specialty
hospital segment consists of hospitals designed to serve the needs of long term stay acute care patients and hospitals designed to serve patients
who require intensive inpatient medical rehabilitation care. Our outpatient rehabilitation segment consists of clinics and contract therapy
locations that provide physical, occupational and speech rehabilitation services. See "Management's Discussion and Analysis of Financial
Condition and Results of Operations � Results of Operations" for financial information for each of our segments for the past three fiscal years.

Specialty Hospitals

        We are a leading operator of specialty hospitals in the United States. As of December 31, 2014, we operated 129 facilities throughout 28
states, including 113 LTCHs, 108 of which are currently certified by the federal Medicare program as LTCHs and five of which are currently in
the demonstration period (each new LTCH must demonstrate for a 6-month period that it has an average length of stay of greater than 25 days),
and 16 IRFs, all of which are currently certified by the federal Medicare program as IRFs. For the years ended December 31, 2012,
December 31, 2013 and December 31, 2014, approximately 60%, 59% and 57%, respectively, of the net operating revenues of our specialty
hospital segment came from Medicare reimbursement. As of December 31, 2014, we operated a total of 5,326 available licensed beds and
employed approximately 21,500 people in our specialty hospital segment, consisting primarily of registered nurses, respiratory therapists,
physical therapists, occupational therapists and speech therapists.

2
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        We operate the majority of our LTCHs as a hospital within a hospital, or an "HIH." An LTCH that operates as an HIH leases space from a
general acute care hospital, or "host hospital," and operates as a separately licensed hospital within the host hospital, or on the same campus as
the host hospital. In contrast, a free-standing LTCH does not operate on a host hospital campus. We operated 113 LTCHs at December 31, 2014,
of which 112 were owned and one was managed. Of the 112 LTCHs we owned, 83 were operated as HIHs and 29 were operated as
free-standing hospitals.

        Patients are typically admitted to our specialty hospitals from general acute care hospitals. These patients have specialized needs, and
serious and often complex medical conditions such as respiratory failure, neuromuscular disorders, traumatic brain and spinal cord injuries,
strokes, non-healing wounds, cardiac disorders, renal disorders and cancer. Given their complex medical needs, these patients generally require a
longer length of stay than patients in a general acute care hospital and benefit from being treated in a specialty hospital that is designed to meet
their unique medical needs. The average length of stay for patients in our specialty hospitals was 27 days in our LTCHs and 15 days in our IRFs,
for the year ended December 31, 2014.

        Below is a table that shows the distribution by medical condition (based on primary diagnosis) of patients in our hospitals for the year
ended December 31, 2014:

Medical Condition
Distribution
of Patients

Respiratory disorders 34%
Neuromuscular disorders 33%
Cardiac disorders 10%
Wound care 5%
Infectious diseases 5%
Other 13%
    
Total 100%
    
   
    
        We believe that our services are attractive to healthcare payors who are seeking to provide the most cost-effective care to their enrollees.
Additionally, we continually seek to increase our admissions by demonstrating our quality of care and by doing so expanding and improving our
relationships with the physicians and general acute care hospitals in the markets where we operate. We maintain a strong focus on the provision
of high-quality medical care within our facilities and believe that this operational focus is in part reflected by the accreditation of our specialty
hospitals by The Joint Commission, the American Osteopathic Association ("AOA") and the Commission on Accreditation of Rehabilitation
Facilities ("CARF"). As of December 31, 2014, all of the 129 specialty hospitals we operated were accredited by one or more of these
accrediting organizations. The Joint Commission, the AOA and CARF are independent, not-for-profit organizations that establish standards
related to the operation and management of healthcare facilities. Each of our accredited facilities must regularly demonstrate to a survey team
conformance to the applicable standards.

        When a patient is referred to one of our hospitals by a physician, case manager, discharge planner, health maintenance organization or
insurance company, we perform a clinical assessment of the patient to determine if the patient meets our criteria for admission. Based on the
determinations reached in this clinical assessment, an admission decision is made.

        Upon admission, an interdisciplinary team reviews a new patient's condition. The interdisciplinary team is comprised of a number of
clinicians and may include any or all of the following: an attending physician; a specialty nurse; a physical, occupational or speech therapist; a
respiratory therapist; a dietician; a pharmacist; and a case manager. Upon completion of an initial evaluation by each member of the treatment
team, an individualized treatment plan is established and implemented. The case manager
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coordinates all aspects of the patient's hospital stay and serves as a liaison with the insurance carrier's case management staff when appropriate.
The case manager communicates progress, resource utilization, and treatment goals between the patient, the treatment team and the payor.

        Each of our specialty hospitals has an interdisciplinary medical staff that is comprised of physicians that have completed the privileging and
credentialing process required by that specialty hospital, and have been approved by the governing board of that specialty hospital. Physicians on
the medical staff of our specialty hospitals are generally not directly employed by our specialty hospitals but instead have staff privileges at one
or more hospitals. At each of our specialty hospitals, attending physicians conduct rounds on their patients on a regular basis and consulting
physicians provide consulting services based on the medical needs of our patients. Our specialty hospitals also have on-call arrangements with
physicians to ensure that a physician is available to care for our patients at all times. We staff our specialty hospitals with the number of
physicians and other medical practitioners that we believe is appropriate to address the varying needs of our patients. When determining the
appropriate composition of the medical staff of a specialty hospital, we consider (1) the size of the specialty hospital, (2) services provided by
the specialty hospital, (3) if applicable, the size and capabilities of the medical staff of the general acute care hospital that hosts the HIH, and
(4) if applicable, the proximity of an acute care hospital to the free-standing specialty hospital. The medical staff of each of our specialty
hospitals meets the applicable requirements set forth by Medicare, the hospital's applicable accrediting organizations, and the state in which that
specialty hospital is located.

        Each of our specialty hospitals has an onsite management team consisting of a chief executive officer, a chief nursing officer and a director
of business development. These teams manage local strategy and day-to-day operations, including oversight of clinical care and treatment. They
also assume primary responsibility for developing relationships with the general acute care providers and clinicians in the local areas we serve
that refer patients to our specialty hospitals. We provide our hospitals with centralized accounting, treasury, payroll, legal, operational support,
human resources, compliance, management information systems and billing and collection services. The centralization of these services
improves efficiency and permits hospital staff to focus their time on patient care.

        For a description of government regulations and Medicare payments made to our specialty hospitals see " � Government Regulations" and
"Management's Discussion and Analysis of Financial Condition and Results of Operations � Regulatory Changes."

Specialty Hospital Strategy

        The key elements of our specialty hospital strategy are to:

        Focus on Specialized Inpatient Services.    We serve highly acute patients and patients with debilitating injuries and rehabilitation needs
that cannot be adequately cared for in a less medically intensive environment, such as a skilled nursing facility. Generally, patients in our
specialty hospitals require longer stays and can benefit from more specialized clinical care than patients treated in general acute care hospitals.
Our patients' average length of stay in our specialty hospitals was 24 days for the year ended December 31, 2014.

        Provide High-Quality Care and Service.    We believe that our specialty hospitals serve a critical role in comprehensive healthcare delivery.
Through our specialized treatment programs and staffing models, we treat patients with acute, complex and specialized medical needs who are
typically referred to us by general acute care hospitals. Our specialized treatment programs focus on specific patient needs and medical
conditions such as ventilator weaning programs, wound care protocols and rehabilitation programs for brain trauma and spinal cord injuries. Our
responsive staffing models ensure that patients have the appropriate clinical resources over the course of their stay. We maintain quality
assurance programs to support and monitor quality of care standards and to meet regulatory requirements and maintain Medicare certifications.
We believe that we are recognized for providing quality care and service, as evidenced by our specialty hospitals' accreditations by The Joint
Commission, the AOA and CARF. As of December 31,
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2014, all of the 129 specialty hospitals we operated were accredited by either The Joint Commission or the AOA. Some of our IRFs had also
received accreditation from CARF. See " � Government Regulations � Licensure � Accreditation." We also believe we develop brand loyalty in the
local areas we serve by demonstrating our quality of care.

        Our treatment programs, which are continuously reassessed and updated, benefit patients because they give our clinicians access to the best
practices and protocols that we have found to be most effective in treating various conditions such as respiratory failure, non-healing wounds,
brain and spinal cord injuries, strokes and neuromuscular disorders. In addition, we combine or modify these programs to provide a treatment
plan tailored to meet our patients' unique needs. We measure the outcomes and successes of our patients' recovery in order to provide the best
possible patient care and service.

        The quality of the patient care we provide is continually monitored using several measures, including clinical outcomes data and analyses
and patient satisfaction surveys. Quality measures from our hospitals are collected at our corporate offices and used to create monthly, quarterly
and annual reports. In order to benchmark ourselves against other hospitals, we collect our clinical and patient satisfaction information and
compare it to national standards and the results of other healthcare organizations. We report to the states in which our hospitals are located
certain quality measures that are required to be reported under state laws. We also report to the Centers for Medicare & Medicaid Services, or
"CMS", the quality data required to be reported by specialty hospitals. See " � Government Regulations � Other Medicare Regulations � Medicare
Quality Reporting."

        Reduce Operating Costs.    We continually seek to improve operating efficiency and reduce costs at our hospitals by standardizing
operations and centralizing key administrative functions. These initiatives include:

�
centralizing administrative functions such as accounting, treasury, payroll, legal, operational support, human resources,
compliance and billing and collection;

�
standardizing management information systems to aid in accounting, billing, collections and data capture and analysis; and

�
centralizing sourcing and contracting to receive discounted prices for pharmaceuticals, medical supplies and other
commodities used in our operations.

        Increase Commercial Volume.    We have focused on continued expansion of our relationships with commercial insurers to increase our
volume of patients with commercial insurance in our specialty hospitals. We believe that commercial payors seek to contract with our hospitals
because we offer patients high-quality, cost-effective care at more attractive rates than general acute care hospitals. We also offer commercial
enrollees customized treatment programs not typically offered in general acute care hospitals.

        Develop Specialty Hospitals.    Since our inception in 1997 we have internally developed 71 specialty hospitals. The BBA of 2013
reinstated the moratorium on the establishment and classification of new LTCHs, LTCH satellite facilities and LTCH beds in existing LTCHs or
satellite facilities beginning January 1, 2015 through September 30, 2017. The Protecting Access to Medicare Act of 2014 (the "PAMA")
advanced the commencement date of the new moratorium from January 1, 2015 to April 1, 2014. The PAMA includes exceptions to the
moratorium that are applicable to the establishment and classification of new LTCHs or LTCH satellites facilities currently under development.
The new moratorium will not apply to LTCHs or LTCH satellites facilities that: (1) began their qualifying period to become an LTCH on or
before April 1, 2014; (2) had a binding written agreement as of April 1, 2014 with an unrelated party for construction, renovation, or lease for an
LTCH and have expended, before April 1, 2014, at least 10% of the estimated cost of the project (or, if less, $2,500,000); or (3) had obtained a
certificate of need on or before April 1, 2014. The new moratorium provides no exceptions for increases in the number of certified beds in
existing LTCHs and LTCH satellites. Further, in accordance with the requirements of guidance issued on October 10, 2014 by the Survey and
Certification Group at CMS's
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Central Office, any LTCH that establishes a new satellite, based upon meeting the criteria for an exception to the moratorium, must reduce beds
elsewhere in the LTCH in order to operate beds in the new satellite location. In addition, we may consider international development
opportunities.

        Pursue Joint Ventures with Large Health Care Systems.    By leveraging the experience of our senior management and development team,
we believe that we are well positioned to expand our portfolio of joint ventured operations. When we identify joint venture opportunities, our
development team conducts an extensive review of the area's referral patterns and commercial insurance rates to determine the general
reimbursement trends and payor mix. Once discussions commence with a health care system, we refine the specific needs of a joint venture,
which could include working capital, the construction of new space or the leasing and renovation of existing space. A joint venture typically
consists of us and the health care system contributing certain post acute care businesses into a newly formed entity. We typically function as the
manager and hold either a majority or minority ownership interest. We believe we improve the joint venture by bringing clinical expertise,
adding clinical programs that attract commercial payors, and implementing our standardized resource management programs, which may
increase the financial performance of the joint venture.

        Pursue Opportunistic Acquisitions.    In addition to our development and joint venture initiatives, we may grow our network of specialty
hospitals through opportunistic acquisitions. When we acquire a hospital or a group of hospitals, a team of our professionals is responsible for
formulating and executing an integration plan. We seek to improve financial performance at such facilities by adding clinical programs that
attract commercial payors, centralizing administrative functions and implementing our standardized resource management programs.

Outpatient Rehabilitation

        We believe that we are the largest operator of outpatient rehabilitation clinics in the United States based on number of facilities, with 1,023
facilities throughout 31 states and the District of Columbia as of December 31, 2014. Typically, each of our clinics is located in a medical
complex or retail location. We also provide medical rehabilitative services to residents and patients of nursing homes, hospitals, schools, assisted
living and senior care centers and worksites. As of December 31, 2014, we provided rehabilitative services to approximately 409 contracted
locations in 27 states and the District of Columbia. Our outpatient rehabilitation segment employed approximately 9,000 people as of
December 31, 2014.

        In our clinics and through our contractual relationships, we provide physical, occupational and speech rehabilitation programs and services.
We also provide certain specialized programs such as functional programs for work related injuries, hand therapy and athletic training services.
The typical patient in one of our clinics suffers from musculoskeletal impairments that restrict his or her ability to perform normal activities of
daily living. These impairments are often associated with accidents, sports injuries, work related injuries or post-operative orthopedic and other
medical conditions. Our rehabilitation programs and services are designed to help these patients minimize physical and cognitive impairments
and maximize functional ability. We also provide services designed to prevent short term disabilities from becoming chronic conditions. Our
rehabilitation services are provided by our professionals including licensed physical therapists, occupational therapists and speech-language
pathologists.

        Outpatient rehabilitation patients are generally referred or directed to our clinics by a physician, employer or health insurer who believes
that a patient, employee or member can benefit from the level of therapy we provide in an outpatient setting. We believe that our services are
attractive to healthcare payors who are seeking to provide a high-quality and cost-effective care to their enrollees.

        In our outpatient rehabilitation segment, approximately 90% of our net operating revenues come from commercial payors, including
healthcare insurers, managed care organizations and workers' compensation programs, contract management services and private pay sources.
The balance of our reimbursement is derived from Medicare and other government sponsored programs.
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        For a description of government regulations and Medicare payments made to our outpatient rehabilitation services see " � Government
Regulations" and "Management's Discussion and Analysis of Financial Condition and Results of Operations � Regulatory Changes."

Outpatient Rehabilitation Strategy

        The key elements of our outpatient rehabilitation strategy are to:

        Provide High-Quality Care and Service.    We are focused on providing a high level of service to our patients throughout their entire course
of treatment. To measure satisfaction with our service we have developed surveys for both patients and physicians. Our clinics utilize the
feedback from these surveys to continuously refine and improve service levels. We believe that by focusing on quality care and offering a high
level of customer service we develop brand loyalty in the local areas we serve. This high quality of care and service allows us to strengthen our
relationships with referring physicians, employers and health insurers and drive additional patient volume.

        Increase Market Share.    We strive to establish a leading presence within the local areas we serve. To increase our presence, we seek to
expand our services and programs and to open new clinics in our existing markets. This allows us to realize economies of scale, heightened
brand loyalty and workforce continuity. We are focused on increasing our workers' compensation and commercial/managed care payor mix.

        Expand Rehabilitation Programs and Services.    Through our local clinical directors of operations and clinic managers within their service
areas, we assess the healthcare needs of the areas we serve. Based on these assessments, we implement additional programs and services
specifically targeted to meet demand in the local community. In designing these programs we benefit from the knowledge we gain through our
national network of clinics. This knowledge is used to design programs that optimize treatment methods and measure changes in health status,
clinical outcomes and patient satisfaction.

        Optimize the Profitability of our Payor Contracts.    We review payor contracts up for renewal and potential new payor contracts to
optimize our profitability. Before we enter into a new contract with a commercial payor, we evaluate it with the aid of our contract management
system. We assess potential profitability by evaluating past and projected patient volume, clinic capacity, and expense trends. We create a
retention strategy for the top performing contracts and a renegotiation strategy for contracts that do not meet our defined criteria. We believe that
our national footprint and our strong reputation enable us to negotiate favorable outpatient contracts with commercial insurers.

        Maintain Strong Employee Relations.    We believe that the relationships between our employees and the referral sources in their
communities are critical to our success. Our referral sources, such as physicians and healthcare case managers, send their patients to our clinics
based on three factors: the quality of our care, the service we provide and their familiarity with our therapists. We seek to retain and motivate our
therapists by implementing a performance- based bonus program, a defined career path with the ability to be promoted from within, timely
communication on company developments and internal training programs. We also focus on empowering our employees by giving them a high
degree of autonomy in determining local area strategy. We seek to identify therapists who are potential business leaders. This management
approach reflects the unique nature of each local area in which we operate and the importance of encouraging our employees to assume
responsibility for their clinic's performance.

        Pursue Opportunistic Acquisitions.    We may grow our network of outpatient rehabilitation facilities through opportunistic acquisitions.
We believe our size and centralized infrastructure allow us to take advantage of operational efficiencies and increase margins at acquired
facilities.
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Other

        Other activities include our corporate services and certain other minority investments in other healthcare related businesses. These include
investments in companies that provide specialized technology, services to healthcare entities and providers of complementary services.

Our Competitive Strengths

        We believe that the success of our business model is based on a number of competitive strengths, including our position as a leading
operator in each of our business segments, proven financial performance and strong cash flow, significant scale, experience in completing and
integrating acquisitions, ability to capitalize on consolidation opportunities and an experienced management team.

        Leading Operator in Distinct but Complementary Lines of Business.    We believe that we are a leading operator in each of our principal
business segments, based on number of facilities in the United States. Our leadership position and reputation as a high-quality, cost-effective
healthcare provider in each of our business segments allows us to attract patients and employees, aids us in our marketing efforts to payors and
referral sources and helps us negotiate payor contracts. In our specialty hospital segment, we operated 113 LTCHs in 28 states and 16 IRFs in
eight states at December 31, 2014. We derived approximately 73% of net operating revenues from our specialty hospital segment, for the year
ended December 31, 2014. In our outpatient rehabilitation segment, we operated 1,023 outpatient rehabilitation clinics in 31 states and the
District of Columbia at December 31, 2014. We derived approximately 27% of net operating revenues from our outpatient rehabilitation
segment, for the year ended December 31, 2014. With these leading positions in the areas we serve, we believe that we are well-positioned to
benefit from the rising demand for medical services due to an aging population in the United States, which will drive growth across our business
lines.

        Proven Financial Performance and Strong Cash Flow.    We have established a track record of improving the financial performance of our
facilities due to our disciplined approach to revenue growth, expense management and an intense focus on free cash flow generation. This
includes regular review of specific financial metrics of our business to determine trends in our revenue generation, expenses, billing and cash
collection. Based on the ongoing analysis of such trends, we make adjustments to our operations to optimize our financial performance and cash
flow.

        Significant Scale.    By building significant scale in each of our business segments, we have been able to leverage our operating costs by
centralizing administrative functions at our corporate office.

        Experience in Successfully Completing and Integrating Acquisitions.    From our inception in 1997 through 2014, we completed seven
significant acquisitions for approximately $1,104.8 million in aggregate consideration. We believe that we have improved the operating
performance of these facilities over time by applying our standard operating practices and by realizing efficiencies from our centralized
operations and management.

        Experience in Partnering with Large Health Care Systems.    Over the past several years we have partnered with large regional health care
systems to provide post acute care services. We believe that we provide operating expertise through our experience in operating specialty
hospitals and outpatient rehabilitation services to these ventures and have improved and expanded the level of post acute care services provided
in these communities, as well as the financial performance of these operations.

        Well-Positioned to Capitalize on Consolidation Opportunities.    We believe that we are well-positioned to capitalize on consolidation
opportunities within each of our business segments and selectively augment our internal growth. We believe that each of our business segments
is fragmented, with many of the nation's LTCHs, IRFs and outpatient rehabilitation facilities being operated by independent operators lacking
national or broad regional scope. With our geographically diversified portfolio of facilities in the
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United States, we believe that our footprint provides us with a wide-ranging perspective on multiple potential acquisition opportunities.

        Experienced and Proven Management Team.    Prior to co-founding our company with our current Executive Chairman and Co-Founder,
our Vice Chairman and Co-Founder founded and operated three other healthcare companies focused on inpatient and outpatient rehabilitation
services. In addition, our senior management team has extensive experience in the healthcare industry. Our President and Chief Executive
Officer has more than two decades of management experience in the healthcare industry. Many of our other executives, such as our Chief
Operating Officer, our Chief Financial Officer, our General Counsel, our Chief Human Resources Officer and our Chief Accounting Officer,
have each served at our company for more than 15 years. In recent years, we have reorganized our operations to expand executive talent and
ensure management continuity.

Sources of Net Operating Revenues

        The following table presents the approximate percentages by source of net operating revenue received for healthcare services we provided
for the periods indicated:

Year Ended
December 31,

Net Operating Revenues by Payor Source 2012 2013 2014
Medicare 46.9% 45.9% 44.5%
Commercial insurance(1) 41.9% 41.7% 42.7%
Private and other(2) 7.7% 8.6% 8.8%
Medicaid 3.5% 3.8% 4.0%
      
Total 100.0% 100.0% 100.0%
        
     
        

(1)
Includes commercial healthcare insurance carriers, health maintenance organizations, preferred provider organizations, workers'
compensation and managed care programs.

(2)
Includes self-payors, contract management services and non-patient related payments. Self-pay revenues represent less than 1% of
total net operating revenues for all periods.

Government Sources

        Medicare is a federal program that provides medical insurance benefits to persons age 65 and over, some disabled persons, and persons
with end-stage renal disease. Medicaid is a federal-state funded program, administered by the states, which provides medical benefits to
individuals who are unable to afford healthcare. As of December 31, 2014, we operated 129 specialty hospitals, 126 of which were certified as
Medicare providers and three of which were in the process of obtaining their certification. Our outpatient rehabilitation clinics regularly receive
Medicare payments for their services. Additionally, many of our specialty hospitals participate in state Medicaid programs. Amounts received
under the Medicare and Medicaid programs are generally less than the customary charges for the services provided. In recent years there have
been significant changes made to the Medicare and Medicaid programs. Since a significant portion of our revenues come from patients under the
Medicare program, our ability to operate our business successfully in the future will depend in large measure on our ability to adapt to changes
in the Medicare program. See "� Government Regulations � Overview of U.S. and State Government Reimbursements."

9

Edgar Filing: SELECT MEDICAL CORP - Form 10-K

13



Table of Contents

Non-Government Sources

        Our non-government sources of net operating revenue include insurance companies, workers' compensation programs, health maintenance
organizations, preferred provider organizations, other managed care companies and employers, as well as by patients directly. Patients are
generally not responsible for any difference between customary charges for our services and amounts paid by Medicare and Medicaid programs,
insurance companies, workers' compensation companies, health maintenance organizations, preferred provider organizations and other managed
care companies, but are responsible for services not covered by these programs or plans, as well as for deductibles and co-insurance obligations
of their coverage. The amount of these deductibles and co-insurance obligations has increased in recent years. Collection of amounts due from
individuals is typically more difficult than collection of amounts due from government or commercial payors.

Employees

        As of December 31, 2014, we employed approximately 31,400 people throughout the United States. Approximately 21,400 of our
employees are full time and the remaining approximately 10,000 are part-time employees. Specialty hospital employees totaled approximately
21,500 and outpatient, contract therapy and physical rehabilitation and occupational health employees totaled approximately 9,000. The
remaining approximately 900 employees were in corporate management, administration and other support services primarily residing at our
Mechanicsburg, Pennsylvania headquarters.

Competition

        We compete on the basis of the quality of the patient services we provide, the results that we achieve for our patients and the prices we
charge for our services. The primary competitive factors in the specialty hospital business include quality of services, charges for services and
responsiveness to the needs of patients, families, payors and physicians. Other companies operate specialty hospitals that compete with our
hospitals, including large operators of similar facilities, such as Kindred Healthcare Inc. and HealthSouth Corporation and rehabilitation units
and stepdown units operated by acute care hospitals in the markets we serve. The competitive position of any hospital is also affected by the
ability of its management to negotiate contracts with purchasers of group healthcare services, including private employers, managed care
companies, preferred provider organizations and health maintenance organizations. Such organizations attempt to obtain discounts from
established hospital charges. The importance of obtaining contracts with preferred provider organizations, health maintenance organizations and
other organizations which finance healthcare, and its effect on a hospital's competitive position, vary from area to area, depending on the number
and strength of such organizations.

        Our outpatient rehabilitation clinics face competition principally from locally owned and managed outpatient rehabilitation clinics in the
communities they serve and from selected national providers such as Physiotherapy Associates and U.S. Physical Therapy in selected local
areas. Some of these clinics have longer operating histories and greater name recognition in these communities than our clinics, and they may
have stronger relations with physicians in these communities on whom we rely for patient referrals.

Government Regulations

General

        The healthcare industry is required to comply with many complex laws and regulations at the federal, state and local government levels.
These laws and regulations require that hospitals and outpatient rehabilitation clinics meet various requirements, including those relating to the
adequacy of medical care, equipment, personnel, operating policies and procedures, maintenance of adequate records, safeguarding protected
health information, compliance with building codes and environmental protection and healthcare fraud and abuse. These laws and regulations
are extremely complex and, in many instances, the industry does not have the benefit of significant regulatory or judicial interpretation. If we fail
to comply
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with applicable laws and regulations, we could suffer civil or criminal penalties, including the loss of our licenses to operate and our ability to
participate in the Medicare, Medicaid and other federal and state healthcare programs.

Facility Licensure

        Our healthcare facilities are subject to state and local licensing regulations ranging from the adequacy of medical care to compliance with
building codes and environmental protection laws. In order to assure continued compliance with these various regulations, governmental and
other authorities periodically inspect our facilities, not only at scheduled intervals but also in response to complaints from patients and others.
While our facilities intend to comply with existing licensing and Medicare certification requirements and accreditation standards, there can be no
assurance that regulatory authorities will determine that all applicable requirements are fully met at any given time. A determination by an
applicable regulatory authority that a facility is not in compliance with these requirements could lead to the imposition of corrective action,
assessment of fines and penalties, or loss of licensure, Medicare certification or accreditation. These consequences could have an adverse effect
on our company.

        Some states still require us to get approval under certificate of need regulations when we create, acquire or expand our facilities or services,
or alter the ownership of such facilities, whether directly or indirectly. The certificate of need regulations vary from state to state, and are subject
to change and new interpretation. If we fail to show public need and obtain approval in these states for our new facilities or changes to the
ownership structure of existing facilities, we may be subject to civil or even criminal penalties, lose our facility license or become ineligible for
reimbursement.

Professional Licensure and Corporate Practice

        Healthcare professionals at our hospitals and outpatient rehabilitation clinics are required to be individually licensed or certified under
applicable state law. We take steps to ensure that our employees and agents possess all necessary licenses and certifications. Some states prohibit
the "corporate practice of medicine" so that business corporations such as ours are restricted from practicing medicine through the direct
employment of physicians and therapists. The laws relating to corporate practice vary from state to state and are not fully developed in each state
in which we have facilities. We believe that each of our facilities complies with any current corporate practice prohibition of the state in which it
is located. For example, in those states that apply the corporate practice prohibition, we either contract to obtain physician and therapist services
from an entity permitted to employ them or we manage the medical or therapy practice owned by licensed clinicians through which the clinical
services are provided. However, future interpretations of the corporate practice prohibition, enactment of new legislation or adoption of new
regulations could cause us to have to restructure our business operations or close our facilities in a particular state. If new legislation, regulations
or interpretations establish that our facilities do not comply with state corporate practice prohibition, we could be subject to civil, and perhaps
criminal, penalties. Any such restructuring or penalties could have a material adverse effect on our business.

Certification

        In order to participate in the Medicare program and receive Medicare reimbursement, each facility must comply with the applicable
regulations of the United States Department of Health and Human Services relating to, among other things, the type of facility, its equipment, its
personnel and its standards of medical care, as well as compliance with all applicable state and local laws and regulations. As of December 31,
2014, 126 of the 129 specialty hospitals we operated were certified as Medicare providers and three were in the process of obtaining their
certification. In addition, we provide the majority of our outpatient rehabilitation services through clinics certified by Medicare as rehabilitation
agencies or "rehab agencies."
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Accreditation

        Our specialty hospitals receive accreditation from The Joint Commission, the AOA, CARF and/or other healthcare accrediting
organizations. As of December 31, 2014, all of the 129 specialty hospitals we operated were accredited by either The Joint Commission or the
AOA. In addition, some of our IRFs have also applied for and received accreditation from CARF.

Overview of U.S. and State Government Reimbursements

Medicare Program in General

        The Medicare program reimburses healthcare providers for services furnished to Medicare beneficiaries, which are generally persons age
65 and older, those who are chronically disabled, and those suffering from end stage renal disease. The program is governed by the Social
Security Act of 1965 and is administered primarily by the Department of Health and Human Services and CMS. Net operating revenues
generated directly from the Medicare program represented approximately 47% of our consolidated net operating revenues for the year ended
December 31, 2012, 46% for the year ended December 31, 2013, and 45% for the year ended December 31, 2014.

        The Medicare program reimburses various types of providers, including LTCHs, IRFs and outpatient rehabilitation providers, using
different payment methodologies. The Medicare reimbursement systems specific to LTCHs, IRFs and outpatient rehabilitation providers, as
described below, are different than the system applicable to general acute care hospitals. If any of our hospitals fail to comply with requirements
for payment under Medicare reimbursement systems for LTCHs or IRFs, as applicable, that hospital will be paid under the system applicable to
general acute care hospitals. For general acute care hospi
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