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. A LETTER To OUR SHAREHOLDERS

-~

As Lreflect on the theme of this report — ”

caring — it is appropriate that this letter address-
es its attention to your interests. During 2002,
we made critical decisions that we believed pre-

served our shareholders’ ability to benefit from

future increased value.
We effected transactioné
that incfeased ir;e
Company’s leverége and

cost of debt réther than

dramatically dilute share-

W. E. Sheriff
Chairman, Chief Executive
. Officer and President

ac'i—ditional preferred equi-

‘ty. We had confidence in the embedded value of
our business and our, abhipy to improve results
beyond the increased debt costs for the benefit of
existing shareholders. As we entered 2003, o:n'
25th year of caring, we were ciomr‘nittéd to
demonstrating the prudence of our decisions."
In fact, 2003 was a year of progress for the
Company. Qur ‘eperations produced sign’ificant

increases in their financial results and we exhib-

ited the value of our organization by reaching '

occupancy levels in our Retirement Centers
exceeding i/ndustry averages. Thro,Ugh/‘a large,
singlé transaction in September 2003, we were
éble to defnbnstrate the underlying value of our
owned assets. And we V\_Iere able to grow the
capacity of our consolidated portfolio through
the acquisition of two communities in Alabama

that we previously rnanaged.

holders’ interest with

\

The Company’s two primary business seg-

ments both-contributed to 2003’s solid perform-

ance. Results from Retirement Centers — our

strong, s@ble portfolic; of large retirement com-
munities — demonstrated increases in both occu-
pancy and revenue per unit through appropriate-
rate increases, rising selling rates and a focus on

increasing services to our resident base.

Our portfolio of smailer, freestanding -

Assisted Living communities produced results
demonstrating that it has reached its operating
inflection point. While occupancy improvement

and per unit rafe increases drove revenues up by

. 19%, be/cause much of the cost structure was

already in place the segmerit’s operating contri-

With the dynamics z‘haf

© drove 2003’s operating

N

results still in place,

we look forward

-

to continuing our

progress in 2004. \

/

bution increased by 159% -- an incremental mar-
gin on increased revenue of 80% for the full year.
Importantly, we saw’ the rate environmerit

improve for the freestanding Assisted Living sec-

Il
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tor, with a reduction in discounts and increased
rates contributing to higher per unit revenue lev-
els overall> : R |

The September 2003 refinancing transac-
tion we completed significantly reduced our cost
of debt and proved that the four communities
involved in that transaction ﬁad a collective mar-
ket value of $Q‘3 million more than their car\rying
Vallie on our balance sheet. We had project:ed
being free cash flow positive by the secqnd q{Jar—
ter of 2004; we did it by the fourth quarter of
2003. Similarly, we project the Coinp‘any will

produce p(;sitivg GAAP earnings by the end of

2004. We will work hard‘ to exceed that forecast

as well.
With the dynamics that drove 20“03’3 oper-

ating results still in place, we look forward to con-

- tinuing our 'progress in 2004. We believe the

Company will continue to prodL}ce ~s.ignificant
organic growth from our current portfolio ahd we
will work hard to optimize opportunities to lower
our capital costs. We are also currently involved

in a number of activities that will add capacity to

our portfolio — either by expansion or develop- -

ment — though the effects of these efforts are
mostly beyond 2004. B ; o
‘We do enjoy the benefit of ha\;ing beautiful,

‘well-located communities, “but it is our people

who really carry out our Ijiission of caring. Itis-

they who shape the culture, build the relation-

éhips and deliver the services. We have a talent-

ed cadre of experienced associates and we work

hard to maintain workplace enviroriments where

they feel the sense of empowerment, involve-

We have learned over many years of service that
[fulfilling our” mission of qéring requires continu-
ous effort and the willingness to change.

It is our people, élong with the current and
future asset portfolio value, our unique systems
and processes, and the future opportunities that
will preéent themselves that are the elements that
we believe will provide increased value for our
‘shareholders. As we move forWard, the synergies
of all these pieces will prove themselves \and drive
value. ; - ) /

Héwever, at its 'core, ours is a business of
caring. The betier we care for othe\fs — residents,
‘families, associates and shareholders — the more

successful we will be in fulfilling our company’s

mission. We are pr\oud of our 25 years of service,

everything we do begins with cafe. ~

-

Chairman, Chief Executive Officer and President

ment and connection that drives job ‘satisfaction..

-and we are more convinced than ever that indeed
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EVERYTHING WE Do BEGINS WITH CARE

American Retirement Corporation was
established in 1978, inspired by the vision of its
founders, Dr. Themas E Frist, Sr. and Jack C.
Massey, to create a company that would enhance
the lives of seniors by providing high quality care
and services in well-operated communities; ‘~

" Central to their vision was the improve-
ment apd protection of the quality of life, indé~

pendence, personal freedom, privacy, spirit, and

| \

| We are in the business
of caring, one in which
everything we do

begins with care.

the dignity of residents. From this\original char-
ter a core belief has emerged about our business:
we are in the business of caring, one in which
everything we do begins with care.

Certainly, this means caring forresidents in
our communities as their life journey continues.
And it requires a'sense of caring with the families
of residents concerning the health,/secﬁrity and

fwell being of their loved ones. It also means car-
mg about our associates and their families, too.
Indeed, our Company constantly challenges itself
to create communities where residents and asso-
ciates care about each other.

Caring about our shareholders is also a part

of our mission. We must ensure they receive an

attractive return on their investment. To do so,

the Company’s businesé
strategy{is to provide
high-quality services to
seniors at affordable

prices, to locate commu-

nities in deep and grow- : \ P
. Dr. Thomas F Frist, St.
ing markets, and to

maintain strong competitive positions in each of

our geographic markets and business segments.”

CREATING VALUE

IN A GROWTH INDUSTRY

\

The retirement industry has experienced
significant growth in recent years, marked by the
éfnergence of the assisted living segment in the
mid-1990s.' The Company believes that a num-
ber of trends will contribute to the continued

growth of the senior living industry. Along with

' ‘Jprojected demographic trends, thesé include the

increased use of long-term care insurance and

the preference by seniors to seek alternatives

outside their families for maximum independ-\

/
ence and quality of life.

The senior living industry today is highly
fragmented and characterized by numerous local
and regional operators. American Retirement

Corporation is one of a limited number of nation-
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ally ‘fecognized operatbrs providing a broadv

range of community locations and service level

~

offerings at varying price. points. Today, the

Company is one
of the largest
operators of sen-
jor _living com-
muniﬁés in tﬁe .
Uni/ted States,
offering  resi-
derIts a full con- ”
Unuurﬁ of care
and »ser\.;‘ices,\

including inde-
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families and  associates, American Retirement

{

Corporation customizes its services to meet the

Segment Revenue 1997-2003
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pendent living, assisted living, skilled nursiﬁg

and therapy services.

Our Company creates’ value by énhancing

. the econofnic potential of its eommunities

through expanded services and improved operat—'

ing results, as
well ~as by
strategically

and, sometimes -

opportunistiéal—
ly, adding com-
munities to the

portfolio.
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specific needs and desires of each resident. This

allovvs

greater efficien- .

’Ey_ and a more
personalized
setting
avoids deliver-

ing ‘all services

to every resi-

dent, and

instead creates

an environment

that is compatible with individual heeds, prefer-

 ences and choices.

The Company believes it succeeds in fulfill-

.

ing its mission as originally conceived not jtist

- because it has a solid foundation in an industry

Segment Operating Contribution 1997-2003

WAL
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The Company currently operates 66 senjor

living communities in 14_~s‘tates, with an aggre-

gate unit capacity of approximately 13,000 units

and resident capacity of approximately 14,600.

By offering a variety of services and involv-

ing the -active pafticipation of residents, their

2000 2001

2002

2003

that is projected
to grow, but
because - qver
the years it has
learned from its
residents and
has dedicated

itself to main-

taining caring environments operated by caring

people.

for.
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CARING FOR RESIDENTS

[t is dur daily task to fulfill tﬁe vision of our
founders by delivering the care and compassion
that builds trust and a sense of fulfillment for our
residents. Standing as testimony to our success
is this fact: that as many as 40 per‘cenf of our
new, independent living residents were referred
by gurrent residents and 92% of our independegt
living residents respond that they are happy with
their decision to move into an ARC community.

Indeed, we have accumulated a portfolio of

beautiful bﬁﬂdings that we maintain. From the

$11 million the Company spent last year on cap-.

1ital expenditures, to the daily maintenance of the

physical plants, we strive to keep our communi-
ties as fresh and inviting das the day they first
cpened. However, it is the quality of services
that make American Retirement‘ Corporation
communities inherently attractive as senior liv-
ing environments.

Company associates apply high standards
to the services we offer in our communitie's.f For
example, we understand that dining is a special
time that helps create friendships and cultivate a
sense of cqmmﬁnity arﬁong residents.l Meals

begin, with high quality ingredienté — We pur-

‘posefully spend significantly more per meal than

industry averages — and a variety of time-tested
and innovative menus prepared by professionally
trained chefs. Our dining approach is individual,

not institutional. But great dining means more

than delicious food that is professionally and

freshly prepared. Staff nutritionists and wait staff
contribute their caring touches every day to cre-
ate positive dining experiences.

Caring for residents also means helping
them to maintain their health and sense of well
being. All our communities spéhsor and gener-
ate activities that address the various needs of
mind and body. For the body, we have many lev-
els bf involvement, from weekly fitness classes to
the availability of therapy services in most com-
munities. Our therapy program, which encom-
passes physical, speech, and occupatiqnal disci-
plines, is operated in-house in a venue 1n Whicﬁ
the residents get to know the therapy staff in an
on-site setting. / ’

Our communities alsc emphasize nurturing
the mind with constant opportunities to interact
with fellow residents Wﬁile erijoying the world’s
sights and sounds. Whether performances at the
community by musical groups, resident and staff
;hows, or group trips to the symphony, theater,

shopping mall or other attractions, a professional

activities staff provides ample opportunities for

resident participation.

Of course, we offer different levels of

health care for residents. i In fact, residents often

choose our communities, not because they need

health care today, but based upon the likelihood

that they will need it in the future. Caring for
residents effectively requires a continuous com-

mitment to quality; such quali\ty is reflected in

* the credentials of our staff, in staff-to-patient

ratios, in our extensive staff training, in the poli-

2003 Report to Shareholders






cies to which we adhere, and in the diversity of

activities we provide.

CARING ABOUT ASSOCIATES

At its heart, ours is a pe(;ple business, one
in which continued success will result from a
combination of the talent, experience and caring
of oﬁr associates. During our 25 years of experi-
ence we have been fortunate to attract and retain
management and staff who feel strongly about
serving residents to the best of their abilities.

Recruiting,ztraining, supporting, rewarding, and

retaining associates at all levels that share this

passion are all variables in a unique equation of
Vcaring about those we employ.

Associate retention relates directly to high
job satisfaction, morale, proper reward systems
and opportunities for advancement. By empow-
ering our associates to fulfill their roles Whilé pro-
viding them with opportunities to develop skills
and receive necessary support, we instill in them
a pervasive belief that they can indeed rﬁake a
profound difference every day.

‘We strive to develop and maintain a culture
and operating stfucture that assures associate sat-

'

isfaction. This requires that we invest heavily in

1associate training for technical skills, manage-

ment develdpment and quality. We also conduct
courses at our retirement centers leading to
nurse’s aide certifications, further enhancing the
qualificat{ons of our staff. And we have a suc-

cessful associate referral program that is unique

in our industry, enabling us to fill positions more
quickly and to build an enhanced sense of team-
lwork, which contributes to higher retention.

The Company also encourages many
avenues _for associate advancement by posting
job openings internally first, and by providing
tuition reimbursement programs to assist those
who want to upgrade their skills. We have a per-
formance-based compensation program that
reaches deep into the organization and gives
associates the opportunity to be rewarded for
their performance. We also have retention
bonus programs for certain job classes to gncourﬁ
age and reward tenure. And we provide a broad
array of benefit; for associates and\'their families,
including a program that encourages ownership
in the Company.

In another sense, the communities them-
selves foster deep connections between associ-
ates and residents through close daily interac-
1zion. The sensé of community that develops

between those serving and those being served is

unique to each community. It is nurtured with-

in a professional and ethical framework — and

" works both ways. Many communities have a

resident-sponsored scholarship fund for employ-

ees and children of employees. This is one Way

that residents express gratitude for the services

our associates provide and underscores that
human beings do indeed reward great care by
sﬁowing appreciation in whate\(er manner possi-
ble. Or, to paraphrase our founder: Care begets

a sense of caring in others.
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THE QUALITY FACTOR

At American Retirement Corporation, we
define care as high quality attentiveness to resi-
dent needs, and the Compahy aggressively
invests in Quality Assurance initiatives focused
on continuous improvement. Whether it is at
the local community level or on a national s\cale,
we work to create a proactive environment,
which éssures the proper level of care and serv-
ice; minimizes risks for our associates, residents
and visitors; limits liability-to shareholdérs; and
ensures compliance with regulatory require-
ments.

Communities are supported not only by
our operations management structure, but also
by special teams of professionals ' who make fre-
quent visits to ensure appropriate care levels.
Separate teams have been created for the health
centers, freestanding assisted living communities
and in-house therapy operations.

Our Quality Assurance program includes

standard policies and procedures, consistent and

constant training to build technical skills, appro- -

priate levels of superv151on and the sharmg of
“best practices.” Addmonally, we strlve to buﬂd

a culture of quality through Safety and Quality

‘committeesdthat Create programmatic initiatives

designed to heighten awareness of resident and
associate safety and continually improve the
Quality of care. We also have an anonymous hot-
line for reporting abuses,‘ fraud or other-unwel-

come, unethical or unlawful behavior. These are

followed up and reported periodically to the
Audit Committee of the Board.

N \‘,/r\/

:ﬁ

A CULTURE OF CARING

As a wise man once sa1d “A good reputa-

tion is more Valuable than money.” We strongly

believe that creating a culture of caring for resi-

dents, associates and families enables us to build

a reputation such that people expect us to be the

leader in markets we serve. We have a long his-
tory of providing a level of sérvice quality tha_t
can fill buildings, achieve premium»serv&,ce pric-
ing, add capac1ty, fill that capac1ty, and drive
increased return on investment. Thls is only pos-
sible when our communities each enjoy a repu-
tation as an attractive place fo live.

Care is the physicél act of helping ot_hefs.
Caring, on the other hand, is something much
greater. It is the warm sense of compassion
demonstratgd by one hand extending to another
and, in the process, touching the heart and the
spirit as well. Its most important metric is not
aptitude, but attitude. ‘

At American Retirement Corporation we

measure our success not just by the care we have

pledged to - provide, but also by the inherent

sense of caring we share between and among all
whose lives we touch: residents, families, associ-
ates and shareholders. More than the science of

care, it is truly the art of caring that sets our peo-

' ble apart and has made our company an industry

leader for 25 years.

10

2003 Report to Shareholders



S/Q/% ‘é‘!

; >
ez of Contig

FINANCIAL AND OPERATING HIGHLIGHTS

(Dollars in thousands, except per share and operating data)

N 2003~ 2002 2001

STATEMENT OF OPERATIONS ‘

Total Revenue | 368,006 3?8@34 263,520

Operating income (loss) 14,554 (44,610) iiégZd

Net loss (17,314) (94,757) (34,922)

Diluted loss pe£ share (O‘.QS) ‘ | (5.48) (2.03)
BALANCE SHEET DATA

Cash an;i cash equivalents 16,706 | 18,244 19,334-

Net Working Capital llﬁgb /‘ 15,725 (368,453)

Total Assets 715,035 839,098 850,191

i

Total Debt 354,695 540,651 562,125

Total Liabilities and Shareholders' Equity 807 12,907 ‘ 107,548
OPERATING DATA N

Communities 65 65 65

Unit Capacity 12,946 12,889 12,776

Occupancy \ 92%: / Q1% 86%

11 T
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‘CORPORATE DATA

COMMON STOCK

Since the Company’s initial public offering, the Common Stock has traded on the New York Stock Exchange under the

symbol “ACR.” The following sets forth, for the periods indicated, the high and low sales prices for the Common Stock.

YEAR END DEC. 31, 2002
First Quarter | $
Second Quarter
Third‘ Quarter

Fourth Quarter

HIGH

2.80

3.14

2.60

2.02

LOW
1.00
1.70
1.60

1.30

YEAR END DEC. 31, 2003

First Quarter

Second Quarter

Third Quarter

Fourth Quarter

HIGH

$ 3.00
2.25
3.40

3.60

LOW

1.50

1.50

1.96

2.96

- As of March 25, 2004, there were 467 shareholders of record and approximately 1,950 persons or entities holding

- DIVIDEND POLICY

‘Common Stock in nominee name.

It is the current policy of the Company’s Board of Directors to retain all future earnings to finance the operation and

expansion of the Company’s business. Accordingly, the Company does not anticipate declaring or paying cash dividends on

the Common Stock in the foreseeable future. The payment of cash dividends-in the future will be at the sole discretion of

the Company’s Board of Directors and will depend on, among other things, the Company’s earnings, operations, capital

requirements, financial condition, restrictions in then existing financial agreements, and other factors deemed relevant by

the Board of Directors.

’
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. ' " "CORPORATE DaATA

INTERNET ADDRESS S
Please visit our website at Www.arclp.co‘m for a cur-
rent description of our business, our-locations, er/ﬁploy-

ment opportunities and investor information.

" INDEPENDENT AUDITOR

w

KPMG, LLP -
Nashville, Tennessee N

1

TRANSFER AGENT .

—

- For inquiries related to change of name or address,

;tock certificates or general correspondence cro'ncerning

shareholder accounts, please contact: * |
American gtock Transfer‘ and Trust Cdmpany -

Shareholder Services Department

59 Maiden Lane

New York, New York 10005

(800) 937-5449

. LEGAL COUNSEL
Bass, Be;ry & Sims, PLé
Nashville, Tennessee .
ANNUAL MEETING DATA
“The Company will hoid its annual shareholders’
meegihg on‘ Wednesday, May 19, 2004, at 11:00 a.m.
American Retirement Corporation
Corporate Headquarters
1 llrW;stwood Place
Suite 200

Brentwood, Tennessee 37027

(615) 221-2250
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ARC BOARD MEMBERS - James Money
: Executive Vice President-Sales & Marketmg
Frank M. Bumstead, Principal PR »
Flood, Bumstead, McCready and McCarthy Terry Frisby
. ) . Senior Vice President, Human' Resources Corporate
Christopher J. Coates, Consultant - N ‘ Compllance & Culture * a2
American Retirement Corporation
: SN e Ross Roadman
Donald D. Davis - ‘ Semor Vice President, Strategic Planning and lnvestor
Retired Executive -  Relations* -
' //
John C. McCauley, Director of Risk and Ron Aylor ,
Insurance Maragement ' Vice President, Operations -
Vanderbiit Universit ‘o "
v - Geoff Eddowes .
/ J , . P
- Vice President, Operations
Dr. John A. Morris, Director of Trauma and : bop 5
b L |
anderot eaicat Lenter Vice President, Operations
EamilEK O{Connell Esq. . Lee Anne Fein ) S
etired Executive -~ Vice President, Therapy Services.
' ! - . N .
JD Edwatrd Pearson, Ch1ef ExecutiveOfficer = Eddie Fenoglio ,
giscrip ‘ - Vice President, Operations . \,
'\I;I?dmj’. C.[Smltle ness € “ , \  Matt Fontana
rivate investor and Business Gonsultant Vice Preszdent Advertising and Pub[zc Relations
i
XV E. Sh}eeriff Chagman [CEO and Pres1dent Sheila Garner B |
merican Retirement Corporation . 3 Vice President, Operations '
. 3 . ,
I};awr:réce J.t ’Stqesser o - Jack Leebron S
etired Lxecullve ~ ‘ Vice President, Legal Services
5 .
o 1 McKnight
S ’ ee CKni
. Vice President, Retirement Communities
£ . .
. §ales & Marketing - . [ RN
OFFICERS - i '
, ' - . B — Jim Murphy ,
W. E. Sheriff o Vice President, Operatz’ons - p
Chairman, Chief Executive Officer and President™ . \ .
BN : Klmberly Myers - g
Greg Richard . . Vice Preszdenr Corporate Controller
Executzve Vzce President and Chzef Operatmg Oﬁicer > ' : -
, / Rock Raessler =
Bryan Rlchardson ! Vice Preszdent Asset Management fj Purchaszng
Execunve Vice Preszdent and Chief Financial Oﬂ”zcer* ' ‘ ‘ ‘
‘ Coa Mark Ranno /
'G'eorge Hi\CkS . - Vice President, Dining Services Y
Executive Vice President, Finante and Internal Audit, ' d )
Secretary and Treasurer* » L ]ohn Schwaner
‘ ’ Vzce Preszdent Asszsted Living Sales & Marketing
Todd: Kaestner . ‘ .
Executive Vice President, Corporate Deve[opment* Marla Sovereign ~
- R ) . Vice-President, Assisted Living
) ’fD'en(ates Executive Officer '
14 T
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UNITED STATES
SECURITIES AND EXCHANGE COMMISSION
Washington, D.C. 20549
FORM 10-K
X Annual Report Pursuant to Section 13 or 15(d) of the Securities Exchange Act of 1934

For the fiscal year ended December 31, 2003
Commission file number 01-13031

American Retirement Corporation
(Exact Name of Registrant as Specified in its Charter)

Tennessee 62-1674303
(State or Other Jurisdiction of (LR.S. Employer
Incorporation or Organization) Identification No.)
111 Westwood Place. Suite 200, Brentwood, TN 37027

(Address of Principal Executive Offices) (Zip Code)

Registrant’s Telephone Number, Including Area Code: (615) 221-2250

Securities registered pursuant to Section 12(b) of the Act:

Title of Each Class Name of Each Exchange on Which Registered
Common Stock, par value $.01 pershare . . . . . .. . . . . . .. ... NYSE
Series A Preferred Stock Purchase Rights . . . . . . . . . . . . . . . . . ... ... NYSE

Securities registered pursuant to Section 12(g) of the Act:
NONE

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

Indicate by check mark if disclosure of delinquent filers pursuant to Item 405 of Regulation S-K is not contained herein, and will not be
contained, to the best of the registrant’s knowledge, in definitive proxy or information statements incorporated by reference in Part I1I
of this Form 10-K or any amendment to this Form 10-K.

Indicate by check mark whether the registrant is an accelerated filer {(as defined in Exchange Act Rule 12b-2). Yes  No X

The aggregate market value of common stock held by non-affiliates of the registrant as of June 30, 2003, the last business day of the
registrant’s most recently completed second fiscal quarter, was approximately $39.3 million. The market value calculation was
determined using a per share price of $2.10, the price at which the common stock was last sold on the New York Stock Exchange on
such date. For purposes of this calculation, shares held by non-affiliates excludes only those shares beneficially owned by officers,
directors, and shareholders owning 10% or more of the outstanding common stock (and, in each case, their immediate family members
and affiliates).

As of March 5, 2004, 21,827,264 shares of the registrant’s common stock were outstanding.
DOCUMENTS INCORPORATED BY REFERENCE

Portions of the Registrant’s Proxy Statement for use in connection with the Annual Meeting of Sharecholders to be held on May
19, 2004 are incorporated by reference into Part I, items 10, 11, 12, 13 and 14 of this Form 10-K.
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PART 1

Item 1. Business

The Company

American Retirement Corporation (collectively with its wholly-owned and majority owned subsidiaries, the “Company”),
established in 1978, is one of the ten largest operators of senior living communities in the United States. The Company is a
senior living and health care services provider offering a broad range of care and services to seniors, including independent
living, assisted living, skilled nursing and therapy services. The senior living industry is a growing and highly fragmented
industry. The Company believes it is one of the few national operators providing a range of service offerings and price levels
across multiple communities. The Company currently operates 65 senior living communities in 14 states, with an aggregate unit
capacity of approximately 12,900 units and resident capacity of approximately 14,500. The Company owns 19 communities,
leases 41 communities, and manages five communities pursuant to management agreements.

The Company believes it is a leading operator of independent living communities, continuing care retirement communities
(*“CCRCs”), and free-standing assisted living communities (“Free-standing ALs™). The Company has also developed specialized
care programs for residents with Alzheimer's and other forms of dementia and provides therapy services to many of its residents.
The Company's operating philosophy was inspired by the vision of its founders, Dr. Thomas F. Frist, Sr. and Jack C. Massey, to
enhance the lives of seniors by striving to provide the highest quality of care and services in well-operated communities designed
1o improve and protect the quality of life, independence, personal freedom, privacy, spirit, and dignity of its residents.

Operating Segments

The Company operates in three distinct business segments: Retirement Centers, Free-standing ALs, and Management
Services.

Retirement Centers — The Company operates large CCRCs and independent living communities (“Retirement Centers”) that
provide an array of services, including independent living, assisted living, Alzheimer’s and skilled nursing care. Retirement
Centers are large, often campus style or high-rise settings with an average unit capacity of approximately 300 units. These
communities generaily maintain high and consistent occupancy levels, many with waiting lists of prospective residents. The
Company’s Retirement Centers are the largest segment of the Company’s business and comprise 27 of the 65 communities
that the Company operates, with unit capacity of approximately 8,100, representing approximately 63% of the total unit
capacity of the Company’s communities. At both December 31, 2003 and 2002, the Company's Retirement Centers had an
occupancy rate of 94%.

Free-standing ALs ~ The Company’s Free-standing ALs provide specialized assisted living care to residents in a comfortable
residential atmosphere. Most of the Free-standing ALs provide specialized care such as Alzheimer’s, memory enhancement and
other dementia programs. These communities are designed to provide care in a home-like setting, which the Company believes
residents prefer as opposed to the more clinical or institutional settings offered by some other providers. Free-standing ALs are
much smaller than Retirement Centers and have an average unit capacity of 91 units. At each of its Free-standing ALs, the
Company provides personalized care plans for each resident, extensive activity programs, and access to therapy or other services
as needed. Most of the Company’s Free-standing ALs were developed and opened during 1999 and 2000, in response to the
emergence of the assisted living segment of the senior living industry in the mid-1990s. While the assisted living segment of the
industry has grown rapidly during the past decade, 1t has also suffered from adverse market conditions, including significant
overdevelopment and overcapacity in most markets, resulting in longer than anticipated fill-up periods, price discounting and
price pressures. The adverse overcapacity conditions and price pressures improved in many markets during 2003, and the
Company expects these conditions to continue to improve in 2004 in many markets. The Company operates 33 Free-standing
ALs, with unit capacity of approximately 3,000, representing approximately 23% of the total unit capacity of the Company’s
communities. Seventeen of these Free-standing ALs are still in the fill-up stage and have not yet reached stabilized
occupancy levels (i.e., 90% or greater occupancy). Excluding two communities owned through non-consolidated joint
ventures and three communities which are designated as held-for-sale, the 28 Free-standing ALs included in this segment had
occupancy rates of 84% and 81% at December 31, 2003 and 2002, respectively.




Management Services — The Company also operates five large Retirement Centers owned by others under multi-year
management agreements (“Management Services”). Under its management agreements, the Company receives management
fees as well as reimbursed expense revenues which reimburse associated expenses the Company incurs on behalf of the
owners. Two of these communities are Retirement Center cooperatives that are owned by their residents, and one of these is a
Retirement Center owned by a not-for-profit sponsor. A fourth Retirement Center is owned by an unaffiliated third party. The
Company’s remaining management agreement relates to the Freedom Square Retirement Center (“Freedom Square”), a 735-unit
entrance fee Community, which the Company manages pursuant to a long-term management contract. These five communities
have approximately 1,800 units, representing approximately 14% of the total unit capacity of the Company’s communities.

Operating results from these segments are discussed further in Management’s Discussion and Analysis of Financial
Condition and Results of Operations and Note 19 to the Company’s consolidated financial statements.

Care and Services Programs

The Company provides a wide array of senior living and health care services at its communities, including independent living,
assisted living and memory enhanced services (with special programs and living units for residents with Alzheimer's and other
forms of dementia), skilled nursing services, and therapy services. By offering a variety of services and involving the active
participation of the resident, resident's family and medical consultants, the Company is able to customize its service plans to meet
the specific needs and desires of each resident. As a result, the Company believes that it is able to maximize resident satisfaction
and avoid the high cost of delivering all services to every resident without regard to need, preference, or choice.

Independent Living Services

The Company provides independent living services to seniors who do not yet need assistance or support with the activities of
daily life ("ADLs"), but who prefer the physical and psychological comfort of a residential community for seniors that offers
health care and other services. Independent living services provided by the Company include daily meals and dining programs,
transportation, social and recreational activities, laundry, housekeeping, security, and health care monitoring. The Company
employs health care professionals to foster the wellness of its residents by offering health screenings, ongoing dietary, exercise
and fitness classes, and chronic disease management (such as diabetes with blood glucose monitoring). Subject to applicable
government regulation, personal care and medical services are available to independent living residents. The Company's
residency agreements with its independent living residents (other than entrance fee contracts) are generally for a term of one year
(terminable by the resident upon 30 to 60 days written notice), although most residents remain for many years. The agreements
generally provide for increases in billing rates each year (subject to specified ceilings at certain communities). Residents are also
billed monthly for ancillary services utilized over and above those included in their recurring monthly service fees. These
revenues are generally paid from private pay sources and are recognized monthly when the services are provided.

Assisted Living and Memory Enhanced Services

Residents who receive the Company's assisted living services generally need assistance with some or ail ADLs, but do not
require the more acute medical care provided in a typical nursing home environment. Upon admission, each assisted living
resident is assessed, in consultation with the resident, the resident's family and medical consultants, to determine his or her health
status, including functional abilities and need for personal care services. Each resident also completes a lifestyles assessment to
determine the resident's preferences. From these assessments, a care plan is developed in an effort to ensure that the specific
needs and preferences of each resident are satisfied to the extent possible. Each resident's care plan is reviewed periodically to
determine when a change in care is needed.



The Company has adopted a philosophy of assisted living care with the goal of allowing a resident to maintain a dignified,
independent lifestyle. Residents and their families are encouraged to be partners in their care and to take as much responsibility
for the resident’s well being as possible. The basic types of assisted living services offered by the Company include:

*  Personal Care Services - which include assistance with ADLs such as ambulation, bathing, dressing, eating, grooming,
personal hygiene, monitoring or assistance with medications, and confusion management;

e Support Services - such as meals, assistance with social and recreational activities, laundry services, general housekeeping,
maintenance services and transportation services; and

e Special Care Services - such as the Company’s “Arbors” memory enhancement programs and other specialized services to
care for residents with Alzheimer's and other forms of dementia in a comfortable, homelike setting.

The Company maintains programs and special “Arbors” units at most of its assisted living communities for residents with
Alzheimer's and other forms of dementia. These programs provide the attention, care, and services to help those residents
maintain a higher quality of life. Specialized services include assistance with activities of daily living, behavior management,
and a lifeskills-based activity program, the goal being to provide a normalized environment that supports residents' remaining
functional abilities. These special units are located in a separate area of the communities and have their own dining and
lounge facilities, and specially trained staff.

Agreements for the Company’s assisted living services are month to month and provide for annual or other periodic
increases to the monthly service fees. Monthly service fees are based on size of unit selected, additional services provided,
and level of care required. Specialized units for those with Alzheimer’s or other forms of dementia have higher billing rates
to cover the increased staffing and program costs associated with these services. These revenues, generally from private pay
sources, are recognized as revenue on a monthly basis when the services are provided.

Skilled Nursing

Within its Retirement Center campuses, the Company operates seventeen skilled nursing centers providing traditional skilled
nursing care by registered nurses, licensed practical nurses, and certified nursing aides. The Company also offers a range of
therapy rehabilitation services in these communities. Therapy services are typically rendered immediately after, or in lieu of,
acute hospitalization in order to treat specific medical conditions. The Company’s skilled nursing services are primarily utilized
by the Company’s independent and assisted living residents who occupy the skilled nursing centers at the Company’s Retirement
Centers on a temporary or long-term basis. However, the Company also provides skilled nursing services to those admitted from
outside the Retirement Center for temporary stays following hospitalization or other health issues, some of which also become
long-term residents of the Retirement Center. These skilled nursing services are provided to the individuals on a daily fee basis,
with additional charges for specialized equipment, therapy, medications or medical supplies in many cases. These services are
paid for primarily by private pay sources, long-term care insurance, and under the Medicare, and in some cases Medicaid,
programs. Daily rates are revised periodically in response to cost changes and market conditions. These daily revenues are
recognized when the services are provided.

Therapy Services

The Company historically contracted with independent third parties to provide therapy services to its residents. Beginning in
2000, the Company began administering therapy services itself and greatly expanded its in-house therapy programs. The
Company currently provides a range of therapy services to its independent living, assisted living, and skilled nursing residents.
The therapy services provided by the Company include physical, occupational, and speech therapy services. The Company
believes that by providing these in-house therapy services, it is able to maintain a consistent, high level of care to its residents,
provide a closer relationship between the therapist and the resident, and provide many continuing education opportunities for
residents and their families through health fairs, seminars, and other consultative interactions. In addition, programs focused on
wellness and physical fitness allow residents to maintain maximum independence. These services may be reimbursed under
Medicare or paid directly by residents from private pay sources and revenues are recognized as services are provided.




Managed Communities

The Company’s management agreements with third-parties have terms of three to twenty years and require the Company to
provide a wide range of services. The Company may be responsible for providing all employees, and all marketing and
operations services at the community. In other agreements, the Company may provide management personnel only, and
more limited services including assistance with marketing, finance and other operations. In each case, the costs of owning
and operating the community are the responsibility of the owner. In most cases, the Company receives a monthly fee for its
services based either on a contractually fixed amount or a percentage of revenues or income. The Company’s existing
management agreements expire at various times through June 2018, but certain agreements may be canceled by the owner of
the community, without cause, on three to six months’ written notice.

Entrance Fee Agreements

Six of the Company’s Retirement Centers (four owned, one leased and one managed) are CCRC’s that provide housing and
health care services through entrance fee agreements with residents (the “EF Communities™). In addition, the Company manages
two other Retirement Centers utilizing entrance fees, but does not receive the economics of the entrance fee sales for these
communities. Under these agreements, residents pay an entrance fee, typically $100,000 to $400,000 or more, upon initial
occupancy of a unit. The amount of the entrance fee varies depending upon the type and size of the dwelling unit selected, the
resident’s lifecare benefit election and other variables.

Under the entrance fee agreements, generally a portion of the entrance fee is refundable to the resident or the resident’s estate
upon termination of the entrance fee contract. The entrance fee agreements typically contain contractual provisions reducing the
percentage of the original entrance fee that is refundable to the resident over time. In a relatively short period of time (generally
two to four years), the refundable portion of the entrance fee is reduced to a fixed minimum percentage. However, for accounting
purposes, entrance fee revenues are recognized over a longer period based on actuarial projections. The non-refundable portion
of the fee is recorded as deferred entrance fee income and is amortized into revenue using the straight-line method over the
estimated remaining life expectancy of the resident, based upon actuarial projections. The refundable amount of the entrance fee
is a long-term liability and is recorded by the Company as refundable portion of entrance fees, until termination of the
agreement.

These entrance fee agreements include limited lifecare benefits which are typically: (a) a certain number of free days in the
community’s skilled nursing center during the resident’s lifetime; (b) a discounted rate for such services; or (¢) a combination of
the two. The limited lifecare benefit also varies based upon the extent to which the resident’s entrance fee is refundable.

At certain of its EF Communities, the Company offers an entrance fee program that allows the resident to participate in the
appreciation in the value of the resident’s unit (the “Partner Plan™). Under the Partner Plan, the entrance fee is refundable to the
resident or the resident’s estate only upon the sale of the unit to a succeeding resident unless otherwise required by applicable
state law. Typically, Partner Plan residents receive priority access to assisted living and skilled nursing services, but no
discounted or other lifecare benefits. The resident shares in a specified percentage, typically 50%, of any appreciation i the
entrance fee paid by the succeeding resident. The entrance fees payable under the Partner Plan are recorded by the Company as
refundable entrance fees and are amortized into revenue using the straight-line method over the remaining life of the building.

The residents under all of the Company’s entrance fee agreements also pay a monthly service fee, which entitles them to the use
of certain amenities and certain services. As a result of paying an entrance fee upfront, the monthly fee will be less than fees at a
comparable rental community. Residents may also elect to obtain additional services, which are billed on a monthly basis or as
the services are provided. The Company recognizes these additional fees as revenue on a monthly basis when these services are
provided.




Business Operations
Management Structure

Each of the Retirement Centers is managed by an Executive Director, with various department heads responsible for
functional areas such as assisted living, activities, dining services, maintenance, human resources and finance. Within the
Retirement Centers, healthcare professionals manage the assisted living and memory enhanced programs, as well as wellness
and other programs. For those communities with health centers providing skilled nursing services, licensed professionals
also manage those services and direct the nursing staff.

Each of the Free-standing ALs is managed by a Residence Manager whose primary focus is resident care. These
communities receive daily administrative central support for operations, care planning, clinical assessments, quality
assurance, accounting and finance, human resources, dining and maintenance. By providing strong program management and
administrative support from the home office and at the regional level, the staff at the Free-standing ALs can focus on the care
of the residents and interaction with their families or other caregivers.

The Retirement Centers and Free-standing ALs report to regional operation vice presidents. These regional vice presidents
and their staff regularly visit the communities, providing inspection of the communities, staff development and training,
financial and program reviews, regulatory and compliance support, and quality assurance reviews.

The home office provides central support to the communities in various areas, including information technology, human
resources, training, accounting, finance, internal audit, insurance and risk management, legal, development, sales and
marketing, dining services, therapy services, operations and program support, and national purchasing programs. Home
office staff also provide support for budgeting, financial analysis and strategic planning. In addition, quality assurance and
risk management staff review and monitor key safety and quality measurements, train community staff, and visit
communities regularly for regulatory and other compliance programs. Human resource programs are developed for staff
training and retention in the communities, and are implemented by the home office and regional staff.

The Company believes that, through its regional and home office staff, it is able to provide strong support in each functional
area on a cost effective basis, which provides an advantage over many other smaller or local competitors. In addition, by
providing daily administrative support to its Free-standing ALs, the company believes that its community staff are able to
stay focused on resident care and provide a higher level of service to the residents and their families.

Marketing

Each community has an on-site marketing director, and additional marketing staff based on its size. These community based
marketing personnel are involved in daily activities with prospective residents and key referral sources including current
residents and their families. Home office and regional marketing directors assist each community in developing,
implementing and monitoring their detailed marketing plan. The marketing plans include goals for lead generation, wait
lists, referrals, community outreach, awareness events, prospect follow-up, and monthly move-ins. Competitive analyses are
also updated regularly. Home office marketing staff provide coordination and monitoring of these marketing plans,
development of pricing strategies and overall marketing plans, assistance with creative media, collection and analysis of data
measuring effectiveness of promotions, advertising, and lead sources, and selection and training of regional and community
staff. The Company believes that this locally based marketing approach, coupled with strong regional and central monitoring
and support, provides an advantage over many smaller or regional competitors.

Feedback and Quality Assurance

The Company solicits regular feedback from its residents, their families, and its employees through various satisfaction
surveys. The Company also regularly performs quality assurance reviews by community, regional and home office staff, in
addition to being subject to surveys and reviews by various local, state and federal regulatory agencies. The Company
believes that each of these activities provides important feedback, which can be used by management to maintain high levels
of safety and quality, and to continue to look for opportunities to improve its procedures and programs.




Senior Living Industry

The senior living industry is highly fragmented and characterized by numerous local and regional operators. The Company is
one of a limited number of national competitors that provide a broad range of community locations and service level
offerings at varying price levels. The industry has seen significant growth in recent years and has been marked by the
emergence of the assisted living segment in the mid-1990s.

The Company believes that a number of trends will contribute to the growth in the senior living industry. The primary
market for senior living services is individuals age 75 and older. According to U.S. Census data, this group is one of the
fastest growing segments of the United States population and is expected to more that double between the years 2000 and
2030. The population of seniors age 85 and over has also increased in recent years, and is expected to continue to grow. As
a result of these expected demographic trends, the Company expects an increase in the demand for senior living services in
future years.

The Company believes the senior living industry has been and will continue to be impacted by several other trends. The use
of long-term care insurance is increasing among current and future seniors as a means of planning for the costs of senior
living services. In addition, as a result of increased mobility in society, reduction of average family size, and increased
number of two-wage earner couples, more seniors are looking for alternatives outside the family for their care. Many seniors
have shown an increasing preference for communities that allow them to “age in place” in a residential setting, which
provides them maximum independence and quality of life in contrast to more institutional or clinical settings. The
emergence of the assisted living segment of the industry in the mid-1990s is a prime example of this trend.

Competition

The senior living and health care services industry is highly competitive and the Company expects that providers within the
industry will continue to be competitive in the future. During the second half of the 1990s, a large number of assisted living
units were developed across the country, including in many of the Company’s markets. This additional capacity increased the
time required to fill assisted living units in most markets and resulted in significant pricing pressures in those markets. The
Company believes that the primary competitive factors in the senior living and health care services industry are: (1) reputation for
and commitment to a high quality of care; (ii) quality of support services offered; (iii) price of services; (iv) physical appearance
and amenities associated with the communities; and (v) location. The Company competes with other companies providing
independent living, assisted living, skilled nursing, and other similar service and care alternatives, many of whom may have
greater financial resources than the Company.

The senior living industry is highly fragmented and characterized by many local or regional operators. The Company is one of a
limited number of national competitors that operate a large number of communities in multiple locations, and that provide a
broad range of senior living services at varying price levels. The Company’s size allows it to centralize administrative functions
that give the decentralized managerial operations cost-efficient support. The Company believes it has a reputation as a leader in
the industry and as a provider of high quality services.

The Company also competes with other health care businesses with respect to attracting and retaining nurses, technicians, aides,
and other high quality professional and non-professional employees and managers. The market for these professionals has
become very competitive, with resulting pressure on salaries and compensation levels. However, the Company believes it is able
to attract and retain quality managers through its reputation, culture, organizational stability, and competitive compensation.

Business Strategy
The Company’s business strategy is to provide high-quality services to seniors at affordable prices, maintain strong competitive

positions in each of its markets, and to enhance the value of its communities by expanding services and improving operating
results. The Company is implementing this business strategy primarily through the following steps.



Improve Community Operating Results:

The primary areas on which the Company is focusing in ordet to improve its operating results are:

e  Free-standing AL occupancy gains and increased revenue per unit — The Free-standing AL segment occupancy was
84% at December 31, 2003. The Company is focusing on increasing the occupancy in these communities and

completing the fill-up of several of these communities. Revenue per unit in this segment was $3,101 (per month)
during the fourth quarter of 2003, an increase of 8.6% over the fourth quarter of the prior year. Subject to market and
other conditions, the Company expects that revenue per unit will increase over the next year as a result of price
increases, reduced price discounting, and the “mark-to-market” effect of resident turnover as residents with lower rates
are replaced by those paying higher current market rates. The Company expects that further occupancy increases will
not require significant incremental cost increases, and therefore will resuit in high incremental operating margins.

e Increase Retirement Center margins - The Company expects to continue to improve operating results at its Retirement
Centers through a combination of selling rate increases, increased revenues from ancillary services (such as therapy
services), incremental occupancy increases and control of operating expenses. During 2003, the average monthly
revenue per occupied unit for the Retirement Centers increased by 5.1%, driven by increased ancillary services revenue
and increased revenue from new residents paying higher monthly fees. Although the Retirement Center segment had
an overall occupancy rate of 94% at December 31, 2003, the Company is focusing on filling several recent expansions
and increasing occupancy at selected communities (excluding the four communities with the lowest occupancy, the
overall occupancy of the remaining communities is 96%). During 2003, the Retirement Centers increased revenue by
9%, expenses by 7% and operating margin by 13%.

¢ Maintain strong entrance fee sales ~ The Company is focusing on maintaining strong entrance fee sales activity. When
a resident of an EF Community vacates his or her independent living unit, the community re-sells the unit to a new
resident. When the former resident leaves the community, he or she (or their estate) receives a refund, which is
typically a percentage of the initial entrance fee that he or she paid. Consequently, the turnover of residents results in
new enfrance fee sales (at higher current prices) and refunds to the former residents equal to a percentage (typically
50%) of the original entrance fee. As a result, the sale of entrance fee units at current sales prices provides significant
cash flows to the Company. In addition, as new residents enter the EF Communities at current market selling rates for
monthly fees, the Company generates additional revenues at the same level of occupancy. The Company’s six EF
Communities have 3,010 total units, of which 2,066 are independent living. The current aggregate occupancy of the
independent living units within the EF Communities is 95%, and the 105 independent living units available for sale at
December 31, 2003 represent approximately $16.7 million of potential sales, based upon current entrance fee prices.

e Control operating expenses - The Company continues to focus on managing its operating costs through active
management and use of information systems. In addition, the Company will continue to focus on its overhead costs for
savings opportunities in areas such as telecommunications, utilities and staffing.

e Excel at marketing and sales — The Company believes that it has a strong sales and marketing effort in each of its
operating segments. It will continue to focus on this area through careful recruitment, ongoing training, strong systems
support, and innovative incentive rewards for its staff.

Improve Costs of Capital and Decrease Leverage:

As aresult of financing obligations incurred for the Free-standing AL development program begun in the late 1990s, and the
slower fill up of these new communities stemming from market overdevelopment and other adverse market conditions, the
Company entered 2002 with over $370 million of current debt maturities. In order to refinance these maturities, the
Company executed mortgage refinancings, a series of sale-leaseback transactions (many on assisted living properties still in
fill up stage), an exchange offer for the Company’s 2002 debentures, and a high interest rate mezzanine loan and related
equity investment (the “2002 Refinancing Plan”). As a result of the 2002 Refinancing Plan, the Company satisfied its current
debt obligations but also incurred a substantial diminution in its book equity and a significant increase in its fixed lease and
debt payments as a result of its high leverage.




As a result of the 2002 Refinancing Plan, the Company incurred approximately $113 million of debt with a 19.5% interest
rate (the “Mezzanine Loan”) and received a related $12 million equity investment in certain of its subsidiaries. The Company
completed a sale lease-back transaction in September 2003 which resulted in the repayment of approximately $52 million of
the Mezzanine Loan, and also resulted in a $93 million gain on sale, $23 million of which was recognized immediately and
the balance of which will be amortized into income over the ten year life of the lease. As of December 31, 2003, the
outstanding balance of the Mezzanine Loan and accrued interest was approximately $78 million.

The Company will continue to explore opportunities to refinance the Mezzanine Loan (which matures September 2007) at
the earliest opportunity, including any opportunity to prepay it beginning in September 2005, when full prepayment without
penalty is permitted or sooner (if agreed to by the lender, which cannot be assured). The Company will also explore
opportunities to reduce its overall cost of capital through refinancings of other higher interest rate debt and leases, including
its 10% Series B Convertible Senior Subordinated Notes due April 1, 2008 (“the Series B Notes”). The Series B Notes are
convertible into shares of the Company’s common stock at a conversion price of $2.25 at the option of the holders. As of
December 31, 2003, approximately $5.1 million of the Series B Notes had been converted into shares of the Company’s
stock. In February 2004, the Company issued a notice of partial redemption on an additional $4.5 million of the Series B
Notes, and will look for opportunities to effect the conversion or redemption of additional Series B Notes as conditions
permit. The Company is also continually exploring various ways to refinance its assets with lower cost mortgage capital,
particularly where improving economics of selected communities would result in lower costs of capital.

Risk Management

The delivery of personal and health care services entails an inherent risk of liability, and in recent years, participants in the
senior living and health care services industry have become subject to an increasing number of lawsuits, many of which
involve significant defense costs and significant claims exposure. The Company recognizes this challenging environment, and
has responded in recent years by allocating significant resources to quality assurance and risk management areas, including
hiring and developing significant in-house expertise focusing on these areas. Since this challenging environment is expected to
continue for the foreseeable future, management believes that the expertise the Company has developed may provide a
competitive advantage over smaller competitors unable to devote similar efforts and resources in this area.

People

As a service oriented business with high labor requirements, the Company will continue to focus on atiracting and retaining
high guality personnel to ensure it is delivering high quality services in a cost effective manor. In order to be successful in
its effort, the Company has dedicated in-house recruiters to find the right people, programs designed to improve retention of
associates, and training programs to ensure its associates are trained to excel in their roles.

Systems

The Company has developed certain proprietary systems to provide its managers with timely access to the information necessary
to manage and control pricing levels, unit inventory levels, and the turnover and retention of employees. In addition, these
systems collect information regarding effectiveness of promotions, advertising and lead sources for analysis by management.
The Company believes that these systems provide strategic value in managing its business.

Growth

The Company expects the results from its current portfolio will grow over the next several years through increased occupancy,
rate increases and the growth of ancillary services. Additionally, the Company expects to produce growth through added
capacity and additional services. Capacity additions would come through expansions at current communities (of which 11 have
expansion possibilities), acquisitions of Retirement Centers or Free-standing AL’s in selected markets, or development of new
Retirement Centers. The Company will also continue to build ancillary services that it can offer its residents, such as therapy,
medical supplies, hospice care, and telecom services.
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Government Regulation

The Company is subject to various federal, state and local regulations, which are frequently revised. While such requirements
vary by state, they typically regulate, among other matters, the number of licensed beds, provision of services, staffing levels,
professional licensing, distribution of pharmaceuticals, billing practices, equipment, operating procedures, fire prevention
measures, environmental matters, and compliance with building and safety codes. The Company’s communities are also subject
to various zoning restrictions, local building codes, and other ordinances, such as fire safety codes. Certain states require a
certificate of need review in order to provide certain services. Currently, the operation of independent living and assisted living
residences are subject to limited federal and state laws. However, such regulation has increased in recent years. The Company
believes that such regulation will continue to increase in the future, including the evolution of the regulation of the assisted living
industry.

The Company’s skilled nursing centers and home health agencies are subject to Federal certification requirements in order to
participate in the Medicare and Medicaid programs. Approximately 11.8%, 10.5%, and 8.5% of the Company’s total revenues
for the years ended December 31, 2003, 2002, and 2001, respectively, were attributable to Medicare, including Medicare-related
private co-insurance, and Medicaid. These reimbursement programs are subject to extensive regulation and frequent change,
which may be beneficial or detrimental to the Company. Certain per person annual limits on therapy services, which were
temporarily effective beginning in September 2003 and would have had an adverse effect in the Company’s therapy services
business, have recently been deferred until 2005. If re-initiated, those limits could negatively affect the Company’s therapy
services business.

In addition, there are various Federal and state laws prohibiting other types of fraud and abuse by health care providers,
including criminal and civil provisions that prohibit filing false claims or making false statements to receive payment or
certification under Medicare or Medicaid and failing to refund overpayments or improper payments. Violation of these laws can
result in loss of licensure, civil and criminal penalties, and exclusion of health care providers or suppliers from participation in
Medicare, Medicaid, and other state and Federal reimbursement programs.

The Company’s EF Communities are subject to regulation by certain state departments of insurance and various state agencies,
and must meet various guidelines and disclosure requirements.

Many of the Company’s communities are subject to periodic survey or inspection by governmental authorities. From time to
time in the ordinary course of business, one or more of the Company’s communities may be cited for operating or other
deficiencies by regulatory authorities. Although most inspection deficiencies can be resolved through a plan of correction, the
regulatory agency may have the right to levy fines, impose conditions on operating licenses, suspend licenses, or propose other
sanctions for the facility.

There are currently numerous legislative and regulatory initiatives at the state and Federal levels addressing patient privacy
concerns. In particular, final regulations regarding privacy and standards and code sets were issued for the Health Insurance
Portability and Accountability Act of 1996 (“HIPAA™). These regulations restrict how health care providers use and disclose
individually identifiable health information and grant patients certain rights related to their health information. Final HIPAA
security regulations become effective in April 2005 and govern the security of individually identifiable health information
that is electronically maintained or transmitted. Failure to comply with the privacy, security or transaction standard
regulations enacted under HIPAA could result in civil and criminal penalties. Management does not expect costs incurred,
or costs to be incurred in order to comply with HIPAA to have a material impact on the Company's operating results.
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Insurance

The delivery of personal and health care services entails an inherent risk of liability. In recent years, participants in the senior
living and health care services industry have become subject to an increasing number of lawsuits alleging negligence or
related legal theories, many of which involve large claims and result in the incurrence of significant exposure and defense
costs. As a result, the Company has significantly increased the staff and resources involved in quality assurance, compliance
and risk management. The Company currently maintains property, liability and professional medical malpractice insurance
policies for the Company's owned, leased and certain of its managed communities under a master insurance program. The
number of insurance companies willing to provide general and professional liability insurance for the nursing and assisted
living industry has declined dramatically in recent years and the premiums and deductibles associated with such insurance
have risen substantially in recent years.

During 2003, the Company’s general and professional liability policy premiums were lower than 2002, but deductibles were
higher (retention levels range from $1,000,000 to $5,000,000). The Company currently maintains single incident and
aggregate liability protection in the amount of $15.0 million. During the years ended December 31, 2003 and 2002, the
Company expensed $5.5 million and $5.7 million, respectively, of general liability, and professional medical malpractice
insurance premiums, claims, and costs related to multiple insurance years. Additionally, the Company has accrued amounts
to cover open claims not yet settled and incurred but not reported claims as of December 31, 2003.

The Company has operated under a large deductible workers’ compensation program, with excess loss coverage provided by
third party carriers, since July 1995. As of December 31, 2003, the Company’s coverage for workers’ compensation and
related programs, excluding Texas, include excess loss coverage of $350,000 per individual claim and approximately $7.25
million in the aggregate. The Company is self-insured for amounts below the excess loss coverage. As of December 31,
2003, the Company provided cash collateralized letters of credit in the aggregate amount of $6.5 million related to this
program, which is reflected as assets limited as to use on the Company’s balance sheet. During the years ended December
31, 2003 and 2002, the Company expensed $4.8 million and $4.4 million, respectively, of workers’ compensation premiurms,
claims and costs related to multiple insurance years. The Company has accrued amounts to cover open claims not yet settled
and incurred but not reported claims as of December 31, 2003. For work-related injuries in Texas, the Company is a non-
subscriber under Texas state law, meaning that work-related losses are covered under a defined benefit program outside of
the Texas Workers' Compensation system. Losses are paid as incurred and estimated losses are accrued on a monthly basis.
The Company utilizes a third party administrator to process and pay filed claims.

On January 1, 2002, the Company initiated a self-insurance program for employee medical coverage. The Company
maintains stop-loss insurance coverage of approximately $150,000 per employee and approximately $18.9 million for
aggregate calendar 2003 claims. Estimated costs related to these self-insurance programs are accrued based on known claims
and projected settlements of unasserted claims incurred but not yet reported to the Company. Subsequent changes in actual
experience (including claim costs, claim frequency, and other factors) could result in additional costs to the Company.
During the year ended December 31, 2003, the Company expensed $10.1 million of employee medical insurance claims and
costs. The Company has accrued amounts to cover open claims not yet settled and incurred but not reported claims as of
December 31, 2003.

There can be no assurance that a claim in excess of the Company's insurance coverage limits will not arise. A claim against the
Company not covered by, or in excess of, the Company's coverage limits could have a material adverse effect upon the
Company. Furthermore, there can be no assurance that the Company will be able to obtain liability insurance in the future or that,
if such insurance is available, it will be available on acceptable terms.

Employees
The Company employs approximately 8,700 persons. As of December 31, 2003, an aggregate of approximately 75 employees at
one Free-standing AL were represented by a labor union. In addition, an aggregate of approximately 70 employees at another

Free-standing AL voted for a union in 2002, but to date, no contract has been signed. The Company believes that its relationship
with its employees is good.
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Executive Officers

The following table sets forth certain information concerning the executive officers of the Company.

Name Age Position
W. E. Sheriff 61 Chairman, Chief Executive Officer and President
Gregory B. Richard 50 Executive Vice President and Chief Operating Officer
Bryan D. Richardson 45 Executive Vice President - Finance and Chief Financial Officer
George T. Hicks 46 Executive Vice President - Finance and Internal Audit, Secretary and Treasurer
H. Todd Kaestner 48 Executive Vice President - Corporate Development
James T. Money 54 Executive Vice President - Sales and Marketing
Terry L. Frisby 53 Senior Vice President - Human Resources/Corporate Culture and

Compliance

Ross C. Roadman 53 Senior Vice President - Strategic Planning and Investor Relations

W.E. Sheriff has served as Chairman and Chief Executive Officer of the Company and its predecessors since April 1984 and
as President since 2003. From 1973 to 1984, Mr. Sheriff served in various capacities for Ryder System, Inc., including as
President and Chief Executive Officer of its Truckstops of America division. Mr. Sheriff also serves on the boards of various
educational and charitable organizations and in varying capacities with several trade organizations.

Gregory B. Richard has served as Executive Vice President and Chief Operating Officer since January 2003 and previously
served as Executive Vice President - Community Operations since January 2000. Mr. Richard was formerly with a pediatric
practice management company from May 1997 to May 1999, serving as President and Chief Executive Officer from October
1997 to May 1999. Prior to this Mr. Richard was with Rehability Corporation, a publicly traded outpatient physical
rehabilitation service provider, from July 1986 to October 1996, serving as Senior Vice President of Operations and Chief
Operating Officer from September 1992 to October 1996.

Bryan D. Richardson has served as Executive Vice President ~ Finance and Chief Financial Officer since April 2003 and
previously served as Senior Vice President - Finance since April 2000. Mr. Richardson was formerly with a national graphic
arts company from 1984 to 1999 serving in various capacities, including Senior Vice President of Finance of a digital prepress
division from May 1994 to October 1999, and Senior Vice President of Finance and Chief Financial Officer from 1989 to 1994.

George T. Hicks has served as Executive Vice President — Finance and Internal Audit, Secretary and Treasurer since
September 1993. Mr. Hicks has served in various capacities for the Company’s predecessors since 1983, including Chief
Financial Officer from September 1993 to April 2003 and Vice President - Finance and Treasurer from November 1989 to
September 1993,

H. Todd Kaestner has served as Executive Vice President - Corporate Development since September 1993. Mr. Kaestner
has served in various capacities for the Company’s predecessors since 1985, including Vice President - Development from
1988 to 1993 and Chief Financial Officer from 1985 to 1988,

James T. Money has served as Executive Vice President - Sales and Marketing since September 1993. Mr. Money has
served in various capacities for the Company’s predecessors since 1978, including Vice President - Development from 1985
to 1993.

Terry L. Frisby has served as Senior Vice President - Human Resources/Corporate Culture and Compliance since January
1999. Mr. Frisby served as Vice President - Corporate Culture and Compliance from July 1998 to January 1999. Prior to this Mr.
Frisby was principal of a healthcare consulting business located in Nashville, Tennessee, from 1988 to 1998. Mr. Frisby serves
on the Executive Council for Human Resources with the Assisted Living Federation of America.
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Ross C. Roadman has served as Senior Vice President - Strategic Planning and Investor Relations since May 1999. Previously,
Mr. Roadman served in various capacities, since 1980, at Ryder System, Inc., including as Group Director of Investor and
Community Relations, Assistant Treasurer, Division Controller, and Director of Planning. Before joining Ryder, he held
positions with Ernst & Young and the International Monetary Fund. He serves on the boards of several educational and
charitable organizations as well as being active in various professional organizations.

Available Information

The Company’s Intemnet web site is http://www.arclp.com. The Company makes available free of charge through its website the
Company’s Annual Reports on Form 10-K, Quarterly Reports on Form 10-Q, Current Reports on Form 8-K and amendments to
those reports as soon as reasonably practicable after it electronically files or furnishes such materials to the Securities and
Exchange Commission. Information contained on the Company’s website is not part of this report.

The Company has also adopted a code of ethics that applies to the Company’s principal executive officer, principal financial
officer, principal accounting officer or controller and persons performing similar functions. A copy of such code is available on
the Company’s website.
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Item 2. Properties

The table below sets forth certain information with respect to the senior living communities currently operated by the Company.

Retirement Centers
Community
Owned™:

Freedom Plaza Sun City Center
Freedom Village Brandywine
Freedom Village Holland
Homewood at Corpus Christi
Lake Seminole Square
Richmond Place

Wilora Lake Lodge
Subtotal

Leased:
Broadway Plaza™
Carriage Club of Charlotte®

Carriage Club of Jacksonville
)

(6)

Freedom Plaza Arizonal
Freedom Plaza Care Center®

The Hampton at Post Qak®

Heritage Club®

Heritage Club at Greenwood Village'?

Holley Court Terrace!”

Homewood at Victoria!?

Imperial Plaza"”
Oakhurst Towers!'?

Parklane West*
Park Regency”

Santa Catalina Villas®
Somerby at Jones Farm'®
Somerby at University Park!?
The Summit at Westlake Hills™

Trinity Towers"®

Westlake Village 7
Subtotal

Total Retirement Centers

. .o
Unit Capagijty™

Commencement
Location IL AL ME SN Total of Operations®
Sun City Center, FL 428 26 - 108 562 Jul-98
Glenmore, PA 292 15 18 47 372 Jun-00
Holland, MI 330 21 29 68 448 Jul-98
Corpus Christi, TX 60 30 - - 90 May-97
Seminole, FL 306 33 - - 339 Jul-98
Lexington, KY 177 54 20 - 25t Apr-95
Charlotte, NC _ 135 47 - - 182 Dec-97
1,728 226 67 223 2,244
Ft. Worth, TX 214 40 - 122 376 Apr-92
Charlotte, NC 276 63 34 42 415 May-96
Jacksonville, FL 238 60 - - 298 May-96
Peoria, AZ 348 - 42 164 554 Jul-98
Peoria, AZ - 44 - 128 172 Jul-01
Houstorn, TX 149 39 - 56 244 Oct-94
Denver, CO 200 35 - - 235 Feb-95
Denver, CO - 75 15 90 180 Nov-99
Ozk Park, IL 161 18 - 179 Jul-93
Victoria, TX 59 30 - 89 May-97
Richmond, VA 758 148 - - 906 Oct-97
Denver, CO 171 - - - 171 Feb-99
San Antonio, TX - 17 - 124 141 Jan-00
Chandler, AZ 120 26 16 66 228 Sep-98
Tucson, AZ 162 70 15 42 289 Jun-94
Huntsville, AL 137 48 - - 185 Apr-99
Birmingham, AL 238 82 28 - 348 Apr-99
Austin, TX 149 30 - 90 269 Apr-92
Corpus Christi, TX 197 62 20 75 354 Jan-90
Cleveland, OH 211 53 - - 264 Oct-94
3.788 940 170 999 5.897
~3.316 —Ll166 237 L.222 8.141
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Free-standing Assisted Living

Community
Owned®;
Bahia Oaks Lodge

Broadway Plaza at Westover Hills
Freedom Inn at Scottsdale
Homewood at Air Force Village
Homewood at Castle Hills
Homewood at Deane Hill
Homewood at Rockefeller Gardens
Homewood at Sun City Center"'®
Homewood at Tarpon Springs
McLaren Homewood Village®
Summit at Northwest Hills
Village of Homewood”
Subtotal

Leased:
Hampton at Cypress Station®"

Hampton at Pearland””

Hampton at Pinegate!’>

Hampton at Spring Shadows'®)

Hampton at Willowbrook!®

Hampton at Shadowlake"

Heritage Club at Aurora®
Heritage Club at Lakewood®?
Homewood at Bay Pines™
Homewood at Boca Raton®
Homewood at Boynton Beach®™
Homewood at Brookmont Terrace®”
Homewood at Cleveland Park®
Homewood at Coconut Creek!?
Homewood at Countryside®
Homewood at Delray Beach®

Homewood at Lakeway!'*

Homewood at Naples™?
Homewood at Pecan Park"?

Homewood at Richmond Heights®”

Homewood at Shavano Park®
Subtotal
Total Free-standing ALs

Location

Sarasota, FL
Ft. Worth, TX
Scottsdale, AZ
San Antonio, TX
San Antonio, TX
Knoxville, TN
Cleveland, OH
Sun City Center, FL
Tarpon Springs, FL
Flint, MI
Austin, TX
Lady Lake, FL

Houston, TX
Houston, TX
Houston, TX
Houston, TX
Houston, TX
Houston, TX
Aurora, CO
Lakewood, CO
St Petersburg, FL
Boca Raton, FL
Boynton Beach, FL
Nashville, TN
Greenville, SC
Coconut Creek, FL
Safety Harbor, FL
Delray Beach, FL
Austin, TX
Naples, FL
Fort Worth, TX

Cleveland, OH
San Antonio, TX

. T
Unit CapacityY

Commencement
IL AL ME SN Total ~  of Operations™®

- 92 - 92 Jun-98

- 74 17 91 Feb-01

- 94 25 119 Mar-01

- 39 - 39 Nov-00

22 58 17 97 Feb-01

26 52 29 107 Oct-98

37 68 34 139 Dec-99

- 60 31 91 Aug-99

- 64 - 64 Aug-97

14 66 38 118 Apr-00

- 106 16 122 Aug-00

- __32 15 - YA Apr-98
99 805 222 1,126

- 81 19 100 Feb-99

15 55 17 87 Feb-00

- 80 16 96  May-00

- 54 16 70 May-99

- 54 18 72 Jun-99

- 80 19 99 Apr-99

- 80 17 97 Jun-99

- 78 17 95 Apr-00

- 80 - 80 Jul-99

- 60 18 78 Oct-00

- 79 18 97 Jan-00

- 62 33 95 May-00

- 75 17 92 Aug-00

- 81 18 99 Feb-00

- 59 25 84 Oct-99

- 52 33 85 Oct-00

- 66 15 81 Sep-00

- 76 24 100 Sep-00

- 80 17 97 Aug-00

- 78 17 95 Feb-00

- 62 17 79 Jun-00
15 1472 391 1,878
114 2,277 613 3.004
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Management Services:

Unit Capacity—————

Commencement
Community Location IL AL ME SN Total  of Operations™

Burcham Hills East Lansing, MI 85 52 54 133 324 Nov-78

Freedom Square®® Seminole, FL 362 103 76 194 735 Jul-98

Glenview at Pelican Bay Naples, FL 118 - - 35 153 Jul-98

Parkplace®®” Denver, CO 176 43 17 - 236 Oct-94

The Towers San Antonio, TX 353 - - 353 Oct-94

Subtotal 1,094 198 _147 362 1,801
Grand Total 6,724 3.641 997 1,584 12,946

(1)  Current unit capacity by care level and type: independent living residences (IL), assisted living residences (AL), memory enhanced (ME), and skilled nursing beds (SN).

(2) Indicates the date on which the Company acquired each of its owned and leased communities, or commenced operating its managed communities. The Company operated
certain of its communities pursuant to management agreements prior to acquiring the communities.

(3) The Company’s owned communities are subject to mortgage liens or serve as collateral for various financing arrangements. See “Management’s Discussion and Analysis of
Financial Condition and Results of Operations — Liguidity and Capital Resources.”

(4)  Leased pursuant to a master operating lease expiring September 23, 2013, with renewal options for up to two additional ten-year terms.

(3) Leased pursuant to an operating lease expiring December 31, 2016, with renewal options for up to two additional five-year terms.

(6) Leased pursuant to a master operating lease expiring March 31, 2017, with renewal options for up to two additional ten-year terms.

(7)  Leased pursuant to an operating lease expiring July 2018, with renewal options for up to two additional ten-year terms.

(8)  The community is owned by Maybrook Realty, Inc., of which W.E, Sheriff, the Company’s chairman and chief executive officer owns 50%. Leased pursuant to a term of nine
years and six months, expiring December 31, 2010, with a renewal option of ten years. The Company also has an option to purchase the community at a predetermined price.

(9) Leased pursuant to a master operating lease expiring June 30, 2012, which provides for certain purchase options and therefore is recorded as lease financing obligations. In
addition, the lease includes renewal options for up to five additional ten-year terms.

(10) Leased pursuant to an operating lease expiring March 31, 2017, which provides for a contingent earn-out and therefore is recorded as lease financing obligations. In addition,
the lease includes renewal options for up to two additional five-year terms.

(11) Leased pursuant to an operating lease expiring February 28, 2017, with renewal options for up to two additional five-year terms.

(12) Leased pursuant to an operating lease expiring July 2011, with renewal options for up to two additional ten-year terms,

(13) Leased pursuant to an operating lease expiring October 2017, with a seven-year renewal option. The Company also has an option to purchase the community at the expiration
of the lease term.

(14) Leased pursuant to a [4-year operating lease expiring February 2013 from a managed entity. The Company also has an option to purchase the community at the expiration of
the lease term.

(15) Leased pursuant to a master operating lease expiring June 30, 2014, with renewal options for up to four additional ten-year terms.

(16) Leased pursuant to an operating lease expiring August 25, 2018, with renewal options for up to two additional ten-year terms.

(17) During 2000, the Company sold the property and subsequently leased the property back from the buyer. Leased pursuant to a seven-year operating lease expiring December 31,
2007, with two renewal options of 13 and ten years. The sale lease-back agreement also includes a right of first refusal for the Company.

(18) Owned by a joint venture in which the Company owns a 50% interest.

(19) Owned by a joint venture in which the Company owns a 37.5% interest.

(20) Owned by a joint venture in which the Company owns a 50% interest.

(21} Leased pursuant to an operating lease expiring April 1, 2012, with renewal options for up to three additional five-year terms.

(22) Leased pursuant to a master operating lease expiring June 30, 2012, with renewal options for up to four additional ten-year terms.

(23) Leased pursuant to a master operating lease expiring March 31, 2017, which provides for certain purchase options or contingent earn-outs and therefore is recorded as lease
financing obligations. In addition, the lease includes renewal options for up to two additional ten-year terms.

(24) Leased pursuant to an operating lease expiring October 31, 2017, which provides for a contingent earn-out and therefore is recorded as lease financing obligations. In addition,
the Jease includes renewal options for up to two additional five-year terms.

(25) Except as noted, the Company’s management agreements are generally for terms of five to ten years, but may be canceled by the owner of the community, without cause, on
three to six months written notice. Pursuant to the management agreements, the Company is generally responsible for providing management personnel, marketing, nursing,
resident care and dietary services, accounting and data processing reports, and other services for these communities at the owner’s expense and receives a monthly fee for its
services based either on a contractually fixed amount or percentage of revenues or income plus reimbursement for certain expenses.

(26) Operated pursuant to a management agreement with a 20-year term, with two renewal options for additional ten-year terms, that provides for a management fee equal to all
cash received by the community in excess of operating expenses, refunds of entry fees, capital expenditure reserves, debt service, and certain payments to the community’s
owner. The Company has an option to purchase the community at a predetermined price and guarantees the communities long-term debt.

(27) Operated pursuant to 2 management agreement with a ten-year term, with two renewal options for additional ten-year terms.
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Item 3. Legal Proceedings

The ownership of property and provision of services related to the senior living industry entails an inherent risk of liability.
Although the Company is engaged in routine litigation incidental to its business, there is no legal proceeding to which the
Company is a party, which, in the opinion of management, will have a material adverse effect upon the Company's financial
condition, results of operations, or liquidity. The Company and a community managed by the Company recently received a
request for information from the United States Department of Justice for information relating to certain Medicare
reimbursements, relating to a civil complaint filed by an individual. It is the Company’s understanding that the inquiry relates
to a third party that provided services at the community from 1995 until late 1999 (this community has been managed by the
Company since mid-1998). The Company is currently unable to determine whether such action will be pursued by the
Department of Justice or the potential outcome or liability to the Company of any such action. The Company carries liability
insurance against certain types of claims that management believes meets industry standards. The Company believes that
these liabilities have been adequately accrued for as of December 31, 2003. See “Business — Insurance.” There can be no
assurance that the Company will continue to maintain such insurance, or that any future legal proceedings (including any
related judgments, settlements or costs) will not have a material adverse effect on the Company's financial condition,
hquidity, or results of operations.

Item 4. Submission of Matters to a Vote of Security Holders
Not applicable.
PART II

Item 5. Market for Registrant’s Common Equity and Related Stockholder Matters

The Company’s Common Stock trades on the New York Stock Exchange under the symbol “ACR.” The following table sets
forth, for the periods indicated, the high and low sales prices for the Company’s Common Stock as reported on the NYSE.

Year Ended December 31, 2003 High Low

First Quarter $3.000 $1.500
Second Quarter 2.250 1.500
Third Quarter 3.400 1.960
Fourth Quarter 3.600 2.960
Year Ended December 31. 2002 High Low

First Quarter $2.800 $1.000
Second Quarter 3.140 1.700
Third Quarter 2.600 1.600
Fourth Quarter 2.020 1.300

As of March 1, 2004, there were approximately 484 shareholders of record and approximately 2,227 persons or entities holding
Common Stock in nominee name.

It is the current policy of the Company’s Board of Directors to retain all future earnings to repay debt obligations. Accordingly,
the Company does not anticipate declaring or paying cash dividends on the Common Stock in the foreseeable future. The
payment of cash dividends in the future will be at the sole discretion of the Company’s Board of Directors and will depend on,
among other things, the Company’s earnings, operations, capital requirements, financial condition, restrictions in then existing
financing agreements, and other factors deemed relevant by the Board of Directors. However, certain financing agreements
currently prohibit the payment of cash dividends on our common stock.

The Company did not sell any securities during the year ended December 31, 2003 without registration under the Securities Act
of 1933, as amended.
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Item 6. Selected Financial Data

The selected financial data presented below should be read in conjunction with “Management’s Discussion and Analysis of
Financial Condition and Results of Operations” and the Consolidated Financial Statements and notes thereto included
elsewhere in this report.")

Years Ended December 31,
2003 2002 2001 2000 1999
Operating and Other Data: (in thousands, except per share data)

Communities (At end of period):

Retirement Centers 27 26 25 25 22
Free-standing ALs 33 33 32 18 7
Managed 3 6 8 20 24

Total communities 65 65 65 63 53

Unit capacity (At end of period):

Retirement Centers 8,141 7,800 7,246 7279 6,438
Free-standing ALs 3,004 2,997 2,906 1,461 497
Managed 1.801 2,092 2.624 4.144 4,993

Total capacity 12,946 12,889 12,776 12,884 11,928

Occupancy rate (At end of period):

Retirement Centers 94% 94% 94% 93% 93%
Free-standing ALs 83% 80% 63% 51% 63%
Managed 97% 2% 20% 85% 1%
Occupancy rate 92% 91% 86% 86% 85%
Statement of Operations Data:

Total revenues $ 368,096 $ 328,634 $ 263,520 $ 212,785 $ 184,021
Retirement Center revenues 279,329 255,562 224,703 192,363 158,299
Free-standing AL revenues 78,491 66,067 29,217 8,442 6,293

Community operating expenses 248,846 233,460 179,718 138,670 105,978

Operating margin® 30% 27% 29% 31% 36%

General and administrative 25,410 26,720 29,297 19,420 15,020

Lease expense
Operating lease expense 47,095 35,748 16,917 12,040 11,333
Synthetic lease expense - 35,821 18,450 6,227 1,652

Amortization of leasehold acquisition costs
Leasehold amortization — operating 2,421 2,094 1,272 409 188
Leasehold amortization — synthetic - 9,089 708 46 3

Interest expense 50,437 46,325 38,422 36,517 23,668

Net (loss) income $ (17,314) $ (94,757) S (34,922) S (5,846) § 2,052

Basic (loss) eamnings per share $ (095 (548 $__(203) $ (034 § 012

Weighted average basic shares outstanding 18,278 17,254 17,206 17,086 17,129

Diluted (loss) earnings per share $ (095 $ (548 3 (2.03) $  (034) S 012

Weighted average diluted shares outstanding 18,278 17,294 17,206 17,086 17,177

At December 31
2003 2002 2001 2000 1999
(in thousands)

Balance Sheet Data:

Cash and cash equivalents $ 16,706 $ 18,244 $ 19,334 $ 19,850 $ 21,881
Working capital (deficit) 11,199 15,725 (368,453) 14,280 23,590
Land, buildings and equipment, net 464,888 578,804 525,174 473,062 431,560
Total assets 715,035 839,998 850,191 792,480 740,411
Convertible Debt 10,856 15,956 137,980 137,980 137,980
Long-term debt, including current portion 343,839 524,695 424,145 345,710 298,008
Refundable portion of entrance fees 62,231 59,609 46,309 44,739 43,386
Deferred entrance fee income 122,389 118,498 51,211 52,765 51,606
Deferred gain on sale lease-back transactions 92,596 27,622 13,055 16,122 3,168
Shareholders’ equity 807 12,907 107,548 141,957 148,168
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—-———

O Effective January 1, 2002, the Company changed its method of accounting for Goodwill in accordance with Staternent of
Financial Accounting Standards (SFAS) No. 142, Goodwill and Other Intangible Assets a nd impairment of long-lived
assets and discontinued operations in accordance with SFAS No. 144 Accounting for the Impairment or Disposal of Long-
Lived Assets.

@ Operating margin is calculated by subtracting Community Operating Expenses from the sum of Retirement Center and Free-
standing AL revenues ( C ommunity Revenues ), and di viding the result by the Community Revenues.

Item 7. Management’s Discussion and Analysis of Financial Condition and Results of Operations

Overview

The senior living industry is experiencing growth as a result of demographic and various other factors. According to census
data, the over age 75 population in the United States is growing much faster than the general population. The Company has
seen increasing demand for services at both its Retirement Centers and Free-standing ALs during the past year, and expects
that this demand will continue over the next several years. As a general rule, economic factors that affect seniors will have a
corresponding impact on the senior living industry. For example, general concerns regarding lower interest rates on savings
and uncertainty of investment returns have impacted seniors during the past several years, as well as uncertainties related to
world events such as the Iraqi war. On the other hand, the continuing strength of the home resale market in most areas of the
country has been beneficial to seniors, since the equity from the sale of a home is a significant source of funding for senior
living care in many cases. In addition, overall economic conditions and general consumer confidence can impact the
industry, since many adult children subsidize the cost for care of elderly parents, and share in decisions regarding their care.

The assisted living industry is maturing and rapidly evolving. The demand for assisted living services increased significantly
beginning with the emergence of the industry segment in the mid-1990s. However, the development of new assisted living
communities across the country outstripped demand during this period, resulting in oversupply of unit capacity, longer fill up
times, price pressures and deep discounting. While this trend continues, the demand for assisted living services, coupled with
minimal new development activity, reduced to some extent the oversupply in many of the Company s markets in 2002 and
2003. As a result, the Company was able to increase occupancy and increase rates and reduce promotional discounting for
its Free-standing ALs during 2003. The Company believes that new assisted living development will remain at sustainable
levels and accordingly, this trend will continue. The average length of stay in the Free-standing AL segment is approximately
two years, which represents a challenge and an opportunity for the Company. The Company must find a number of new
residents to maintain and build occupancy. However, it also has the opportunity to m ark-to-market if it is able to attract
new residents at higher current market rates, replacing those prior residents that had lower or discounted rates.

The Retirement Center segment is a more mature segment of the industry, and has seen demand and price increases in recent
years, with new unit capacity entering the market at sustainable levels. Management expects this growth in demand and
selling rate increases to continue over the next several years. The average length of stay is much longer in the Retirement
Centers, approximately five years in the rental communities, and approximately 12 years in the EF Communities. In addition,
the Company believes that many of its Retirement Centers benefit from significant barriers to entry from competitors,
including the significant cost and length of time to develop competitive communities, the difficulty in finding acceptable
development sites in the geographical areas in which the Company s Retirement Centers are located, and the length of time
and difficulty in developing strong competing reputations.

The Company earns its revenues primarily by providing housing and services to its residents. Approximately 88% of its
revenues come from private pay sources, meaning that residents or their families pay from their own funds (or from the
proceeds of their long-term care policies). All private pay residents are billed in advance for the next month s housing and
care. In addition, the Company receives revenues from the sale of entrance fee contracts at the Companys EF
Communities. While this cash is received at the time the resident moves in, the non-refundable portion of the entrance fee is
primarily recognized as income for financial reporting purposes over the actuarial life of the resident.
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The Company’s most significant expenses are:

e Community operating expenses — Labor and labor related expenses for community associates are approximately
60% of this line item. Other significant items in this category are food costs, property taxes, utility costs, marketing
costs and insurance. The Company increased its marketing expenditures in recent years in response to overcapacity
in the assisted living industry, and in response to general economic conditions during 2002 and early 2003.

e  General and adminjstrative — Labor costs are also the largest component for this category, comprising the home
office and regional staff supporting the communities. Other significant items are liability insurance and related
costs, travel, and legal and professional services. In response to higher liability insurance costs and deductibles in
recent years, and the inherent liability risk in providing personal and health-related services to seniors, the Company
has significantly increased its staff and resources involved in quality assurance, compliance and risk management.

e Lease expense — The Company’s lease expense has grown significantly over the past two years, as a result of the
large number of sale-leaseback transactions completed in connection with the 2002 Refinancing Plan, as well as
various 2003 transactions. The Company’s lease expense includes the rent expense for all operating leases, plus an
accrual for lease escalators in future years (the impact of these future escalators is spread evenly over the lease term
for financial reporting purposes).

e Depreciation and amortization expense — The Company incurs significant depreciation expense on its fixed assets
(primarily community buildings and equipment) and amortization expense related primarily to leasehold acquisition
costs.

e Interest expense — The Company’s interest expense is comprised of interest on its outstanding debt and capital
leases. The interest expense includes both the current cash portion (9.0%) and the accrued but deferred portion
(10.5%) of the 19.5% interest under the Mezzanine Loan.

Results of Operations

The Company’s results of operations in recent years should be considered in light of the following factors, some of which are
likely to influence the Company’s future operating results and financial outlook:

o Prior to the late 1990s, the Company exclusively owned and operated Retirement Centers.

o  The Company’s expansion into the assisted living market during the late 1990s (with most of its Free-standing ALs
opening during 1999 and 2000) resulted in large amounts of new debt and lease financing. While the assisted living
market grew rapidly during this period, an oversupply of new units caused slower than anticipated fill up times for
these communities, at lower than anticipated prices. Consequently, many of the Free-standing ALs incurred large
start-up losses beginning in 2000, and have taken longer than anticipated to reach stabilized occupancy levels.
Seventeen of the Free-standing ALs have not yet reached stabilized occupancy. As a result, the Company’s Free-
standing AL portfolio consumed the majority of the Company’s available cash over the past several years.

e The Company had over $370 million of current debt maturities during 2002, which was largely associated with the
development and financing of the Free-standing ALs, which were maturing at a time when the Free-standing ALs
were still filling up and producing weak operating results. In addition, the assisted living industry in general, was in
a weakened financial condition and many providers were insolvent. As a result, the Company had diminished access
to mortgage refinancings and other capital sources during this period.

s The Company completed the 2002 Refinancing Plan which included mortgage refinancings, a series of sale-
leaseback transactions (predominately on assisted living properties still in fill up stage), an exchange offer for its
maturing convertible debentures and the Mezzanine Loan.
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Many of these financing transactions resulted in large gains or losses to the Company. While the losses
immediately reduced the Company’s reported equity, approximately $93 million of gains on various sale-leaseback
transactions have been deferred and will be recognized over the terms of the subject leases.

Although the Company satisfied its 2003 current debt maturities through the 2002 Refinancing Plan, the Company
remains highly leveraged with substantial debt and lease obligations. The Company incurred additional debt and
lease obligations and most of them at increased interest rates, including the 19.5% interest rate (9% paid currently)
on the Mezzanine Loan.

The completion of the 2002 Refinancing Plan, however, allowed the Company to focus on improving operating
results and taking advantage of opportunities as they arise to reduce its cost of capital and its leverage. The
Retirement Centers are the Company’s largest segment and provide most of the community operating contribution.
This segment has experienced significant increases in revenue and community operating contribution during the
past three years, which the Company expects to continue.

While the Free-standing AL segment produced a positive community operating contribution for 2002, and greatly
increased operating contribution for 2003. The Company expects this trend to continue so long as market conditions
remain stable.

Segment Results

The Company operates in three business segments: Retirement Centers, Free-standing ALs, and Management Services.

The following table presents the number, total unit capacity and total ending and average occupancy percentages of the
Company’s communities by operating segment at December 31, 2003, 2002 and 2001.

Number of Communities / Ending Occupancy % / Awerage Occupancy% /
Total Ending Capacity Ending Occupied Units Average Occupied Units

December 31, December 31, Year ended December 31,
2003 2002 2001 2003 2002 2001 2003 2002 2001

Retirement Centers 27 26 25 94% 94% 94% 94% 94% 94%
8141 7,800 7,246 7,683 7343 6,829 7430 7,143 6,799

Free-standing ALs 33 33 32 83% 80% 63% 81% 73% 59%
304 2997 2906 2483 2395 1,831 2434 2,171 1,060

Management Services 5 6 8 97% 92% 90% 93% 89% 83%
1,801 2,092 2,624 1,741 1,920 2,351 1,840 2,056 3,094

Total 65 65 65 92% 91% 86% 91% 88% 85%
12,946 12,889 12,776 11,907 11,658 11,011 11,704 11,370 10,953

The Company measures the performance of its three business segments, in part, based upon the operating contribution
produced by these business segments. The Company computes operating contribution by deducting the operating expenses
associated with a segment from the revenues produced by that segment. The following table sets forth certain selected

financial and operating data on an operating segment basis'” (dollars in thousands).
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Years Ended December 31, 2003 vs, 2002 2002 vs. 2001

2003 2002 2001 Change % Change %0
Revenues: )
Retirement Centers $ 279,329 $ 255,562 $224,703 $ 23,767 93% $ 30,859 13.7%
Free-standing ALs (2) 78,491 66,067 29,217 12,424 18.8% 36,850 126.1%
Management Services 10,276 7,005 9,600 3,271 46.7% (2,595) (27.0%)
Total revenue $ 368,096 §$ 328,634 $ 263,520 $ 39,462 120% $ 65,114 24.7%
Retirement Centers
Ending occupied units 7,683 7,343 6,829 340 4.6% 514 7.5%
Ending occupancy % 94 % 94% 94% 0% 0%
Average occupied units 7,430 7,143 6,799 287 4.0% 344 5.1%
Average occupancy % 94% 94% 94% 0% 0%
Revenue per occupied unit (per month) $ 3,133 $ 2,981 $ 2,754 $ 151 51% 3 227 8.3%
Operating contribution per unit (per month) 1,040 955 949 85 8.9% 6 0.6%
Resident and healthcare revenue 279,329 255,562 224,703 23,767 9.3% 30,859 13.7%
Community operating expense 186,628 173,689 147,238 12,939 7.4% 26,451 18.0%
Community operating contribution (3) 92,701 81,873 77,465 10,828 13.2% 4,408 5.7%
Operating contribution margin (4) 33.2% 32.0% 34.5% 1.2% 3.6% (24%) (7.1%)
Free-standing ALs
Ending occupied units (5) 2,201 2,122 1,792 79 3.7% 330 18.4%
Ending occupancy % (5) 84% 81% 63% 3% 18%
Average occupied units (5) 2,150 1,934 904 216 11.2% 1,030 113.9%
Average occupancy % (5) 82% 74% 54% 8% 20%
Revenue per occupied unit $ 3,042 $ 2847 $ 2,693 3 196 69% 3 153 5.7%
Operating contribution (loss) per unit (per month) 631 271 (301) 359 132.5% 572 190.2%
Resident and healthcare revenue 78,491 66,067 29,217 12,424 18.8% 36,850 126.1%
Community operating expense 62,218 59,771 32,480 2,447 4.1% 27,291 84.0%
Community operating contribution (loss) (3) 16,273 6,296 (3,263) 9,977 158.5% 9,559 NM
Operating contribution (loss) margin (4) 20.7% 9.5% (11.2%) 11.2% 117.6% (20.7%) NM
Management services operating contribution $ 4771 % 1959 3 2,296 $ 2,812 143.5%  $ (337) (14.7%)
Total segment operating contributions 113,745 90,128 76,498 23,617 26.2% 13,630 17.8%
As a % of total revenue 30.9% 27.4% 29.0% 35% 12.7% (1.6%) (5.5%)
General and administrative $ 25410 $ 26,720 $ 29,297 $ (1,310) 49% $ (2,577 (8.8%)
Lease expense 47,095 71,569 35,367 (24,474) (34.2%) 36,202 102.4%
Depreciation and amortization 24,265 21,255 19,737 3,010 14.2% 1,518 7.7%
Amortization of leasehold costs 2,421 11,183 1,980 (8,762) (78.4%) 9,203 464.8%
Asset impairment - 4,011 6,343 (4,011) (100.0%) (2,332) (36.8%)
Operating income (loss) $ 14,554 $ (44,610) § (16,226) $ 59,164 NM  § (28,384) NM
D) Selected financial and operating data does notinclude anyinter-segment transations orallocated costs.
2) Freestanding ALrevenues represent the Company’s consolidated revenues forthe period throughout the yearthe communities were owned orleased.

The Companyacquired leasehold interests of 12 Free-standing ALs during 2001, o f which ten were acquired as of December 31, 2001 The results
ofthese communities are reflected in the Company's income statement from the date of acquisition and therefore, do notreflect a full yearof

operations until 2002.

3) Segment Operating Contribution is calculated by subtracting the segment operating expenses from the segment revenues.
) Segment Operating Contribution Margin is calculated by dividing the operating contribution of the segment by the respective segment revenues.
(5) Excludes two Free-standing ALs owned bythe Companythrough joint ventures. These joint ventures are notincluded in the consolidated Free-standing

ALsegmentresults since the Companydoes not own a majorityinterest. The netresults of thes joint ventures are accounted forusing the equity
method and are included in Otherincome (expense) in the consolidated statement of operations. Also excludes three communities which are

designated as held-for-sale. See note S to the consolidated financialstatements.

NM Not Meaningful
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Year Ended December 31, 2003 Compared with the Year Ended December 31, 2002
The highlights of the Company’s 2003 results of operations are as follows:

¢ The Free-standing ALs increased revenue and community operating contribution, primarily as a result of a 6.9%
increase in revenue per unit, as well as an increase in occupancy from 81% to 84% during the period from December
2002 to December 2003.

e  The increased revenue per unit in Free-standing ALs resulted primarily from selling rate increases, reduced discounting,
and turnover of units resulting in new residents paying higher current market rates. In addition, current resident
agreements contain annual rate increases (typically 2% to 4%). The increased amount of ancillary services including
therapy services, has also contributed to the increased revenue per unit.

¢  The Free-standing AL incremental increase in operating contribution as a percentage of revenue increase was 80% for
2003 versus 2002.

¢  While Free-standing AL results improved significantly, the Free-standing AL portfolio must continue to increase its
operating contribution margin in order for the Company to service its future debt service obligations and return to
profitability. The Company is focusing on increasing the Free-standing AL community operating contribution further
primarily by increasing occupancy above the current 84% level, and by increasing revenue per unit through price
increases, ancillary services, and turnover of units that are at lower rates. The Company believes that, absent unforeseen
market or pricing pressures, occupancy increases above 84% should produce high incremental community operating
contribution margins for this segment. The primary risk to improving occupancy in the Free-standing AL portfolio is
development of new unit capacity or renewed price discounting by competitors in the Company’s markets, which
would make it more difficult to fill vacant units and which could result in lower revenue per unit.

¢  Retirement Center community operating contribution increased significantly over the prior year, primarily as a result of
increased revenue per unit and occupancy increases. Revenues were up 9.3% in 2003 versus the prior year, community
operating expenses were up 7.4%, resulting in operating margins increasing from 32.0% to 33.2%, for the Company’s
largest segment.

e Revenue per unit increases at the Retirement Centers are primarily a result of increases to selling rates, increased
therapy and ancillary service billings, as well as annual billing rate increases to existing residents (typically 2%-4%
under most resident agreements). In addition, a significant component of the average revenue per unit increase is the
“mark-to-market” effect as a result of resident turnover. Since monthly rates for new residents (current market “selling
rates”) are generally higher than billing rates to current residents (since annual increases to billing rates are typically
capped in resident agreements), turnover typically results in a significantly increased monthly fee as a unit is rented to a
new resident. This mark-to-market increase is generally more significant in EF Communities due to much longer
average length of stay (12 years).

e  The operating contribution from the Management Services segment increased primarily as a result of improved results
at Freedom Square, the Company’s largest managed community.

e In September 2003, the Company completed a refinancing transaction that resulted in the repayment of approximately
40% of the Mezzanine Loan, reducing the balance at December 31, 2003 to $77.9 million. As a result, the Company
replaced a portion of the Mezzanine Loan with lower cost, longer term leases, reducing the Company’s overall cost of
capital and partially addressing 2007 debt maturities.

e  While the Company’s 2003 income statement shows significant improvement in operating income versus the prior year,

the Company continues to incur high costs related to interest and lease obligations, and incurred a net loss of $17.3
million, despite $23.2 million of gains on the sale of certain properties.
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During the fourth quarter of 2003 the Company reported a net loss of $6.7 million, which was not affected by any
significant gain on the sale of properties.

In order to reduce its loss and produce net income in the future, the Company is focusing primarily on reducing its debt
service costs and improving results in its Free-standing AL and Retirement Center segments, while controlling its
general and administrative costs. The Company must increase occupancy in its Free-standing AL segment, and
increase revenue per unit through increased rates and reduced discounting, while controlling its operating costs. The
Company intends to increase ancillary services and revenue per unit in its Retirement Center segment, increase
occupancy at selected communities, and control its operating costs, including labor, insurance and liability related costs.

Retirement Centers
Revenue - Retirement Center revenues were $279.3 million for the year ended December 31, 2003, compared to $255.6 million
for the year ended December 31, 2002, an increase of $23.8 million, or 9.3%, which was comprised of:

$15.1 million from increased revenue per occupied unit. This increase is made up primarily of selling rate increases
and increased ancillary services provided to residents (including a $4.7 million increase in therapy services). Rate
increases include the impact of increased Medicare reimbursement rates for skilled nursing and therapy, the mark-to-
market effect from turmover of residents (reselling these units at higher current selling rates) and annual increases in
monthly service fees from existing residents. The Company expects selling rates to new residents will continue to
increase during 2004, subject to market conditions.

$9.0 million from increased occupancy. The year to year increase in average occupancy was 287 units. This included
the partial year impact of converting two Alabama (Somerby) communities, which were previously managed, to a lease
during August 2003, and the change of the Parkplace community from owned to managed during September 2003.
Occupancy of the segment at December 31, 2003 was 94%. Any occupancy gains above this level should produce
significant incremental operating contributions. The Company is focused on maintaining this high level of occupancy
across the portfolio, and making incremental occupancy gains at three communities with recent expansions not yet
filled (65 units remain unfilled at these three communities at December 31, 2003) and at selected other communities
with below average occupancy levels.

($0.3) million of other net decreases, which is primarily a $1.1 million decrease from divestitures of certain home
health agencies, partially offset by other increases.

Community operating expenses — Retirement Center community operating expenses were $186.6 million for the year ended
December 31, 2003, compared to $173.7 million for the year ended December 31, 2002, an increase of $12.9 million, or
7.4%, which was comprised of:

$7.3 million of labor and related costs. This increase is primarily a result of wage rate increases for associates, as well
as approximately 600 additional employees, and the additional staffing costs of approximately $1.8 million supporting
the growth of the therapy services programs. The Company does not expect significant changes in staffing levels in this
segment, other than to support expansions or the growth of ancillary programs such as therapy. Wage rates of
associates are expected to increase each year, subject to market conditions.

$1.2 million of increased marketing costs. This increase is a resuit of expansions at three communities, and additional
marketing staff and other expenditures at selected communities.

$1.1 million of increased utility costs, including significant increases incurred at various communities in Texas.

$3.3 million of other year to year cost increases. This includes increases in insurance, food, property taxes, and other
property related costs.

Community operating contribution — Retirement Center operating contribution was $92.7 million for the year ended
December 31, 2003, compared to $81.9 million for the year ended December 31, 2002, an increase of $10.8 million, or

13.2%.

The operating contribution margin increased from 32.0% in 2002, to 33.2% in 2003, an increase of 1.2%. The 2001
margin of 34.5% decreased during 2002 primarily as a result of larger increases in labor and employee benefit costs,
as well as increased insurance and liability related costs.

The increased margin in 2003 primarily relates to continued operational improvements throughout the Retirement
Centers segment resulting from increased occupancy and revenue per occupied unit (including continued growth of
the therapy services program), and control of community operating expenses including labor, employee benefits and
insurance related costs.
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Free-standing ALs
Revenue - Free-standing AL revenues were $78.5 million for the year ended December 31, 2003, compared to $66.1 million
for the year ended December 31, 2002, an increase of $12.4 million, or 18.8%, which was comprised of:

$5.5 million from increased revenue per occupied unit. This increase includes the impact of price increases, reduced
discounting and promotional allowances, and the mark-to-market effect from turnover of residents (reselling these
units at higher current rates), and includes $1.7 million related to increased revenues from therapy services. The
Company will be focused on increasing revenue per occupied unit, subject to market constraints, through price
increases, as well as the mark-to-market turnover of residents with prior discounted rates, and an increase in
ancillary services such as therapy.

$6.9 million from increased occupancy. Occupancy increased from 81% at December 31, 2002 to 84% at
December 31, 2002, an increase of 3%. The Company is focused on continuing to increase the occupancy in the
Free-standing AL communities, and believes that over the long-term, this segment of the industry should be able to
achieve average occupancy levels at or near those achieved in the Retirement Center segment. The Company is
focused on increasing its number of move-ins, increasing average length of stay, and expanding its marketing
efforts and sales training in order to increase occupancy.

These amounts are net of the revenue and occupancy for three communities held-for-sale, which are included as a
component of discontinued operations and two Free-standing ALs owned through unconsolidated joint ventures.

Community operating expenses - Free-standing AL community operating expenses were $62.2 million for the year ended
December 31, 2003, compared to $59.8 million for the year ended December 31, 2002, an increase of $2.4 million or 4.1%,
which was comprised of:

$3.0 million of labor and labor related costs. This increase is primarily a result of wage rate increases for associates and
additional staffing costs of approximately $1.0 million supporting the growth of the therapy services programs. The
Company does not expect significant increases in staffing levels in this segment if occupancy levels increase over the
current 84%, since most communities are nearly fully staffed at current occupancy levels and accordingly, additional
occupancies will not result in a significant staffing need for the Company. However, growth of ancillary revenue
programs such as therapy may require additional staff to support incremental activity. Higher recruiting and retention
costs of gualified personnel increase expectations that of increased wage rates each year, subject to labor market
conditions.

$0.6 million of food costs, primarily as a result of increased occupancy. Food costs will continue to increase in
relation to occupancy.

($1.2) million of other net cost decreases. This includes decreased marketing expenses (as certain communities
reach stabilized occupancy levels), and various other cost decreases.

Community operating contribution — Free-standing AL operating contribution was $16.3 million for the year ended December
31, 2003, compared to $6.3 million for the year ended December 31, 2002, an increase of $10.0 million, or 159%.

The operating contribution margin increased from 9.5% in 2002, to 20.7% in 2003, an increase of 11.2%.

The increased margin in 2003 primarily relates to strong increases in revenue per occupied unit and some
occupancy increases, coupled with control of community operating expenses. The incremental increase in operating
contribution as a percentage of revenue increase was 80% for 2003 versus 2002.

The Company believes that, absent unforeseen cost pressures, revenue increases resulting from occupancy increases
should produce high incremental community operating contribution margins (as a percentage of sales increase) for this
segment.

Management Services Management services revenues and operating contribution were $4.8 million for the year ended
December 31, 2003, compared to $2.0 million for the year ended December 31, 2002, an increase of $2.8 million, or 144%.
The increase is primarily related to improved operating results at Freedom Square, a managed community in Florida.

General and Administrative, General and administrative expense was $25.4 million for the year ended December 31, 2003,
compared to $26.7 million for the year ended December 31, 2002, a decrease of $1.3 million, or 4.9%.

This decrease is related to lower consulting and legal costs versus costs incurred during 2002 related to
consummation of the transactions comprising the 2002 Refinancing Plan, offset by higher administrative costs
resulting from expanded compliance and regulatory requirements.

The Company’s accruals for costs under its self-insured medical plan was reduced in 2003 versus 2002, which was
partially offset by increased accruals for liability and workers compensation claims.
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General and administrative expense as a percentage of total consolidated revenues decreased to 6.9% for 2003 from
8.1% for 2002, a decrease of 1.2%.
The Company believes that measuring general and administrative expense as a percentage of total consolidated
revenues and combined revenues (including unconsolidated managed revenues) provides insight as to the level of
the Company’s overhead in relation to its total operating activities (including those that relate to management
services). General and administrative expense as a percentage of total combined revenues decreased to 5.7% from
6.5% for the year ended December 31, 2003 and 2002, respectively, calculated as follows:

Year ended December 31,

2003 2002
Total consolidated revenues $ 368,096 $ 328,634
Revenues of unconsolidated managed communities 80,970 85,253
Less management fees 4,771) (1,959
Total combined revenue $ 444295 3 411,928
Total general and administrative expense 3 25,410 $ 26,720
General and administrative expense as a % of total
consolidated revenues 6.9% 8.1%
General and administrative expense as a % of total
combined revenue 5.7% 6.5%

Lease Expense. Lease expense was $47.1 million for the year ended December 31, 2003, compared to $71.6 million for the
year ended December 31, 2002, a decrease of $24.5 million or 34%.

This decrease was primarily attributable to the additional lease expense of $30.8 million recorded during the year
ended December 31, 2002, related to residual value guarantees for the termination of certain synthetic leases on
various communities. As of December 31, 2002, the Company no longer operated any of its communities under
synthetic lease structures.

Excluding the synthetic lease expense, lease expense increased $6.3 million as a result of certain sale-leaseback
transactions completed in 2003 and 2002,

As a result of the sale-leaseback transactions completed in September 2003, three additional Retirement Centers are
now leased (versus owned) properties.

Net lease expense for the fourth quarter of 2003 was $14.9 million, which includes current lease payments of $16.2
million, plus accruals for future lease escalators of $1.2 million, net of the amortization of the deferred gain from
prior sale-leasebacks of $2.5 million.

Absent any additional refinancing or transactional activity, net lease expense is expected to continue during the
upcoming year at a level similar to the fourth quarter of 2003 ($14.9 million).

As of December 31, 2003, the Company had operating leases for 32 of its communities, including 18 Retirement
Centers and 14 Free-standing ALs.

Depreciation and Amortization. Depreciation and amortization expense was $24.3 million for the year ended December 31,
2003, compared to $21.3 million for the year ended December 31, 2002, an increase of $3.0 million, or 14.2%. The increase
was primarily related to increased depreciable assets during the second half of 2002 mainly due to the addition of assets from
leasehold acquisitions, offset by the $92.0 million reduction in depreciable assets from the September 23, 2003 transactions.
Assuming asset balances are maintained, depreciation and amortization expense is expected to average amounts similar to
the fourth quarter of 2003, which was $5.5 million.

Amortization of Leasehold Acquisition Costs. Amortization of leasehold acquisition costs was $2.4 million for the year
ended December 31, 2003, compared to $11.2 million for the year ended December 31, 2002, a decrease of $8.8 million. The
2002 amortization costs included $8.8 million of accelerated amortization of leasehold acquisition costs related to the
termination of synthetic leases.
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Interest Expense. Interest expense was $50.4 million for the year ended December 31, 2003, compared to $46.3 million for
the year ended December 31, 2002, an increase of $4.1 million, or 8.9%.
e This increase was primarily attributable to higher average cost of debt as a result of various refinancing transactions
completed during 2002.
e These amounts include the deferred interest on the HCPI loan (Mezzanine Loan) completed in September 2002,
which is not paid until maturity. This Mezzanine Loan impacts all of 2003, but only the fourth quarter of 2002.
e  As aresult of the transactions completed September 23, 2003, the Company repaid $112.8 million of first mortgage
debt, and $51.8 million of the Mezzanine Loan.
s At December 31, 2003, the Mezzanine Loan balance was $77.9 million. The Mezzanine Loan matures September
2007, with the possibility of prepayment (without penalty) beginning in September 2005.
¢ Interest expense for the fourth quarter of 2003 was $9.2 million. This amount includes $3.8 million of interest
expense on the Mezzanine Loan (of which $2.0 is deferred and paid at maturity).
e Absent any additional refinancing, transactional activity, or increase in the interest rates of variable rate debt,
interest expense is expected to continue during the upcoming year at levels slightly below the fourth quarter of
2003.

Other Income (Expense).

e QGain of the sale of assets for the year ended December 31, 2003 was $23.2 million. This gain resulted primarily
from the sale of a Retirement Center during September 2003. See Note 10 to the consolidated financial statements.

e Interest income was $2.7 million for the year ended December 31, 2003, compared to $4.9 million for the year
ended December 31, 2002, a decrease of $2.2 million, or 45%. The decrease in interest income was primarily
attributable to reduced amounts of certificates of deposit and notes receivable balances associated with certain
terminated leasing transactions, as well as lower interest rates. Assuming rates are consistent, and balance
requirements are maintained, interest income is expected to average amounts similar to the fourth quarter 2003
amount of $489,000.

Income Taxes. The provision for income taxes was an expense of $2.7 million for the year ended December 31, 2003, and
$487,000 for the year ended December 31, 2002, an increase of $2.2 million. These taxes are largely the result of gains
recognized with the September 2003 sale and sale lease-back transactions. The Company has recorded a valuation allowance
against federal and state net operating loss carryovers as well as other deferred tax assets. This valuation allowance is based
on the uncertainty that the value of certain deferred tax assets will be realized.

Minority Interest in Earnings of Consolidated Subsidiaries, Net of Tax. Minority inter