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Kindred Healthcare

Initiating Credit Coverage with Overweight; Buy on the
8-1/4% Notes

* Kindred Healthcare (KND) is one of the largest healthcare service
providers, with LTM revenues of $6.1 billion. Two things have
historically made it a difficult credit for many investors. First, about
half of its revenues are obtained from long term acute care (LTAC)
hospitals, the reimbursement of which Medicare has long supgested
should change. Second, a sale-leaseback many years ago means KND
has *double leverage” via unusually high rents.

* We think it’s a good time to Owverweight Kindred. Most
importantly, it seems KND will not have to contend with any
transformative changes to Medicare reimbursement for the next several
years. Medicare took skilled nursing (SNF) payments down sharply a
vear ago, and it has delayed the 253% rule for LTACSs an additional year
to 2013, “pending results of an on-going research initiative to re-define
the role of LTCHs in the Medicare program.” Visibility of 2013 is
reasonable, helped by preliminary guidance this month. FCF looks to
be adequate, albeit sensitive to small changes in margins.

+ Management wants to increase the percent of assets it owns vs.
leases. After some back and forth with Ventas, its largest landlord,
KND now plans to let the leases lapse for 54 SNFs with annual
revenues of approximately %550 million. These are generally older
assets (average age of 41 years). Between below-average margins and
capex required for upkeep the FCF impact of this shrinkage should be
minimal.

+ KND 8-1/4% have underperformed since issued in May 2011.
Bonds are a little below par while the market and single-Bs have
tightened 40bps and 60bps, respectively. But now that we have
anniversaried a full vear of lower SNF payments and CMS has said it
will review patient criteria, business risk seems much reduced.

* We initiate credit coverage with an Overweight rating on Kindred
and a Buy on the 8-1/4% unsecured notes.

Table 1: KND Bond

Market Data as of 26-Sep-12
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Company Background

Kindred Healthcare (KND) is a post acute care provider, with LTM revenues of
£6.1 billion and Adjusted EBITDAR of 3846 million. KND acquired RehabCare in
June 2011 for 51.3 billion, and obtained 32 long term acute care hospitals, five
mpatient rehabilitation facilities, approximately 1,200 rehabilitation therapy sites of
service, and 102 hospital-based mpatient rehabilitation umits.

The company’s strategy 1s focused on the development of cluster market service
offerings across the U.S., providing care across the post acute care spectrum, from
the highest acute (LTACS) to the lowest acute (home health). Today, KND has 15
cluster markets and has three potential cluster markets.

Figure 1: KND Geographic Footprint and Cluster Markets
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Source: Company reporis.
The company has five reportable segments, including the tollowing:

+ Hospitals — Consists of the company’s long-term acute care hospitals as well as
its inpatient rehabilitation facilities. As of June 30, 2012, the company operated
118 LTAC hospitals and six IRFs in 26 states. In May, the company renewed (for
10 years) a lease (with Ventas) for 10 LTAC hospitals that was set to expire in
April 2013, These LTACs generated 5276 million in revenues for FY 2011.
Revenues and EBITDAR (pre-corp) for the last 12 months were 52.9 billion and
3573 milhon for this division.

* Nursing Center (SNFs) — Consists of the company s transitional care, nursing
and rehabilitation, and skilled nursing centers. As of June 30, 2012, the company
operated 224 SNFs, and six assisted living facilities in 27 states. In February, the
company decided not to renew leases for 54 of its SNFs, which generated
approximately £550 million in revenues for FY 201 1. The current lease expires in
April 2013 (though the company has provided Ventas additional flexibility with
accelerating the transter of those assets to new operators). Revenues and
EBITDAR (pre-corp) for the last 12 months were $2.2 billion and $294 million
for this division.
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+ Rehabilitation (RehabCare) — Consists of the company’s contract therapy
services in hospitals and long-term care settings. Revenues and EBITDAR (pre-
corp) for the last 12 months were $969 million and $142 million.

* Home Health and Hospice (PeopleFirst) = Provides the aforementioned
services from 52 locations in eight states under the “PeopleFirst”™ brand. The
company has been keenly focused on expanding these capabilities. Revenues and
EBITDAR {pre-corp) for the last 12 months were 399 million and 39 million.

Figure 2: Revenue Mix
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Source: Company raporis.

The hospital segment is higher-margined than the other segments, highlighting that
LTAC business conditions are still the number one driver of results.
Figure 3: EEITDAR (Pre-Corporate) Mix
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Orver 60% of the company’s revenues are exposed to government reimbursement,
which has been under increased scrutiny (see Recent Credit Profile below). Note that
the “Business-to-Business™ payor below 1s from the company s rehabilitation
division {contract therapy services).
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Figure 4: Payor Mix
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History — Separation from Ventas
+ 985 Company was founded as Vencare Ine, an operator of LTACHs.

+ [989: Company went public and changed its name to Vencor, Inc (based on its
carly focus on ventilator-dependent patients).

1995 Vencor made a $1.6 bilhon acquisition to acquire Hillhaven Corporation,
an operator of more than 300 SNFs.

+ 1997 Balanced Budget Act changes SNF reimbursement from cost-plus to a
prospective payment schedule (PPS) leading to uncertainty in future margins.

* 1998 Vencor split into two companies, in an attempt to unlock shareholder value
by “REIT-ing” the company. Ventas, which took with it the real estate assets,
became a REIT and Vencor become the operating company.

1999 The decline in SNF payment rates excecded management’s expectations,
and cost-save opportunities turned out to be lower. Vencor filed for Chapter 11
bankruptcy protection, but got about a 20% rent reduction from VTR to reflect
the non-arm’s length nature of the original lease arrangement.

As part of the bankruptey reorgamzation, Vencor changed its name to Kindred
Healtheare.

Recent Credit Profile

CMS Rate Reduction for SNFs

In July 2011, CMS announced the final SNF rates for FY 2012, an average 11.1%
reduction for all SNFs. This rate correction was made to address the spike in
reimbursement associated with the introduction of the RUGS-IV ( Resource
Utilization Groups Version 4) payment schedule. Under the new payment system, the
government saw a significant increase in reimbursement, due to a shift in utilization
among the therapy modes under the new RUGS-IV that differed significantly from
CMS projections. As a result, CMS decided to implement a correction for fiscal
2012,

Following the cut, KND appeared to have underestimated the impact over the course
of several quarters, increasing the annual revenue impact estimate (to both its SNF
and contract therapy businesses) from the midpoint of $102 milhon in August 2011
to 5150 million in February 2012,

EFTA01108673



David Common, CFA

Morth America Credit Research J‘HMDrgan

27 September 2012

Diespite underestimating the revenue headwind, it has been largely offset by cost
savings. While management had first anticipated 555 million in synergies for 2012
associated with the RehabCare acquisition, the company has since realized

570 million through 2012, Further, the company expects to realize $50-555 million
in cost savings from SG&A reductions over the course of 2012, Management expects
40312 to be the first quarter where the full impact of the RehabCare synergies and the
SG&A reductions will be evident.

RehabCare Acquisition

END acquired RehabCare in June 2011 for 51.3 billion (about 8x pre-synergies
EBITDA), and obtained 32 long term acute care hospitals, five inpatient
rehabilitation facilities, approximately 1,200 rehabilitation therapy sites of service,
and 102 hospital-based inpatient rehabilitation unites. As noted above, while
management had first anticipated 555 million in synergies for 2012 associated with
the RehabCare acquisition, the company has since realized 570 million through
2012

Future Credit Profile

Acquisition Growth

The company plans to “aggressively” expand home health and hospice services in its
cluster markets, services that management sees as “higher-margin growth business.”
Today, the business is at about a $200 million run rate (post recent acquisitions
including IntegraCare discussed below), As KND recently indicated, organic growth
rates in home health and hospice are in the 6%-8% range, compared to 2%-3% in
LTACHSs, and about flat in SNFs. The higher growth rates, in conjunction with the
company focused on delivering care across the post acute care continuum, will likely
lead to significant expansion in home health and hospice, resulting in a change to the
revenue mix in the future. KND expects to be able to grow the home health and
hospice business organically (including de novos) by approximately 10% a year, with
an additional 575-5100 million of growth per year via acquisitions.

Earlier this month, KND acquired IntegraCare, a home health and hospice provider
predominantly located in northern Texas, for 871 million (1.0x% revenues) plus a
possible 54 million cash carn-out. The company generates $71 million in revenues
and EBITDA of approximately $9 million. Management expects additional organic
growth opportunities through expansion into KNDs existing Houston market. Paul
Diaz indicated at a recent investor conference that he would like to make five more
deals like IntegraCare over the next |8 months.

LTACHs Get Relief

In August, CMS announced the final rates for LTACHs, resulting in a +1.7% update
for fiscal 2013, KND management indicated that the net effect (before sequestration)
for the company will be a “slight™ decline in reimbursement for its facilities.

In any case, these rates and the one-year extension of the 25% rule appeared to
positively surprise many investors, with KND's equity rising 19% on the day after
the proposal in April. Earlier this year, MedPAC recommended no update in rates,
with many investors fearing the possibility of CMS incorporating the full impact of
budget nentrality (3.9% cut that was set to go into effect in calendar year 2013), and
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the expiration of the very short stay outhier and 25% rule moratoria. Ultimately, the
following 1s the final update for fiscal 2013

s | 3% budget neutrality phase-in (3.75% over three years).

s A payment reduction for very short stay outliers of 0.5%.

s (ne-year extension of the 25% rule, “pending results of an on-going research
mitiative to re-define the role of LTCHs in the Medicare program.™

The announcement of a 1.7% net increase for LTACHs is a win for the industry, as
the outcome was arguably at least a 6% swing, from the context of what the rate
could have been with the full impact of budget neutrality in place. Furthermore, the
delay in the 25% rule is a positive for those with significant exposure to hospital-in-
hospital (HIH) facilities, the full impact of which {while challenging to estimate
given the number of assumptions) could be in the $50 million context for some of the
HIH operators, but the impact to KND would likely be materially lower.

It's also possible that the 25% rule could be eliminated in entirety. CMS states that it
has delayed the rule “pending results of an on-going research initiative to re-define
the role of LTCHs in the Medicare program.”™ We believe that this research initiative
is likely referring to patient criteria. Our sense was that industry-sponsored “eriteria’
had been sufficiently diluted that they came nowhere near CBO's score of the cost to
replace. But even if we don't know the details, the fact that CMS 15 considering this
i a win in itself for the industry. As discussed at an investor presentation earlier this
month, KND believes the eriteria bill will score 5500 million to 31 ballion in savings.
With the upeoming election taking center stage, we figured “eriteria” would only
have an opportunity for inclusion in Congress’s “lame duck™ session.

Real Estate — More Ownership, Less Leasing

In recent years, KND has developed a greater interest in developing its asset base,
reacquiring leased assets when compelling value propositions present themselves. As
noted by management this month, the company has purchased previously leased real
estate for approximately $76 million, which includes three LTACHs. Eecently,
management has addressed its view on acquiring real estate, which per the figure
below, is the most expensive decision with respect to capital allocation. Given this
and the other materially more accretive opportunities, we would expect the company
to focus less on repurchasing its rented assets and continue to build out its franchises
(especially home health and hospice; see low multiple and high EPS aceretion;
further discussed above).
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Figure 5: KND's Capital Investment Opportunity Set
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SNF Divestitures

As mentioned above, in February, the company decided not to renew rental contracts
tor 54 of its SNFs, which generated approximately $550 million in revenues for FY
2011. The current contract for these facilities expires in April 2013 (though the
company has provided Ventas additional flexibility with accelerating the transter of
those assets to new operators).

2013 Guidance

Earlier this month, KND reaffirmed 2012 guidance and introduced preliminary
guidance for 2013, Please see the guidance below:

Table 2: KND Guidance

012 2013
Lenim (ax — EPS) Updatad Pravioiis New
Revanues 6.2 billion Mo change 5.9 billion
EBITDAR HEE o BB Mo change B0G 1o B25
Rent 432 Mo change 384
D&A 2 Mo change 190
Interast Exp. 107 o change 110
ERS 1.35 o 1.55 per shara Mo change 1.20 to 1.40 per share
CF from Ops. 260 to 280 24010 260 23010 250
Rouline Capex 135 to 145 12510 135 1800 130
Digeretionary FCF BS ks 90 No change 90

Source: Company raporis.

The guidance for 2013 assumes a reduction in revenues due to Medicare
reimbursement rate reductions of $90-5100 million {due to LTACH budget neutrality
phase-in and sequestration). We would expect sequestration and budget neutrality to
result in revenue reductions of approximately 565 million and 330 million,
respectively. Further, it assumes that the results of the 534 SNFs (whose rental
agreements expire in April 2013 and are not being renewed) are classified as
discontinued operations as of January 1, 2013,
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Kindred Healthcare, Inc.

KND
FINANCIAL SUMMARY i§ mn)
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please contact your 1.P. Morgan Representative or visit the OCC's website at http2\www.optionsclearing_com/publications risks/riskstoc. pdf

Legal Entities Disclosures

U5z IPMS is a member of NYSE, FINRA, SIPC and the KFA. JPMorgan Chase Bank, N.A. is a member of FDIC and is authorized and regulated in the
UK by the Financial Services Authority. U.K.: 1.P. Morgan Securitics ple (JPMS3 ple) is a member of the London Stock Exchange and is authorized and
regulated by the Financial Services Authority. Registered in England & Wales No. 2711006, Registered Office 25 Bank Street, London, E14 51P. South
Africa: 1.P. Morgan Equitics Limited is a member of the Johannesburg Securitics Exchange and is regulated by the F53B. Hong Kong: J.P. Morgan
Securities (Asia Pacitic) Limited (CE number AAJI21) is regulated by the Hong Kong Monetary Authority and the Securitics and Futures Comimission in
Hong Kong. Korea: J.P. Morgan Sccurities (Far East) Ltd, Seoul Branch, is regulated by the Borea Financial Supervisory Service. Australia: 1.P. Morgan
Australia Limited ( ABN 52 002 888 01 1/ AFS Licence No: 238188) is regulated by ASIC and J.P. Morgan Securities Australia Limited (ABN 61 003 245
234/AFS Licence Mo: 238066]) is a Market Participant with the ASX and regulated by ASIC. Taiwan: I.P Morgan Securities {Taiwan) Limited is a
participant of the Tarwan Stock Exchange (company-type) and regulated by the Taiwan Securities and Futures Bureau. Indiaz J.P. Morgan India Private
Lirnited, having its registered office at 1.P. Morgan Tower, Off. C.5.T. Road, Kalina, Santacruz East, Mumbai - 400095, is a member of the National Stock
Exchange of India Limited (SEBI Registration Mumber - INB 230675231/ INF 23067523 'INE 230675231 ) and Bombay Stock Exchange Limited (SEBI
Registration Kumber - INB 01067523 7/NF 010675237) and is regulated by Securities and Exchange Board of India. Thailand: IPMorgan Securities
{Thailand) Limited is a member of the Stock Exchange of Thailand and is regulated by the Ministry of Finance and the Securities and Exchange
Commission. Indonesia: PT 1.P. Morgan Secunties Indonesia is a member of the Indonesia Stock Exchange and is regulated by the BAPEPAM LK.
Philippimes: 1.P. Morgan Securitics Philippines Inc. is a member of the Philippine Stock Exchange and is regulated by the Securities and Exchange
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Commission. Brazil: Banco 1.P. Morgan 8 A is regulated by the Comissas de Valores Mobiliarios (CWVM) and by the Central Bank of Brazil. Mexico: 1.P.
Morgan Casa de Bolsa, 5.A. de C.V., 1L.P. Morgan Grupo Financiero 15 a member of the Mexican Stock Exchange and authorized to act as a broker dealer
by the Mational Banking and Securities Exchange Commission. Singapore: This material 15 issued and distnbuted in Singapore by 1.P. Morgan Securities
Singapore Private Limited (JPMS5) [MICA (P) OE#/04/2012 and Co. Reg. No.: 199405335R ] which is a member of the Singapore Exchange Securities
Trading Limited and is regulated by the Monetary Authority of Singapore (MAS) and/or JPMorgan Chase Bank, M A, Singapore branch (JPMCB
Singapore) which is regulated by the MAS. Malaysia: This material is issued and dismbuted in Malaysia by JPMorgan Securities (Malaysia) Sdn Bhd
{18 146-X) which 15 a Participating Organization of Bursa Malaysia Berhad and a holder of Capital Markets Services License issued by the Securitics
Commission in Malaysia. Pakistan: J. P. Morgan Pakistan Broking {(Pvi) Litd is a member of the Karachi Stock Exchange and regulated by the Securities
and Exchange Commission of Pakistan. Sandi Arabia: 1.P. Morgan Saudi Arabia Lud. 15 authorized by the Capital Market Authority of the Kingdom of
Saudi Arabia (CMA) to carry out dealing as an agent, arranging, advising and custody, with respect to secunties business under licence number 3507079
and its registered address is at Bth Floor, Al-Faisalivah Tower, King Fahad Road, P.O. Box 51907, Rivadh 11553, Kmgdom of Saudi Arabia. Dubai:
JPMorgan Chase Bank, N.A_, Dubai Branch is regulated by the Dubai Financial Services Authority (DFSA) and its registered address is Dubai
Intermational Financial Centre - Building 3, Level 7, PO Box 506551, Dubai, UAE.

Country and Region Specific Disclosures

U.K. and European Economic Area (EEA): Unless specified to the contrary, issued and approved for distmbution in the UK. and the EEA by JPMS plc.
Investment research issued by JPMS plc has been prepared in accordance with JPMS ple's policies for managing conflicts of interest arising as a result of
publication and distrnbution of investment research. Many European regulators reguire a firm to establish, implement and maintain such a policy. This
report has been issued in the UKL only to persons of a kind described in Article 19 (5), 38, 47 and 49 of the Financial Scrvices and Markets Act 2000
{Financial Promotion) Order 2005 (all such persons being referred to as "relevant persons™). This document must not be acted on or relied on by persons
whir are not relevant persons. Any investment or investment activity to which this document relates is only available to relevant persons and will be
engaged in only with relevant persons. In other EEA countries, the report has been issued to persons regarded as professional investors (or equivalent) in
their home jurisdiction. Australia: This matenal 15 issued and distributed by JPMSAL in Australia to "wholesale clients™ only. JPMSAL does not issue or
distribute this material to "retail clients”. The recipient of this material must not distribute it to any third party or outside Australia without the prior written
consent of JPMSAL. For the purposes of this paragraph the terms "whaolesale client” and "retail client” have the meanings given to them in section 7610 of
the Corporations Act 2001, Germany: This material is distributed in Germany by 1.P. Morgan Secunties ple, Frankfurt Branch and 1.P Morgan Chase
Bank, N.A_, Frankfurt Branch which are regulated by the Bundesanstalt fiir Finanzdienstleistungsaufsicht. Hong Kong: The 1% ownership disclosure as of
the previous month end satisfies the requirements under Paragraph 16.5(a) of the Hong Kong Code of Conduct for Persons Licensed by or Registered with
the Securities and Futures Commission. (For rescarch published within the first ten days of the month, the disclosure may be based on the month end data
from two months prior.) 1LP. Morgan Broking (Hong Kong) Limited 15 the liguidity provider/market maker for derivative warrants, callable bull bear
contracts and stock options listed on the Stock Exchange of Hong Kong Limited. An updated list can be found on HKEx website: hitp:/fwww_hkex.com hk.
Japan: There is a risk that a loss may occur due to a change in the price of the shares in the case of share trading, and that a loss may occur due to the
exchange rate in the case of foreign share trading. In the case of share trading, JPMorgan Securities Japan Co., Lid., will be receiving a brokerage fee and
consumption tax {shouhizei) calculated by multiplying the executed price by the commission rate which was individually agreed between JPMorgan
Securities Japan Co., Lid., and the customer in advance. Financial Instruments Firms: JPMorgan Securities Japan Co., Ltd., Kanio Local Finance Bureau
{kinsho) Mo. 82 Participating Association / Japan Securities Dealers Association, The Financial Futures Association of Japan, Type [1 Financial
Instruments Firms Association and Japan Investment Advisers Association. Korea: This report may have been edited or contributed to from time to time
by aftiliates of 1P Morgan Secunties (Far East) Lid, Seoul Branch. Simgapore: JPMSS and’or its aftiliates may have a holding in any of the secunties
discussed in this report; for securities where the holding is 1% or greater, the specific holding is disclosed in the Important Disclosures section above.
India: For private circulation only, not tor sale. Pakistan: For private circulation only, not for sale. Mew Zealamd: This matenal is issued and distributed
by JPMEAL in New Zealand only to persons whose principal business is the investment of money or who, in the course of and for the purposes of their
business, habitually invest money. IPMSAL does not issue or distribute this material to members of "the public” as determined in accordance with section
3 of the Securities Act 1978, The recipient of this matenal must not distnbute it to any third party or outside Mew Zealand without the prior written consent
of IPMSAL. Canada: The information contained herein is not, and under no circumstances is to be construed as, a prospectus, an advertisement, a public
offening, an offer to sell secunities descnibed herein, or solicitation of an offer to buy securities described herein, in Canada or any province or territory
thereof. Any offer or sale of the sccurities described herein in Canada will be made only under an exemption from the requirements to file a prospectus
with the relevant Canadian secunties regulators and only by a dealer properly registered under applicable securities laws or, alicmatively, pursuant to an
exemption from the dealer registration requirement in the relevant province or territory of Canada in which such offer or sale 15 made. The information
contained herein is under no circumstances to be construed as investment advice in any province or territory of Canada and is not tailored to the needs of
the recipient. To the extent that the intformation contained herein references securitics of an 1ssuer incorporated, formed or created under the laws of
Canada or a provinee or territory of Canada, any trades in swch securities must be conducted through a dealer registered in Canada. No securities
commission or similar regulatory authonty mn Canada has reviewed or in any way passed judgment upon these materials, the information contained herein
ar the merits of the securities described herein, and any representation to the contrary is an offence. Dubai: This report has been issued to persons regarded
as professional clients as defined under the DFSA rules.

Gemeral: Additional information is available upon request. Information has been obtained from sources believed to be reliable but JPMorgan Chase & Co.
ar its affiliates and/or subsidianies {collectively I.P. Morgan) do not warrant its completeness or accuracy except with respect fo any disclosures relative to
JPMS and'or its affiliates and the analyst's involvernent with the issuer that is the subject of the research. All pricing is as of the close of market for the
securities discussed, unless otherwise stated. Opinions and estimates constitute our judgment as of the date of this material and are subject to change
without notice. Past performance is not indicative of future results. This material is not intended as an offer or solicitation for the purchase or zale of any
financial instrument. The opinions and recommendations herein do not take inte account individwal client circumstances, objectives, or needs and are not
intended as recommendations of particular securities, financial instruments or strategics to particular clients. The recipient of this repont must make its own
independent decisions regarding any securitics or financial instruments mentioned herein. JPME distributes in the U8, rescarch published by non-TL8.
affiliates and accepis responsibility for its contents. Penodic updates may be provided on companies/industries based on company specific developments or
announcements, market conditions or any other publicly available information. Clients should contact analysts and execute transactions through a 1.P.
Morgan subsidiary or affiliate in their home junsdiction unless governing law permits otherwise.

"(rher Disclosures™ last revised August 25, 2002,

EFTA01108680



David Common, CFA North America Credit Research / T
{ 27 September 2012 J.H.\](]Fg__'ﬂﬂ

Copyright 2012 JPMorgan Chase & Co. All rights reserved. This report or any portion hereof may not be reprinted, sold or
redistributed without the written consent of I.P. Morgan.

EFTA01108681



