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PART I

Unless the context otherwise requires, all refevences in this Annual Report on Form 10-K to "Psychiatric Solutions, " “'the Company,”
“we," “us” or “our” mean Psychiatric Solutions, Inc. and its consolidated subsidiaries and all shares and per share amounts have been

adjusted to reflect a 2-for-1 stock split that was effected on January 9, 2006.

Item 1. Business
Overview

We are a Icading provider of inpatient behavioral health care services in the United Statcs. We operate 90 inpaticnt behavioral health care
facilitics with morc than 10,000 beds in 31 states, Puerto Rico, and the U.S. Virgin Islands. We gencrated revenue of approximately
$1.5 billion and $1.0 billion, respectivcly, for the ycars ended December 31, 2007 and 2006. We believe that our primary focus on the
provision of inpatient behavioral health carc services allows us to opcrate more efficiently and provide higher quality care than our compctitors.

Our inpatient behavioral health care facilities accounted for 91.6% of our revenue for the year ended December 31, 2007. These inpatient
facilities offer a wide range of inpatient behavioral health care scrvices for children, adolescents and adults. We offer these services through a
combination of acute inpatient behavioral facilities and residential treatment centers (“RTCs™). Our acute inpatient behavioral facilities provide
the most intensive level of care, including 24-hour skilled nursing observation and care, daily interventions and oversight by a psychiatrist and
intensive, highly coordinated treatment by a physician-led team of mental health professionals. Our RTCs offer longer term treatment programs
primarily for children and adolescents with long-standing chronic behavioral health problems. Qur RTCs provide physician-led, multi-
disciplinary trcatments that address the overall medical, psychiatric, social and academic needs of the paticnts.

Other behavioral health care services accounted for 8.4% of our revenue for the year ended December 31, 2007. This portion of our business
primarily consists of our contract managcment and employee assistance program (“EAP”) businesses. Qur contract management business
involves the development, organization and management of behavioral health care programs within medical/surgical hospitals. Our EAP
business contracts with employers to assist cmployces and their dependents with resolution of behavioral conditions or other personal concerns.

Psychiatrie Solutions was incorporated in the State of Delawarc in 1988. Our principal executive offices are located at 6640 Carothers
Parkway, Suite 500, Franklin, Tennessee 37067. Our telephone number is (615) 31 2-5700. Information about Psychiatric Solutions and our
filings with the Sccuritics and Exchange Commission can be found at our website at www. psysolutions.com .

Recent Development

On May 31, 2007, we completed the acquisition of Horizon Health Corporation (“Horizon Health™), a provider of behavioral health care
services, for $426.7 million in cash and the assumption of a mortgage loan of approximately $7.0 million. Prior to this acquisition, Horizon
Health’s common shares werc traded on The NASDAQ Global Select Market under the ticker symbol “HORC”. We also repurchased, in a
tender offer, substantially all of our 10 5/ g% Senior Subordinated Notes duc 2013 (the “10 5/ g% Notes™). These transactions were financed
with an additional $225. million of term loans pursuant to our senior sccured credit facility and the net proceeds of our offering of $250 million
of 73/ 4% Senior Subordinated Notes duc 2015 (the “7 3/ 4 % Notcs™). In conncction with these financing transactions, we recorded a loss of
$8.2 million, which consists primarily of the amount above par value paid to repurchase our 10 /3% Notes, the write-off of capitalized
financing costs associated with our 10 3/ 8% Notes and the amount paid to exit our interest rate swap agreements associated with our 105/5%
Notes.

Our Industry

According to the most recent data available from the National Association of Psychiatric Health Systems’ 2005 Annual Survey, an
estimated 26% of the U.S. general population suffers from a diagnosable mental disorder in a given year. Based on the 2000 U.S, census issued
in 2002, this figurc translates to approximately 73 million Americans.

The behavioral health carc industry is extremely fragmented with only a few large national providers. During the 1990s, the behavioral
health carc industry experienced a significant contraction following a long period of growth. The reduction was largely driven by third-party
payors who decreased reimbursement, implemented more stringent admission criteria and decrcased the authorized length of stay. We believe
this reduced capacity has resulted in an underserved paticnt population.

Reduced capacity, mental health parity legislation, and increased demand for behavioral health care services have resulted in favorable
industry fundamentals over the last scveral years. Behavioral health care providers have enjoyed significant improvement in reimbursement
raies, increased admissions and stabilized lengths of stay. According to the National Association of Psychiatric Health Systems, payments for
the inpatient carc of behavioral health and addictive disorders have increased nationwide. Inpaticnt admissions increascd approximately 0.6%
from 2004 to 2005, whilc the average occupancy rates decreased to approximately 73% for 2005 from approximately 74% for 2004, primarily
due to a 5% increase in total licensed beds driven by expansions of existing facilities.
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Following a rapid dccrease during the early 1990s, inpatient average length of stay stabilized between 9 and 1] days fram 1997 to 2005. In
2005, the inpatient avcrage length of stay was 9.6 days. The avcrage inpatient net revenue per day increased from $537 in 2003 to $576 in
2004. The average RTC net revenue per day increased from $310 in 2004 to $332 in 2005 for freestanding RTC facilitics. The average number
of admissions for freestanding RTC facilities was 165 for 2004. Total paticnt days of care increased 3.5% from 2004 to 2005 in RTC facilitics,
with an average length of stay of 177 days in 2005.

Our Competitive Strengths

We belicve the following competitive strengths contribute to our strong market share in each of our markets and will cnable us to continue
to successfully grow our business and increase our profitability:

Singular focus on behavioral health care — We focus primarily on the provision of inpatient bchavioral health care services. We

belicve this allows us to operate more efficiently and provide higher quality care than our competitors. In addition, we belicve our
focus and reputation have helped us to develop important relationships and extensive referral networks within our markets and to

attract and retain qualified behavioral health care professionals.

Strong and sustainable market position — Our inpatient facilitics have an cstablished presence in each of our markets, and many of
our owncd and Icased inpaticnt facilities have the leading market share in their respective service areas. We believe that the
rclationships and referral networks we have established will further enhance our presence within our markets. In addition, many of the
states in which we operate require a certificatc of need to open a behavioral health care facility, which may be difficult to obtain and

may further preclude new market participants.

Demonstrated ability to identify and integrate acquisitions — We attribute part of our success in integrating acquired inpatient
facilitics to our rigorous due diligence review of thesc facilities prior to completing the acquisitions as well as our ability to retain key
employecs at the acquired facilities. We employ a disciplincd acquisition strategy that is based on defined criteria including quality of |
service, return on invested capital and strategic benefits. We also have a comprehensive post-acquisition strategic plan to facilitate the
integration of acquired facilities that includes improving facility operations, retaining and recruiting psychiatrists and expanding the
breadth of services offered by the facilities.

Diversified payor mix and revenue base — As we have grown our business, we have focused on diversifying our sources of revenue.,
For the year ended December 31, 2007, we received 32% of our revenue from Medicaid, 13% from Medicare, 33% from HMO/PPO,
commercial and private payors, 16% from various statc agencics and 6% from other payors. As we receive Mcdicaid payments from
more than 40 statcs, we do not believe that we are significantly affected by changes in reimbursement policics in any one state.
Substantially all of our Mcdicaid payments relatc to the care of children and adolescents. We believc that children and adolescents arc
a paticnt class that is less susceptible to reductions in reimbursement rates. For the year ended December 31, 2007, no singte inpaticnt
facility represented more than 3% of our revenuc.

Experienced management team — Our scnior management tcam has extensive experience in the health carc industry. Jocy A. Jacobs,
our Chairman, President and Chief Exccutive Officer, has over 30 years of cxperience in various capacities in the health care industry.
Our scnior management operates as a cohesive, complementary group and has extensive operating knowledge of our industry and
understanding of the regulatory environment in which we opcratc. Qur senior managers cmploy conservative fiscal policies and have a
suceessful track record in both operating our core business and integrating acquired assets.

Consistent free cash flow and minimal maintenance capital requirements — We gencrate consistent frce cash flow by profitably
opcrating our business, activcly managing our working capital and having low maintenancc capital expenditure requircments. As the
behavioral health care business does not require the procurement and replacement of expensive medical equipment, our maintenance
capital expenditurc requirements arc less than that of other facility-based health care providers. Historically, our maintenance capital
expenditures have amounted to approximately 2% of our revenue. In addition, our accounts reccivable management is less complex
than medical/surgical hospital providers becausc there are fewer billing codes for inpatient behavioral health care facilities.

Our Growth Strategy

We have expericnced significant growth in our operations as measured by the number of our facilitics, admissions, patient days, revenue and
net income. We intend to continuc successfully growing our business and increasing our profitability by improving the performance of our
inpatient facilitics and through strategic acquisitions. The principal clements of our growth strategy are to:

Continue to Drive Same-Facility Growth — We increased our same-facility revenuc by approximately 6.5% for the ycar cnded
December 31, 2007 compared to the year ended December 31, 2006. Same-facility revenue also increased by approximately 9.0%,
8.0%, and 9.0% for the ycars cnded December 31, 2006, 2005, and 2004, respectively, compared to the imincdiatcly preceding ycars.
Same-facility revenue refers to the comparison of the inpatient facilities we owned during a prior petiod with the comparable period in
the subsequent period, adjusted for closurcs and combinations for comparability purposcs. We intend to continuc to increase our same-
facility growth by increasing our admissions and patient days and obtaining annual
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reimburscment ratc increascs. We plan to accomplish these goals by:

. cxpanding bed capacity at our facilitics to meet demand,

. expanding our scrvices and developing new services to take advantage of increased demand in select markets where we operate,
. building and expanding relationships that enhance our presence in local and regional markets;

. devcloping formal marketing initiatives and expanding referral networks; and

. continuing to provide high quality service.

. Grow Through Strategic Acguisitions — Our industry is highly fragmented and we plan to selectively pursue the acquisition of
additional inpaticnt behavioral health carc facilitics. There are approximately 500 freestanding acute and residential trcatment facilitics
in the United States and the top two providers opcrate approximately one-third of thesc facilities. We belicve there are a number of
acquisition candidates available at attractive valuations, and wc have a number of potcntial acquisitions that arc in various stages of
dcvelopment and consideration. We believe our focus on inpatient bchavioral health care provides us with a strategic advantage when
assessing a potential acquisition. We employ a disciplined acquisition strategy that is based on defincd criteria, including quality of
service, return on invested capital and strategic benefits. :

. Enhance Operating Efficiencies — Our management team has extensive experience in the operation of multi-facility health care
scrvices companies. We intend to focus on improving our profitability by optimizing staffing ratios, controlling contract labor costs
and reducing supply costs through group purchasing. We believe that our focus on efficient operations increases our profitability and
will attract qualified bchavioral health care professionals and patients.

Services
Inpatient Behavioral Health Care Facilities

We operate 81 owned and 9 leased inpatient behavioral health care facilities. These facilities offer a wide range of inpatient behavioral
health care services for children, adolcscents and adults. Our inpatient facilitics work closely with mental health professionals, including
licensed professional counselors, therapists and social workers; psychiatrists; non-psychiatric physicians; emcrgency rooms; school systems;
insurance and managed care organizations; company-sponsored employee assistance programs; and law enforcement and community agencies
that interact with individuals who may necd treatment for mental illness of substance abusc. Many of our inpatient facilities have mobile
assessment teams who travel to prospective clicnts in order to assess their condition and determine if they mcet established criteria for inpaticnt
care. Thosc clients not meeting the established criteria for inpatient carc may qualify for outpatient care or a less intensive level of care aiso
provided by the facility. During the ycar ended December 31, 2007, our inpatient behavioral health care facilities division produced
approximately 91.6% of our revcnue.

Through the diversity of programming and lcvels of carc availablc, a paticnt can receive a seamless treatment experience {rom acute care to
residential long-term care to group home living to outpatient trcatment. This seamless care system provides the continuity of care nceded to
step the patient down and allow the paticnt to develop and use sueccssful coping skills and treatment interventions to sustain long-term
treatment success. Treatment modalities include comprehensive assessment, multi-disciplinary treatment planning including the patient and
family, group, individual and family therapy services, medical and dental services, educational services, recreational services and discharge
planning services. Specialized interventions such as skills training include basic daily living skills, social skills, work/school adaptation skills
and symptom management skills. Collateral consultations arc provided to significant others such as family members, teachers, employers and
other professionals when needed to help the patient successfully reintegrate back into his or her world. Services offered and disorders treated at

our inpatient facilities include:
. bipolar disorder
. major depression
. schizophrenia
. attention deficit/hyperactivity disorder
. impulse disorder
. oppositional and conduct disorders
. partial hospitalization
. intensive outpaticnt
. acutc cating disorders
. reactive attachment disorder
. dual diagnosis
. rchabilitation care

. day treatment




. detoxification

. developmentally delayed disorders
. therapeutic foster care

. neurological disorders

. rapid adoption services

. day treatment

. independent living skills

|
‘ *  vocational training
I . chemical dependency
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Acute inpaticnt hospitalization is the most intensive levc] of care offered and typically involves 24-hour skilled nursing observation and
care, daily oversight by a psychiatrist, and intcnsive, highly ecordinated treatment by a physician-led team of mental hcalth professionals.
Every paticnt admitted to our acutc inpatient facilities is assessed by a medical doctor within 24 hours of admission. Patients with non-complex
medical conditions are monitored during their stay by the physician and nursing staff at the inpatient facility. Patients with more complex
medical nceds are referred to more appropriate facilities for diagnosis and stabilization prior to treatment. Patients admitted to our acute
inpaticnt facilities also reccive comprehensive nursing and psychological asscssinents within 24 to 72 hours of admission. Oversight and
management of patients” medication is performed by licenscd psychiatrists on staff at the facility, and individual, family, and group therapy is
performed by licensed counselors as appropriate to the patients’ assessed needs. Education rcgarding paticnts’ illnesscs is also provided by
trained mental health professionals. -

Our RTCs provide longer term treatment programs for children and adolescents with long-standing bchavioral/mental health problems.
Twenty-four hour observation and care is provided in our RTCs, along with individualized therapy that usually consists of one-on-onc sessions
with a licenscd counselor, as well as process and rehabilitation group therapy. Another key component of the treatment of children and
adolescents in our inpatient facilitics is family therapy. Participation of the child’s or adolescent’s immediate family is strongly cncouraged in
order to heighten the chance of success once the resident is discharged. Medications for residents arc managed by licensed psychiatrists while
they remain at the inpatient facility. Qur RTCs also provide academic programs conducted by certified teachers to child and adolescent
residents. These programs are individualized for cach resident based on analysis by the teacher upon admission. Upon discharge, academic
reports arc forwarded to the resident’s school. Speciatized programs for children and adolescents in our RTCs include programs for sexually
rcactive children, sex offenders, reactive attachment disorders, and children and adolescents who are developmentally delayed with a
behavioral component. Our RTCs often receivc out-of-state referrals to their programs due to the lack of specialized programs for these
disorders within a patient’s own state.

Our inpatient facilities” programs have been adapted to the requests of various sources to provide scrvices to paticnts with multiple issues
and specialized needs. Our succcss rate with these difficult to treat cases has expandcd our nctwork of refcrrals. The services provided at each
inpaticnt facility are continually assessed and monitored through an ongoing quality improvement program. The purpose of this program is to
strive for the highest quality of care possible for individuals with behavioral health issucs, and includes regular site visits to each inpatient
facility in order to assess compliance with legal and regulatory standards, as well as adherence to our comnpliance program. Standardized
performance mcasures bascd on a national outcomes measurement data base comparing our inpatient facilities” performance with national
norms are also reporied and revicwed and corrective steps arc taken when necessary.

Other Behavioral Health Care Services

Other behavioral health care services accounted for 8.4% of our revenue for the year ended December 31, 2007. This portion of our business
primarily consists of our contract management and EAP businesses. Our contract management business involves the development, organization
and management of behavioral health care programs within medical/surgical hospitals. Our EAP business contracts with employers to assist
employees and their dependents with resolution of behavioral conditions or other personal concerns.

Through our contract managcment business we develop, organize and manage behavioral health care programs within third-party general
medical/surgical hospitals. Qur broad range of services can be customized into individual programs that mect specific inpatient facility and
community requirements. Our contract management business is dedicated to providing high quality programs with integrity, innovation and
sufficient flexibility to develop customized individual programs. We provide our customers with a vanicty of management options, including
clinical and management infrastructure, personnel recruitment, staff orientation and supervision, corporate consultation and performance
improvement plans. Under the management contracts, the hospital is the actual provider of the mental health services and utilizes its own
facilities, support services, and generally its own nursing staff in connection with the opcration of its programs. Our management contracts
gencrally have an initial term of two to five years and are cxtended for successive onc-year periods unless terminated by either party.

Seasonality of Services

Our inpaticnt behavioral health care facilities typically experience lower paticnt volumes and revenue during the summer months, the year-
end holidays and other periods when school is out of scssion.

Marketing

Our local and regional marketing is led by clinical and business development representatives at each of our inpatient facilities. Thesc
individuals manage relationships among a variety of referral sources in their respective communities. Our national marketing efforts are
focused on increasing the census at our RTCs from various state referral sources by developing relationships and identifying contracting
opportunitics in their respective territories.
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Competition

The inpaticnt behavioral hcalth care facility industry is highly fragmented and subject to continual changes in the method in which services
are provided and the types of companies providing such services. We primarily compete with regionat and local competitors. Some of our
competitors arc owned by governmental agencies and supported by tax revenue and others are owned by nonprofit corporations and may be
supportcd to a large cxtent by endowments and charitable contributions.

In addition, we compete for patients with other for-profit providers of mental health care services, including other inpatient behavioral
health care facilities, medical/surgical hospitals, independent psychiatrists and psychologists. We also compete with hospitals, nursing homes,
clinics, physicians’ offices and contract nursing companics for the services of registered nurses. We attempt to differentiate ourselves from our
competition through our singular focus on the provision of behavioral health carc services, our reputation for the quality of our scrvices,
recruitment of first rate medical staff and accessibility to our facilities. In addition, wc believe that the active development of our referral
network and participation in sclected managed care provider pancls cnable us to successfully compete for paticnts in need of our services.

Reimbursement

Our inpatient owned and leased facilities receive payment for services from the federal government, primarily under the Medicarc progran,
statc governments, primarily under their respective Mcdicaid programs; private insurers, including managed care plans; and directly from
patients. Most of our inpatient behavioral health facilities are certificd as providers of Medicare and/or Medicaid scrvices by the appropriate
governmental authorities, The requirements for certification are subject to change, and, in order to remain qualified for such programs, it may
be necessary for us to make changes from time to time in our inpatient facilitics, equipment, personnel and services. If an inpaticnt facility loscs
its certification, it will be unable to reccive payment for patients under the Medicare or Medicaid programs. Although we intend to continue
participating in such programs, there can be no assurance that we will continuc to qualify for participation.

Paticnt service revenuc is recorded net of contractual adjustments at the time of billing by our paticnt accounting systems at the amount we
expeet to collect. This amount is calculated automatically by our patient accounting systems bascd on contractually deterimined rates, or
amounts reimbursable by Mcdicare or Mcdicaid under provisions of cost or prospective reimbursement formulas, or a combination thereof.
Most payments arc determined bascd on negotiated per-diem rates. An estimate of contractual allowances is manually rccorded for unbilled
scrvices bascd upon these contractually ncgotiated rates.

Any co-payments and deductibles duc from paticnts are estimated at the time of admission based on the paticnt’s insurance plan, and
payment of these amounts is requested prior to discharge. If the payment is not reccived prior to discharge or complction of service, collection
cfforts are made through our normal billing and collection process.

Qur consolidated day’s sales outstanding were 53 for the ycars cnded December 31, 2007 and 2006.

Medicare

Medicare provides insurance benefits to persons age 65 and over and some disabled persons. Current freestanding psychiatric hospitals and
certified psychiatric units of acute care hospitals are transitioning to reimburscment based on an inpaticnt scrvices prospective payment systcm
(“PPS”) from reimburscment bascd on a reasonable cost basis.

The Centers for Medicare and Medicaid Services (“CMS”) implemented a three-year transition period to PPS, starting with the cost
reporting periods beginning on or after January 1, 2005. The payment for the first year of the transition period (cost reporting periods beginning
on or after January 1, 2005) consisted of 75% bascd on the cost-based reimbursement system and 25% at the prospective payment rate. In the
sccond year, the split was 50% cach and in the third ycar the split was 25% based on the cost-based system and 75% PPS. The prospective
payment ratc percentage is 100% for cost reporting periods beginning on or after January 1, 2008, Inpatient psychiatric facilities reccived a
3.2% increasc in the Medicare prospective basc rate beginning July 1, 2007. Annual updates arc anticipated thereafter.

Under CMS regulations, the PPS basc per diem is adjusted for specific patient and facility characteristics that increase the cost of paticnt
care. Payment rates for individual inpatient facilitics arc adjusted to reflect geographic differences in wages, and rural providers and tcaching
facilities receive an increased payment adjustment. Additionally, the base rate is adjusted by factors that influence the cost of an individual
patient’s carc, such as each paticnt’s diagnosis related group, certain othcr medical and psychiatric comorbidities (i.c., other coexisting
conditions that may complicate treatment) and age. Because the cost of inpatient behavioral care tends to be greatest at admission and a few
days thercafier, the per dicm rate is adjusted for each day to reflect the number of days the patient has been in the facility. Medicare pays this
per diem amount, as adjusted, rcgardless of whether it is more or less than a hospital’s actual costs. Please see
www.cms. hhs.govinpatientPsychFacilPPS for additional information.

Medicarc generally deducts from the amount of its payments to hospitals an amount for patient “deductible or coinsurance,” or the amount
that the patient is expected to pay. These deductible or coinsurance amounts that are not paid by the patient result in “bad debts.” Mcdicare will
reimburse 70% of thesc bad debts to the extent that neither a Mcdicare patient, a guarantor or any secondary
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payor for that patient pays the Medicare coinsurance amount, provided that a reasonable collection cffort or the paticnt’s indigence is
documented.

Recovery Audit Contractors

In 2005, CMS began using recovery audit contractors (“RACs”) to detect Mcdicare overpayments not identified through existing claims
review mechanisms. The RAC program relies on private auditing firms to cxamine Medicare claims filed by health care providers. Fees to
RACs arc paid on a contingency basis. Thc RAC program began as a demonstration project in three states (New York, Catifomnia, and Florida),
but was made permanent by the Tax Relief and Health Care Act of 2006. CMS plans to expand the RAC program to additional states beginning
in 2008 and to have RACs in placc in all 50 states by 2010.

RACs perform post-discharge audits of medical records to identify Mcdicare overpayments resulting from incorrect payment amounts, non-
covered services, incorrectly coded services, and duplicate services. CMS has given RACs the authority to look back at claims up to three years
old, provided that the claim was paid on or after October 1, 2007. Claims identified as ovcrpayments will be subject to the Medicare appeals
process.

RACs are paid a contingency fee bascd on the overpayments they identify and collect. Thercfore, we expect that RACs will review clajms
submitted by our facilities in an attcmpt to identify possiblc overpayments. Although we belicve the claims for reimbursement submitted to the
Medicare program arc accurate, we cannot predict whether we will be subject to RAC audits in the future, or if audited, what the result of such

audits might be.

Medicaid

Mcdicaid, a joint federal-state program that is administered by the respective states, provides hospital benefits to qualifying individuals who
are unable to afford medical care. All Medicaid funding is gencrally conditioned upon financial appropriations to state Medicaid agencies by
the statc legislatures. As many states facc pressures to control their budgcts, political pressures have led some state legislatures to reduce such
appropriations.

Some states may adopt substantial health carc reform measures that could modify the manner in which all health services are delivered and
reimbursed, especially with respect to Medicaid recipicnts and other individuals funded by public resources. As we receive Medicaid payments
from more than 40 statcs, we arc not significantly affectcd by changes in reimburscment policics by any one statc. Most states have applied for
and been granted federal waivers from current Medicaid regulations in order to allow them 1o serve some or all of their Medicaid participants
through managed carc providers. The majority of our Medicaid payments relate to the carc of children and adolescents. We believe that
children and adolescents arc a patient class that is less susceptible to reductions in reimbursement rates. '

Managed Care and Commercial Insurance Carriers

Our inpaticnt facilities are also reimbursed for certain behavioral health care services by private payors including health maintenance
organizations (“HMOs"), preferred provider organizations (“PPOs”), commercial insurance companies, cmployers and individual privatc
payors. To attract additional volume, our inpatient facilities offer discounts from established charges to certain large group purchasers of health
carc services. Gencrally, patients covered by HMOs, PPOs and other private insurers will be responsible for certain co-payments and
deductibles, which are paid by the patient.

The Mental Health Parity Act of 1996 (“MHPA”) is a federal law that requircs annual or lifetime limits for mental health benefits be no
Jower than the dollar limits for medical/surgical benefits offered by a group health plan. MHPA applies to group health plans or hcaith
insurance coverage offercd in connection with a group health plan that offers both mental health and medical/surgical benefirs, However it does
not requirc plans to offer mental health benefits. MHPA was scheduled to “sunset™ on December 31, 2003; however, MHPA has been cxtended
scveral times on a year 1o year basis, most recently on December 31, 2006 when MHPA was extended through the end of 2007. We expect
MHPA will be extended through the end of 2008. Bills have also been introduced in Congress from time to time that could potentially apply
this concept on a more far-reaching scale, most recently in the form of the Mental Health Parity Act of 2007 (S. 558), but we cannot predict
whether any such legislation will be implemented in the future. Approximately 45 states have also cnacted some form of mental health parity
laws. Some of these laws apply only to select groups such as thosc with severe mental illness or a specific diagnosis.

Annual Cost Reports

All facilitics participating in the Medicare program and some Medicaid programs, whether paid on a reasonable cost basis or under a PPS,
arc required to mect certain financial reporting requirements. Federal regulations require submission of annual cost reports identifying costs
associated with the services provided by cach facility to Mcdicare beneficiaries and Medicaid recipients. Annual cost reports required under
Medicare and some Medicaid programs are subject to routine governmental audits, which may result in adjustments to the amounts ultimately
determined to be due to us under those reimbursement programs. These audits often require several ycars to reach the final detcrmination of
amounts eamed under the programs. Nonctheless, once the Medicarc fiscal intermediaries have issued a final Notice of Program
Reimbursement (“NPR”) after an audit, any disallowanees of claimed costs are
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duc and payable within 30 days of reccipt of the NPR. Providers havc rights to appeal, and it is common to contest issues raised in audits of
prior years’” cost reports.

Regulation and Other Factors
Licensurc, Certification and Accreditation

Health care facilities arc required to comply with extensive regulation at the federal, state and local levels. Under these laws and regulations,
health carc facilities must mect requirements for state licensurc as well as additional qualifications to participate in government programs,
including the Medicarc and Medicaid programs. These requircments relate to the adequacy of medical care, equipment, personnel, opcrating
policies and procedures, fire prevention, maintenance of adequate records, hospital usc, rate-setting, and compliance with building codes and
environmental protection laws. Facilities are subject to periodic inspection by governmental and other authorities to assure continued
compliance with the various standards necessary for licensing and accreditation.

All of the inpatient facilities operated by us are properly licensed under applicable state laws. Most of the inpaticnt facilities operated by us
arc certified under Medicare and/or Medicaid programs and accredited by The Joint Commission, a functional prerequisite to participation in
the Medicare and Medicaid programs. Should any of our inpatient facilities Josc its accreditation by The Joint Commission, or otherwise lose
its certification under the Medicare and/or Medicaid program, that inpatient facility may be unable to receive reimbursement from the Medicare
and/or Medicaid programs. If a provider for who we provide contract management services is excluded from any federal health care program,
no scrvices furnished by that provider would be reimbursed by any federal health care program. If one of our facilitics is excluded from a
fcderal health care program, that facility would not be eligible for reimbursement by any federal health carc program.

We believe that the inpatient facilities we own and operate gencrally are in substantial compliance with current applicable federal, state,
tocal and independent review body regulations and standards. The requirements for licensurc, certification and accreditation are subject to
change and, in order to remain qualified, it may be necessary for us to affect changes in our inpatient facilities, equipment, personnel and
scrvices. Additionally, certain of the employed and contracted personnel working at our inpaticnt facilities are subject to state laws and
regulations governing their particular arca of professional practice. We assist our managed client hospitals in obtaining required approvais for
new programs.

Fraud and Abuse Laws

Participation in the Medicare and/or Mecdicaid programs is heavily regulated by federal law and CMS regulation. 1f a hospital fails to
substantially comply with the numerous federal laws governing that facility’s activities, the facility’s participation in the Medicarc and/or
Mcdicaid programs may be terminated and/or civil or criminal penaltics may be imposed.

The portion of the Social Security Act commonly known as the “Anti-Kickback Statute” prohibits the payment, receipt, offer or solicitation
of anything of value with the intent of generating referrals or orders for services or items covered by a federal or state health care program.
Violations of the Anti-Kickback Statute may be punished by criminal or civil penaltics, exclusion from fcderal and state health care programs,
imprisonment and damages up to three times the total dollar amount involved. While evidence of intent is a prerequisite to any finding that the
Anti-Kickback Statute has been violated, the statute has been interpreted broadly by federal regulators and courts to prohibit the payment of
anything of valuc if even one purpose of the payment is to influence the referral of Medicare or Medicaid business.

The Health Insurance Portability and Accountability Act of 1996 (“HIPAA”™) broadened the scope of the fraud and abuse laws by adding
scveral eriminal statutes that are not related to receipt of payments from a federal health care program. HIPAA created civil penalties for
proscribed conduet, including upcoding and billing for medically unnccessary goods or scrvices. HIPAA established new enforcement
mechanisms to combat fraud and abuse. These new mechanisms include a bounty system, where a portion of any payments recovered is
retumed to the government agencies, as well as a whistleblower program. HIPAA also expanded the categorics of persons that may be
excluded from participation in federal and state health care prograins.

The Office of Inspector General (the “QIG™) of the Department of Health and Human Services (“HHS”) is responsible for identifying fraud
and abusc activitics in government programs. In order to fulfill its duties, the OIG performs audits, investigations and inspections.

The OIG is authorized to publish regulations outlining activities and business relationships that would be decmed not to violate the Anti-
Kickback Statute. These regulations are known as “safe harbor™ provisions. The safe harbor provisions delineate standards that, if complied
with, protcet eonduct that might otherwise be deemed to violate the Anti-Kickback Statutc. While compliance with the safc harbor provisions
effectively insulates a practice from being found to be in vielation of the Anti-Kickback Statute, the failure of a particular activity to comply
with the safe harbor provisions does not mean that the activity violates the Anti-Kickback Statute. Rather, failure to comply with the safe
harbor provisions simply denics us the opportunity to avail ourselves of the affirmative defensc of

9




Table of Contents

compliancc. We have a variety of financial relationships with physicians who refer patients to our owned and lcascd facilities, as well as to
behavioral health programs and facilities we manage, including employment contracts, independent contractor agreements, professional servicc
agrcements and medical director agreements. We use our best cfforts to structurc cach of our arrangements, especially each of our busincss
relationships with physicians, to fit as closely as possible within the applicable safe harbors. We cannot guarantcc that these arrangements will
not be scrutinized by government authoritics or, if scrutinized, that they will be determined to be in compliance with the Anti-Kickback Statute
or other applicable laws. If we violatc the Anti-Kickback Statute, we would be subject to criminal and civil penaities and/or possible exclusion
from participating in Medicare, Medicaid or other governmental health care programs.

We provide unit management services to acute care hospitals. Some of our management agreements provide for fees payable to us that arc
not fixed fees, but may vary based on revenue, the level of services rendered or the number of patients treated in the unit. We believe that the
management fees reflect fair market value for the services rendered and are not determined in a manner that takes into account the volume or
value of any referrals. Qur management agreements satisfy many but not all of the requirements of the Personal Services and Management
Contract Safc Harbor. We believe our management agreements comply with the Anti-Kickback Statute. As discussed above, the prcamble to
the Safe Harbor regulations specifically indicates that the failure of a particular business arrangement to comply with a Safe Harbor does not
determine whether the arrangement violates the Anti-Kickback Statute.

The Social Security Act also includes a provision commonly known as the “Stark Law.” This law prohibits physicians from referring
Mcdicare and Medicaid patients for the funishing of any “designated health services™ to health care cntities in which they or any of their
immediate family members have an ownership or other financial interest. These types of referrals are commonly known as “self referrals.” A
violation of the Stark Law may result in a denial of payment, require refunds to patients and the Medicare program, civil monetary penaltics of
up to $15,000 for cach violation, civil monctary penalties of up to $100.000 for circumvention schemes, civil monctary penaltics of up to
$10,000 for cach day that an entity fails to report required information, and exclusion froin the Medicarc and Medicaid programs and other
federal programs, and additionally could result in penaltics for false claims. There are ownership and compensation arrangement exceptions for
many customary financial arrangements between physicians and facilities, including employment contracts, personal services agreements,
leases and recruitment agreements. We have structured our financial arrangements with physicians to comply with the statutory exceptions
included in the Stark Law and subsequent regulations. However, future Stark Law regulations may interpret provisions of this law in a manner
different from the manner in which we have interpreted them. We cannot predict the effect such future regulations will have on us.

Many states in which we operatc also have adopted, or are considering adopting, laws similar to the Anti-Kickback Statute and/or the Stark
Law. Some of these statc laws, commonly known as “all payor” laws, apply even if the government is not the payor. These statutes typically
provide criminal and civil penalties as remedies. Whilc there is little precedent for the interpretation or enforcement of these state laws, we
have attempted to structure our financial rclationships with physicians and others in accordance with these laws. However, if a state determines
that we have violated such a law, we may be subject to criminal and civil penaltics.

Emergency Medical Treatment and Active Labor Act

The Emergency Mcdical Treatment and Active Labor Act (‘EMTALA") is a federal law that requires any health care facility with a
dedicated emergency department that participates in the Medicare program to conduct an appropriate medical sereening examination, within
the capabilities of the facility, of every person who presents to the hospital’s emergency department for treatment and, if the patient is suffering
from an emergency medical condition, to cither stabilizc that condition or make an appropriatc transfer of the patient to a facility that can
handle the condition. The obligation to sercen and stabilize emergency medical conditions exists regardless of a paticnt’s ability to pay for
treatment. There are severe penaltics under EMTALA if a hospital fails to screen or appropriately stabilize or transfer a patient or if the hospital
delays appropriatc treatment in order to first inquire about the paticnt’s ability to pay. Penalties for violations of EMTALA include civil
monectary penaltics and exclusion from participation in the Medicare program. In addition, an injured paticnt, the patient’s family or a medical
facility that suffers a financial loss as a dircct result of another hospital’s violation of the law can bring a civil suit against the hospital.

The regulations adopted to implement EMTALA do not provide an abundance of specific guidance and effcctively limit the types of
emcrgeney services that a hospital subject 10 EMTALA is required to provide to thosc services that are within the capability of the hospital.
Although we belicve that our inpatient behavioral health care facilities comply with the EMTALA regulations, we cannot predict whether CMS
will implement additional requirements in the future or the cost of compliance with any such regulations.

The Federal False Claims Act

The federal False Claims Act prohibits providers from knowingly submitting false claims for payment to the federal government. This law
has been used not only by the federal government, but also by individuals who bring an action on behalf of the government under the law’s
“qui tam” or “whistleblower™ provisions. When a private party brings a qui tam action under the federal False Claims Act, the defendant will
generally not be aware of the lawsuit unti] the government determines whether it will intervene in the litigation.
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Civil liability under the federal False Claims Act can be up to three times the actual damages sustained by the government plus civil
penaltics for each scparate false claim. There are many potential bascs for liability under the federal False Claims Act, ineluding elaims
submitted pursuant to a referral found to violate the Anti-Kickback Statutc. Although liability under the federa) False Claims Act arises when
an entity knowingly submits a false claim for reimbursement to the federal government, the federal Falsc Claims Act defines the term
“knowingly” broadly. Although simple negligence will not give rise to liability under the federal False Claims Act, submitting a claim with
reckless disregard to its truth or falsity can constitute thc knowing submission of a false claim. From time to time, companies in the health care
industry, including us, may be subject to actions under the fedcral False Claims Act.

HIPAA Transaction, Privacy and Security Requirements

There are currently numerous laws at the state and federal levels addressing patient privacy concerns. Federal regulations issued pursuant to
HIPAA contain, among other measures, provisions that require many organizations, including our inpatient facilities, to implement very
significant and potcntially expensive new computer systems, cmployee training programs and business procedures.

In response to HIPAA, HHS issucd regulations requiring health care facilitics to use standard data formats and code scts when electronically
transmitting information in connection with various transactions, including hcalth claims and equivalent encounter information, health carc
payment and remittance advice and health claim status. We have implemented or upgraded computer systems, as appropriate, at our facilities
and at our corporate headquarters to comply with thc HIPAA regulations.

On February 20, 2003, HHS finalized a rulc that establishes, in part, standards to profect the confidentiality, availability and integrity of
health information by health plans, health carc clearinghouses and hcalth care providers that receive, store, maintain ot transmit health and
rclated financial information in electronic form, regardless of fonmat. These sccurity standards require our facilities to establish and maintain
reasonablc and appropriate administrative, technical and physical safcguards to ensure the integrity, confidentiality and the availability of
clectronic health and related financial information. The security standards were designed to protect electronic information against rcasonably
anticipatcd threats or hazards to the security or integrity of the information and to protect the information against unauthorized use or
disclosure. We belicve that our facilitics are in compliance with these security standards.

On December 28, 2000 (with revisions August 14, 2002), HHS published a final rule establishing standards for the privacy of individually
identifiablc health information, with compliance required by April 14, 2003. These privacy standards apply to all health plans, all health care
clearinghouses and health care providers that transmit health information in an electronic form in conncction with the standard transactions,
including our facilities. The privacy standards apply to individually identifiable information hcld or disclosed by a covered entity in any form,
whether communicated clcctronically, on paper or orally. These standards impose extensive administrative requirements on our facilities. They
requirc our compliance with rules governing the use and disclosure of health information. They create new rights for patients in their health
information, such as the right to amend their health information, and they require our facilities to impose these rules, by contract, on any
business associatc to whom they disclosc such information in order to perform functions on their behalf. In addition, our facilities will continue
to remain subject to any statc laws that are more restrictive than the privacy regulations issucd under HIPAA. These state laws vary by state
and could impose additional penaltics.

A violation of these regulations could result in civil money penalties of $100 per incident, up to 2 maximum of $25,000 per person per ycar
per standard, HIPAA also provides for criminal penalties of up to $50,000 and one year in prison for knowingly and improperly obtaining or
disclosing protccted health information, up to $100,000 and five years in prison for obtaining protected health information under false
pretenses, and up to $250,000 and ten years in prison for obtaining or disclosing protected hcalth information with the intent to scll, transfer or
usc such information for commercial advantage, personal gain or malicious harm. Since there is no significant history of enforcement efforts by
the federal government at this time, it is not possible to ascertain the likelihood of enforcement efforts in conncction with HIPAA regulations or
the potential for fines and penalties that may result from the violation of the regulations.

Compliance with these rcgulations has and will continue to requirc significant commitment and action by us and our facilities. We have
appointcd members of our management tcam to dircet our compliance with thesc standards. Implemcntation of these regulations has and will
continue to require our facilities and us to cngage in extensive preparation and make significant expenditurcs. At this time we havc appointed a
privacy officer at each inpatient facility, preparcd privacy policics, trained our workforce on these policies and entercd into business associalc
agrecments with the appropriate vendors. Because some of the regulations are proposed regulations, we cannot predict the total financial
impact of the regulations on our operations.
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Other Medical Record Disclosure Laws

Disclosurc of health records relating to drug and alcohol treatment is regulated by the Federal Confidentiality of Alcohol and Drug Abuse
Paticnt Records law. This law prohibits the disclosure and usc of alcohol and drug abuse patient records that are maintained in connection with
the performance of any federally assisted alcohol and drug abuse program. In most cases, disclosure is only permitted when the partient
specifically consents to the proposed disclosurc. Unlike HIPAA, consent is required even when the disclosure is for purposes of treatment,
payment or health care operations. Violations of this law could result in criminal penalties, including fines of up to $500 for first offenses and

up to $5,000 for each subsequent offense.

Additionally, somc states have laws specifically dealing with the disclosurc of medical records related to trcatment for substance abuse
and/or mental health disorders, Both HIPAA and the Federal Confidentiality of Aleohol and Drug Abuse Patient Records provide a baseline
level of protection for disclosure of health records. As such, they supersede statc Jaws that are morc lenicnt on the same subject. However, the
fcderal laws give way to any state law that provides more stringent protection of health records.

Certificates of Need (“CON”)

The construction of new health carc facilities, the acquisition or expansion of existing facilities, the transfcr or change of ownership and the
addition of new beds, services or equipment may be subject to laws in certain states that require prior approval by statc regulatory agencies.
These CON laws generally require that a state agency determine the public need for construction or acquisition of facilitics or the addition of
new scrvices. Failure to obtain necessary statc approval can result in the inability to expand facilitics, add services, complcie an acquisition or
change ownership. Violations of thesc state laws may result in the imposition of civil sanctions or revocation of a facility’s ticense.

Cerporate Practice of Medicine and Fee Splitting

Some states have laws that prohibit unlicensed persons or busincss entities, including corporations or business organizations that own
hospitals, from employing physicians. Some states also have adopted laws that prohibit dircct and indirect payments or fee-splitting
arrangements between physicians and unlicensed persons or busincss enities. Possible sanctions for violation of these restrictions include loss
of a physician’s license, civil and criminal penaltics and rescission of business arrangements. These laws vary from statc to state, arc often
vague and have scldom been interpreted by the courts or regulatory agencies. Although we attempt to structure our arrangemecnts with health
carc providers to comply with the relevant statc laws and the few available regulatory interpretations, there can be no assurance that
government officials charged with responsibility for enforcing these laws will not assert that we, or certain transactions in which we are
involved, are in violation of such laws, or that such laws ultimately will be interpreted by the courts in a manner consistent with our
interpretation.

Health Care Industry Investigations

Significant media and public attcntion has focused in recent ycars on the hospital industry. Because the law in this area is complex and
constantly evolving, ongoing or future governmental investigations or litigation may result in interpretations that are inconsistent with industry
practices, including our practices. It is possible that govemmenta] entitics could initiate investigations of, or litigation against, inpatient
facilities owned, lcased, or managed by us in the future and that such matters could result in significant penalties as well as adverse publieity.

Risk Management

As is typical in the health care industry, we are subject to claims and lcgal actions by patients in the ordinary coursc of business. To cover
these claims, we maintain professional malpractice liability insurance and gencral liability insurance in amounts we believe to be sufficient for
our operations, although it is possible that some claims may exceed the scope of the coverage in effect. At various times in the past, the cost of
malpractice insurance and other liability insurance has fluctuated significantly. Thercfore, therc can be no assurance that such insurance will
continue to be available at rcasonable prices which would allow us to maintain adequate levels of coverage.

Conversion Legislation

Many states have adopted lcgislation regarding the salc or other disposition of hospitals operated by not-for-profit entitics. In other statcs
that do not have such legislation, the attorneys general have demonstrated an interest in these transactions under their general obligations to
protect charitable assets. These legislative and administrative efforts primarily focus on the appropriate valuation of the asscts divested and the
use of the proceeds of the sale by the not-for-profit scller. These revicws and, in some 1nstances, approval processes can add additional time to
the closing of a not-for-profit hospital acquisition. Future actions by statc lcgislators or attomeys general may seriously delay or even prevent
our ability to acquire certain hospitals.
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Regulatory Compliance Program

We are committed to cthical business practices and to operating in accordance with all applicable laws and regulations. Our compliance
prograim was established to ensure that all employees have a solid framework for busincss, legal, ethical, and employment practices. Our
compliance program establishes mechanisms to aid in the identification and correetion of any actual or perceived violations of any of our
policies or procedures or any other applicable rules and regulations. We have appointed a Chief Compliance Officer as wcll as compliance
coordinators at each inpatient facility. The Chicf Compliance Officer heads our Compliance Committee, which consists of senior management
personncl and two members of our board of directors. Employee training is a key component of the compliancc program. All employees
reccive training during orientation and annually thercafler.

Insurance

We arc subject to medical malpractice and other lawsuits due to the naturc of the services we provide. At Dceember 31, 2007, all of our
opcrations have professional and general liability insurance in umbrclia form for claims in excess of a $3.0 million self-insured retention with
an insured excess limit of $50.0 million. The self-insured reserves for professional and gencral liability risks are calculated bascd on historical
claims, demographic factors, industry trends, severity factors, and other actuarial assumptions calculated by an independent third-panty actuary.
This self-insurance reserve is discounted to its present value using a 5% discount rate. This cstimated accrual for professional and general
liabilitics could be significantly affected should current and future occurrences differ from historical claim trends and expectations. We have
utilized our captive insurance company to manage the self-insured retention. While claims are monitored closcly when cstimating professional
and gencral liability accruals, the complexity of the claims and wide range of potential outcomes often hampers timely adjustments to the
assumptions used in these estimates.

Employees

As of December 31, 2007, we employed approximately 21,800 cmployees, of whom approximatcly 14,800 are full-time cmploycces.
Approximatcly 20,540 cmployecs staff our owned and leased inpatient behavioral health care facilities, approximately 1,100 cmployees staff
our other behavioral health care businesses and approximatcly 160 are in corporate.management including finance, accounting, legal,
operations management, development, utilization review, compliance, training and education, information systems, member scrvices, and
human resources. Approximately 320 employces are union members, We consider our employee relations to be in good standing.

Available Information

We make available frec of charge through our website, which you can find at www.psysolutions.cam., our Annual Report on Form 10-K,
Quarterly Reports on Form 10-Q, Current Reports on Form 8-K, and amendments to thesc reports filed or furnished pursuant to Section 13(a)
or 15(d) of the Exchange Act as soon as reasonably practicable aficr we electronically file such material with, or furnish it to, the Securities and

Exchange Commission.
Scgments
See Note 13 to the Company’s Consolidated Financial Statements included elsewhere in this Annual Report on Form 10-K for financial
information about cach scgment of the Company, as defined by U.S. gencrally accepted accounting pringiples.
Item 1A. Risk Factors

If we fuil to comply with extensive laws and government reguiations, we conld suffer penalties, lose our licenses or be excluded from
health care programs.

The health care industry is required to comply with cxtensive and complex laws and regulations at the fedceral, state and local government
levels relating to, among other things:

. billing for services;

. relationships with physicians and other referral sources;
. adcquacy of medical care;

. quality of medical cquipment and services;

. gualifications of medical and support personnel;

. confidentiality, maintenance and sccurity issues associated with health-related information and medical records;

. licensurc;
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. hospital rate or budget review;
. operating policies and procedures; and
. addition of facilities and scrvices.

Among these laws arc the portions of the Social Security Act commonly known as the Anti-Kickback Statute, and a provision of the Social
Sccurity Act commonly known as the Stark Law. These laws impact the relationships that we may have with physicians and other referral
sources. The Office of Inspector General of the Department of Health and Human Services, or OIG, has enacted safe harbor regulations that
outline practices that are deemed protected from prosecution under the Anti-Kickback Statute. Our current financial rclationships with
physicians and other rcferral sources may not qualify for safe harbor protection under the Anti-Kickback Statutc, Failure to meet a safe harbor
does not mean that the arrangement automatically violates the Anti-Kickback Statute, but may subject the arrangement to greater scrutiny.
Further, wc cannot guarantee that practices that arc outside of a safe harbor will not be found to violate the Anti-Kickback Statute.

If we fail to comply with the Anti-Kickback Statute, the Stark Law or other applicablc laws and regulations, we could be subjected to
criminal penalties, civil penaltics (including the loss of our licenses to operate one or more inpatient facilitics) and exclusion of one or more of
our inpatient facilitics from participation in the Medicare, Medicaid and other federal and state health carc programs. In addition, if we do not
operate our inpatient facilities in accordance with applicablc law, our inpatient facilities may lose their licenses or the ability to participatc in
third party recimburscment programs.

While we belicve we are in substantial compliance with all applicable laws, we do not always have the benefit of significant regulatory or
judicial intcrpretation of these laws and regulations. In the futurc, different interpretations or enforcement of these laws and regulations could
subjcct our current or past practices to allegations of impropriety or illcgality or could require us to nake changes in our inpatient facilitics,
cquipment, personnel, scrvices, capital cxpenditure programs and operating expenses. A determination that we have violated these laws, or the
public announcement that we arc being investigated for possible violations of these laws, could have a matcrial adverse effect on our business,
financial condition, resuits of opcrations or prospects and our busincss reputation could suffer significantly. In addition, we arc unable to
predict whether other legislation or regulations at the federal or state level will be adopted or the effect such legislation or regulations will have
on us.

If federal or state health care programs or managed care companies reduce reimbursement rates for services provided, revenue may
decline.

A large portion of our revenue comes from the Medicare and Medicaid programs. In recent ycars, federal and state governments have made
significant changes in thcse programs. On November 3, 2004, the Centers for Medicare and Medicaid Services, or CMS, announced final
regulations adopting a prospective payment systcmn, or PPS, for services provided by inpatient behavioral health care facilities. Inpaticnt
behavioral health care facilities historically have been reimbursed bascd on reasonable cost, subject to a discharge ceiling. For cost reporting
periods after January 1, 2005, CMS began to phase in PPS over a threc-year period, which pays inpatient behavioral health care facilities a per
diem basc rate. With the phase in now complete, inpatient behavioral health care facilities will be paid solely on a PPS basis for cost reporting
periods after January 1, 2008.

The per diem basc rate will be adjusted by factors that influence the cost of an individual paticnt’s care, such as cach patient’s diagnosis
related group, certain other medical and psychiatric comorbidities (i.e., other coexisting conditions that may complicate treatment) and age. The
per dicin amounts arc calculated in part based on national averages, but will be adjusted for specific facility characteristics that incrcasc the cost
of patient carc. The base rate per diem is intended to compensatc a facility for costs incurred to treat a patient with a particular diagnosis,
including nearly all labor and non-labor costs of furnishing covered inpatient behavioral health care services as well as routine, ancillary and
capital costs. Payment rates for individual inpaticnt facilitics will be adjusted to reflect gcographic differences in wages and will allow
additional outlicr payments for cxpenses associated with extraordinary cases. Additionally, rural providers will receive an incrcased payment
adjustment, Mcdicare will pay this per diem amount, as adjusted, regardless of whether it is more or less than a facility’s actual costs. The per
dicm will not, however, include the costs of bad debt and certain other costs that are paid scparately. Future federal and state legislation may
reduce the payments we receive for our services.

Substantially all of the patients admitted to the units we manage for acute carc hospitals are eligible for Medicare coverage. As a result, the
providers rely upon payment from Medicare for the services. Many of the patients are atso eligible for Medicaid payments. To the extent that a
hospital deems revenuc for a program we manage to be inadequate, it may seck to terminate its contract with us or not renew the contract.
Similarly, we may not add new management contracts if prospective customers do not believe that such programs will generate sufficient
revenue.

Under Medicare and certain Medicaid programs, hospital companics currently are required to file, on a timely basis, cost reports. Such cost
reports are subject to amending, reopening and appeal rights, which could materially affect historical costs recognized and reimbursement
reecived from such payors.
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Insurance and managed care companics and other third parties from whom we receive payment are increasingly attempting to control health
care costs by requiring that facilities discount thcir fees in exchange for exclusive or preferred participation in their benefit plans. This trend
may continue and may reduce the payments received by us for our services.

Other companies within the health care industry continue to be the subject of federal and state investigations, which increases the risk
that we may become subject to investigations in the future.

Both federal and state government agencies as well as private payors have heightened and coordinated civil and criminal cnforcement
efforts as part of numerous ongoing investigations of health care organizations. These investigations relate to a wide variety of topics,
including:

. cost reporting and billing practices,

. quality of care;

. financial relationships with referral sources;

. medical nceessity of services provided; and

. treatment of indigent patients, including cmergency medical screening and treatment requirements.

The OIG and the U.S. Départment of Justice have, from time to time, undertakcn national enforcement initiatives that focus on specific
billing practices or other suspected arcas of abusc. Morcover, health care providers are subject to civil and criminal falsc claims laws, including
the federal False Claims Act, which allows private parties to bring whistleblower lawsuits against privatc companies doing business with or
recciving reimbursement under federal health care programs. Somc states have adopted similar state whistleblower and falsc claims provisions.
Publicity associated with the substantial amounts paid by other health care providers to scttle these lawsuits may encourage our current and
former employecs and other health carc providers to bring whistleblower lawsuits. Any investigations of us or our cxecutives of Managers
could result in significant liabilities or penalties as well as adverse publicity.

As a provider of health care services, we are subject to claims and legal actions by patients and others.

We arc subject to medical malpractice and other lawsuits duc to the naturc of the scrvices we provide. Facilities acquired by us may have
unknown or contingent liabilities, including liabilities related to patient care and liabilities for failurc to comply with health care laws and
regulations, which could result in large claims and significant defense costs. Although we generally seck indemnification covering these
matters from prior owners of facilitics we acquire, material liabilitics for past activities of acquired facilities may exist and such prior owners
may not be able to satisfy their indemnification obligations. We arc also susceptible to being named in claims brought related to patient care
and other mattcrs at inpatient facilitics owned by third parties and operated by us.

To protect ourselves from the cost of these claims, professional malpractice liability insurance and general liability insurance coverage is
maintained in amounts and with self-insured retention common in the industry. We have professional and gencral liability insurance in
umbrella form for claims in cxcess of a $3.0 million self-insured retcntion with an insured excess limit of $50.0 million for all of our inpatient
facilitics. The self-insured rescrves for profcssional and general liability risks arc calculated based on historical claims, demographic factors,
industry trends, severity factors and other actuarial assumptions calculated by an independent third-party actuary. This self-insured rescrve is
discounted to its present valuc using a 5% discount ratc. This estimated accrual for professional and general liabilitics could be significantly
affected should current and future occurrences diffecr from historical claim trends and expectations. We have utilized our captive insurance
company 1o managce the self-insured retention. While claims are monitored closely when estimating profcssional and general liability accruals,
the complexity of the claims and wide range of potential outcomes often hampers timely adjustments to the assumptions uscd in these
estimatos. There arc no assurances that our insurance will cover all ¢laims (c.g.. claims for punitive damages) or that claims in exccss of our
insurance coverage will not arisc. A successful lawsuit against us that is not covered by, or is in excess of, our insurance coverage may have a
material adversc cffect on our business, financial condition and results of operations. This insurance coverage may not continuc to be available
at a reasonable cost, especially given the significant increase in insurance premiums generally experienced in the health care industry.

We depend on our key management personnel.

We arc highly dependent on our scnior management team, which has many ycars of cxperience addressing the broad range of concerns and
issues relevant to our business. Our senior management team includcs talentcd managers of our divisions, who have extensive experience in all
aspects of hcalth care. We have cntered into an employment agreement with Jocy A. Jacobs, our Chicf Executive Officer and President, which
includcs severance, non-competition and non-solicitation provisions. Key man life insurance policies arc not maintained on any membcr of
senior management. The loss of key management or the inability to attract, rctain and motivate sufficient numbers of qualified management
personnel could have a material adverse effect on us.
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If competition decreases our ability to acquire additional inpatient facilities on favorable terins, we may be unable to execute our

acquisition strategy. '

An important part of our business strategy is to acquire inpatient facilities in growing markets. Some inpatient facilitics and health care
providers that compete with us have greater financial resources and a larger development staff focused on identifying and completing
acquisitions. In addition, some competitors are owned by governmental agencics or not-for-profit corporations supported by endowmcnts and
charitable contributions and can finance capital expenditures on a tax-exempt basis. Any or all of thesc factors may impcde our business
stratcgy.

Covenant restrictions under our senior secured credit facilities and the indenture governing our 73/ +% Senior Suberdinated Notes may
limit our ability to operate our business.

Our senior secured credit facilities and the indenture governing the 7/ +% Notes contain, among other things, covenants that may restrict
our ability and our subsidiary guarantors’ ability to finance future operations or capital nceds or to cngage in other business activities. These
debt instruments restrict, among other things, our ability and the ability of our subsidiaries to:

. incur additional indebtedness and issue preferred stock;

. pay dividends or make other distributions;

. makc certain restricted payments and investments;

. create liens;

. incur restrictions on our ability or the ability of our restricted subsidiaries to pay dividends or make other payments;
. sell asscts, including the capital stock of our restricted subsidiarics;

. merge or consolidate with other entities; and

. cngage in transactions with affiliatcs,

In addition, our senior sccured credit facilities require us to maintain specificd financial ratios and tests that may require that we take action
to reduce our debt or act in a manner contrary to our business objectives. Events beyond our control, including changes in general business and
cconomic conditions, may affect our ability to mcet the speeified financial ratios and tests. We cannot assure you that we will mect the
specified ratios and tests or that the lenders under our senior secured credit facilities will waive any failure to meet the specified ratios or tests,
A breach of any of thesc covenants would result in a dcfault under our senior securcd credit facilities and any resulting acceleration thercunder
may result in a default under the indenture governing the 7 3/ +% Notes. If an cvent of default under our scnior secured credit facilitics occurs,
the lenders could elect to declare all amounts outstanding thereunder, together with acerued interest, to be immediately duc and payable.

Additional financing may be necessary to fund our acquisition strategy and capital expenditures, and such financing may not be
available when neceded.

Our acquisition program requircs substantial capital resources. Likewise, the operation of cxisting inpatient facilitics requires ongoing
capital expenditures for renovation, cxpansion and the upgrade of cquipment and technology.

In connection with our acquisition of Horizon Health on May 31, 2007, we incurred additional indebtcdness to finance the $426.7 million
purchase price. This significant indebtedncss may adverscly impact our ability to obtain additional financing for future acquisitions and/or
capital expenditures on satisfactory terms. In addition, the terms of our outstanding indebtedness as well as our level of indebtedness at any
time may restrict our ability to borrow additional funds. If we are not able to obtain additional financing, then we may not be in a position to
consummate acquisitions or undertake capital expenditures.
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Recently acquired businesses and businesses acquired in the future will expose us to increased operating risks.

On May 31, 2007, we completed the acquisition of Horizon Health for $426.7 million in cash and the assumption of a mortgage loan of
approximately $7.0 million. Wc also repurchased in a tender offcr substantially all of our 10 5/ 8% Scnior Subordinated Notes duc 2013, Thesc
transactions were financed with an additional $225 million of term loans pursuant to our scnior secured credit facility and the net proceeds of

our offering of $250 million of 7 3/ 4 % Notes.
This acquisition, as well as other future acquisitions and expansions, ¢xposes us to additional busincss and operating risk and unccttainties,
including:

. our ability to cffcctively manage the cxpanded activitics;

. our ability to rcalize our investment in the increased number of inpaticnt facilities;
. our exposurc to unknown liabilitics; and

. our ability to meet contractual obligations.

If we are unablc to manage the acquired businesses efficiently or cffectively, or are unablc to attract and retain additional qualified
management personnel to run the expanded operations, it could have a matcrial adverse cffect on our business, financial condition and rcsults

of operations.
If we fail to integrate or improve, where necessary, the operations of acquired inpatient fucilities, we may be unable to achieve onr
growth strategy.
Wc may be unable to maintain or increase the profitability of, or opcrating cash flows at, an existing bechavioral health care facility or other

acquired inpatient facility, cffectively intcgratc the operations of an acquired facility or otherwisc achieve the intended benefit of our growth
strategy. To the extent that we are unable to enroll in third party payor plans in a timely manner following an acquisition, we may cxpcrience a

deereasc in cash flow or profitability.

Hospital acquisitions gencrally require a longer period to complcte than acquisitions in many other industries and are subject to additional
regulatory unccrtainty. Many states have adopted legislation regarding the sale or other disposition of facilitics operated by not-for-profit
cntitics. In other statcs that do not have specific lcgislation, the attorncys general have demonstrated an interest in these transactions under their
general obligations to protect charitable assets from wastc. These legislative and administrative efforts focus primarily on the appropriate
valuation of the assets divested and the use of the proceeds of the sale by the non-profit seller. In addition, the acquisition of facilities in certain
states requires advance regulatory approval under “certificate of nced” or state licensure rcgulatory regimes. These statc-level procedurcs could
seriously delay or cven prevent us from acquiring inpatient facilities, cven after significant transaction costs have been incurred.

We depend on our relationships with physicians and other health care professionals who provide services at our inpatient facilities.

Our business depends upon the efforts and success of the physicians and other health carc profcssionals who provide health care scrvices at
our inpatient facilitics and the strength of the relationships with these physicians and other health care professionals.

Our business could be adversely affected if a significant number of physicians or a group of physicians:

. tcrminate their relationship with, or reduce their usc of, our inpatient facilities;

. fail to maintain acceptable quality of care or to othcrwise adhere to professional standards;
. suffer damage to their reputation; or

. cxit the market entircly.

Failure to maintain effective internal controls in accordance with Section 404 of the Sarbanes-Oxley Act could have a material adverse
effect on our business and stock price.

Each ycar we are required to document and test our internal control procedures in order to satisfy the requirements of Section 404 of the
Sarbanes-Oxlcy Act of 2002, which rcquires annual management assessments of the effectiveness of our internal controls over financial
reporting and a report by our independent registered public accounting firm addressing the effectiveness of internal control over financial
rcporting. During the course of our annual testing we may identify deficiencies that we may not be able to remediate in time to meet the
deadlinc iimposed by the Sarbanes-Oxlcy Act for compliance with the requircments of Section 404. In addition, if we fail to maintain the
adequacy of our internal controls, as such standards are modified, supplemented or amended from time to time, we may not be able to ensure
that we can conclude on an ongoing basis that we have cffective internal controls over financial reporting in accordance with Section 404 of the
Sarbanes-Oxlcy Act. Failure to achieve and maintain an effective internal control environment could have a material adverse cffect on our

business and stock price.
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We may be required to spend substantial amounts fo comply with legislative and regulatory initiatives relating to privacy and security of
patient health information and standards for electronic fransactions.

There are currently numerous legislative and regulatory initiatives at the fedcral and state levels addressing patient privacy and sccurity
concerns. In particular, fedcral regulations issucd under HIPAA require our facilitics to comply with standards to protect the privacy, security
and integrity of health care information. These regulations have imposed extensive administrative rcquirements, technical and physical
information sceurity requirements, restrictions on the use and disclosure of individually identifiable patient health and related financial
information and havc provided patients with additionat rights with respect to their health information. Compliance with these regulations
requires substantial expenditurcs, which could negatively impact our financial results. In addition, our management has spent, and may spend
in the future, substantial time and cffort on compliance measures.

HIPAA also mandates the use of standard formats for electronic transactions and cstablishing standard unique health identifiers. As of
May 23, 2007, all health care providers, including our inpaticnt facilities, were required to have obtained a new National Provider Identifier to
be used in standard transactions instead of other numerical identifiers. Qur inpatient facilities did not experience payment delays during the
transition to the ncw identifiers.

Violations of the privacy and sccurity regulations could subject our inpatient facilitics to civil penaltics of up to $25,000 per calendar year
for each provision contained in the privacy and security regulations that is violatcd and criminal penalties of up to $250,000 per violation for
certain other violations. Because there is no significant history of enforcement efforts by the federal government at this time, it is not possible
to ascertain the likelihood of enforcement efforts in connection with these rcgulations or the potential for fincs and penaltics that may result
from the violation of the regulations.

Forward-Looking Statements

This Annual Report on Form 10-K and other matcrials we have filed or may file with the Sccurities and Exchange Commission (the
“SEC™), as well as information included in oral statements or other written statements made, or to be made, by our senior management, contain,
or will contain, disclosures that arc “forward-looking statements” within the mcaning of the safe harbor provisions of The Private Securitics
Litigation Reform Act of 1995. Forward-looking statements include all statements that do not relate solely to historical or current facts and can
be identified by the use of words such as “may,” “will,” “cxpect,” “belicve,” “intend,” “plan,” “cstimate,” “projcct,” “continue,” “should” and
other comparable terms. These forward-looking statements are based on the current plans and expectations of management and are subject 10 a
number of risks and uncertaintics, including those sct forth below, which could significantly affect our current plans and expcctations and
futurc financial condition and results.

We undertake no obligation to publicly updatc or revise any forward-looking statements, whether as a result of new information, future
events or otherwise. Stockholders and investors arc cautioned not to unduly rely on such forward-looking statements when evaluating the
information prescnted in our filings and reports.

While it is not possible to identify all these factors, we continuc to face many risks and uncertaintics that could cause actual results to differ
from thosc forward-looking statcments, including:

. our ability to successfully integrate and improve the operations of acquired inpatient facilities;

. potential competition that alters or impcdes our acquisition strategy by decreasing our ability to acquire additional inpatient facilities
on favorable terms;

. our ability to maintain favorable and continuing relationships with physicians and other health care professionals who usc our inpaticnt
facilitics;

. our substantial indcbtedness and our ability to receive timely additional financing on terms acceptable to us to fund our acquisition
stratcgy and capital expenditurc needs;

. risks inherent to the health care industry, including the impact of unforcsecn changes in regulation and exposure to claims and lcgal
actions by patients and others;

. efforts by federal and state hcalth care programs and managed carc companies to reduce reimbursement rates for our services;
. our ability to comply with applicable licensure and accrcditation requirements;

. our ability to comply with extensive laws and government regulations rclated to billing, physician relationships, adequacy of medical
care and licensurc;

. our ability to rctain key employecs who are instrumental to our operations;
. our ability to maintain cffective internal controls in accordance with Scction 404 of the Sarbanes-Oxley Act;

. our ability to ensurc confidential information is not inappropriatcly disclosed and that we are in compliance with federal and statc
health information privacy standards; .

. our ability to comply with federal and statc governmental regulation covering health care-related products and services on-line,
including the regulation of medical devices and the practice of medicinc and pharmacology;

. our ability to obtain adcquate levels of general and professional liability imsurance;

. those risks and uncertaintics described from time te time in our filings with the SEC; and
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. futurc trends for pricing, margins, revenue and profitability that remain difficult to predict in the industries that we serve.

We caution you that the factors listed above, as well as the risk factors included in this Annual Report on Form 10-K, may not be
cxhaustive. We operate in a continually changing business environment, and new risk factors emerge from time to time. Wec cannot predict
such new risk factors nor can wc assess the impact, if any, of such new risk factors on our businesses or the extent to which any factor or
combination of factors may cause actual results to differ materially from thosc expressed or implicd by any forward-looking statcments.

Item 1B. Unresolved Staff Comments.

We havc no unrcsolved SEC staff comments.

Item 2. Properties.

W operate 90 owned or leased inpatient behaviora health care facilities with over 10,000 liccnsed beds in 31 states, Pucrto Rico, and the
U.S. Virgin Islands. The following table sets forth thc namc, location, number of licensed beds and the acquisition date for cach of our owned

and leased inpatient behavioral health care facilitics.

Date
Acquired/

Facility Location Beds Own/lease  Opened
Cypress Creek Hospital Houston, TX 96 Own 9/01
West Oaks Hospital Housion, TX 160  Own 9/01
Texas NeuroRehab Center Austin, TX 151 Own 11/01
Holly Hill Hospital Rateigh, NC 108 Own 12/01
Rivercdge Hospital Chicago, IL 210 Own 702
Whisper Ridge Behavioral Health System Charlottesville, VA 102 Lease 4/03
Cedar Springs Behavioral Health System Colorado Springs, CO 110 Own 4/03
Laurel Ridge Treatment Center San Antonio, TX 196 Own 4/03
San Marcos Treatment Center San Marcos, TX 265 Own 4/03
The Oaks Treatment Center Austin, TX 118 Own 4/03
Shadow Mountain Behavioral Health System Tulsa, OK 160  Own 4/03
Laurel Oaks Behavioral Health Center Dothan, AL 114 Own 6/03
Hill Crest Behavioral Health Birmingham, AL 177 Owan 6/03
Gulf Coast Youth Academy Fort Walton Beach, FL. 168  Own 6/03
Manatce Palms Youth Services Bradenton, FL 60 Own 6/03
Havenwyck Hospital Aubum Hills, M1 182  Lecase 6/03
Heartland Bechavioral Health Nevada, MO 159 Own 6/03
Brynn Marr Behavioral Health Jacksonville, NC 88  Own 6/03
Mission Vista Hospital San Antonio, TX 83  Lecase 6/03
Benchmark Behavioral Health Woods Cross, UT 145 Own 6/03
Macon Behavioral Health System Macon, GA 155 Own 6/03
Manatec Adolescent Treatment Services Bradenton, FL 85 Own 6/03
Alliance Health Center Meridian, MS 194 Own 11/03
Calvary Center Phoenix, AZ 50  Lecase 12/03
Brentwood Acute Behavioral Health Center Shreveport, LA 200 Own 3/04
Brentwood Behavioral Health of Mississippi Flowood, MS 107 Own 3/04
Palmetto Loweountry Bchavioral Health System North Charleston, SC 102 Own 5/04
Palmetto Pec Dee Behavioral Health System Florence, SC 59  Own 504
Fort Lauderdale Hospital Fort Lauderdalc, FL 100 Lease 6/04
Millwood Hospital Arlington, TX 120 Leasc 6/04
Pride Institute Eden Prairic, MN 36 Own 6/04
Summit Oaks Hospital Summit, NJ 126 Own 6/04
North Spring Bchavioral Healthearce Lecsburg, VA 77 Own 6/04
Pcak Behavioral Health Santa Teresa, NM 144 Own 6/04
Alhambra Hospital Roscmead, CA 99  Own 7/05
Belmont Pines Hospital Youngstown, OH 81  Own 7/05
Brooke Glen Behavioral Hospital Fort Washington, PA 146  Own 7/05
Columbus Bchavioral Center Columbus, TN 61 Own 7105
Cumberland Hospital New Kent, VA 136 Own 7/05
Kirkland, WA 133 Own 7/05

Fairfax Hospital
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Date
Acquired/
Facility Location Beds Own/lease  _Opencd
Fox Run Hospital St. Clairsville, OH 93 Own 7/05
Fremont Hospital Fremont, CA 96  QOwn 7/05
Heritage Oaks Hospital Saeramento, CA 76 Qwn 7/05
Intermountain Hospital Boise, ID 93 Qwn 7/05
Mcadows Hospital Bloomington, IN 78  QOwn 7/05
Mesilla Valley Hospital Las Cruces, NM 121 Own 7105
Montevista Hospital Las Vcgas, NV 101  Own 7H05
Pinnaclc Pointe Little Rock, AR 102 Own 7105
Sierra Vista Sacramento, CA 72 Own 7405
Streamwood Hospital Streamwood, IL 276 Own 705
Valle Vista Health System Greenwood, IN 102 Qwn 7/05
West Hills Hospital Reno, NV 95 Own 7105
Willow Springs RTC Reno, NV 76 Own 7105
Canyon Ridge Hospital Chino, CA 56 Qwn B/0S
Atlantic Shores Hospital Fort Lauderdale, FL 72 QOwn 1406
Wellstone Regional Hospital Jeffersonville, IN 100 Own 1406
Diamond Grove Louisville, MS 50 Own 506
Hickory Trail Hospital DeSoto, TX 86  QOwn 7/06
National Dcaf Academy Mount Dora, FL 132 Own 7/06
Windmoor Healthcare Clcarwater, FL 100 Own 9/06
University Behavioral Center Orlando, FL 104 Own 9/06
Sandy Pines Tequesta, FL 80 Own 9/06
Cumberland Hall Chattanooga Chattanooga, TN 64  Own 12/06
Cumberland Hall Hopkinsville Hopkinsville, KY 60 Own 12/06
Nashville Rehabilitation Hospital Nashville, TN 111 Own 12/06
Panamericano Cidra, Puerto Rico 165 Own 12/06
PRATS Cidra/Bayamon, Puerto Rico 48 Own 12/06
The Pines Residential Treatment Center Portsmouth, VA 424 Own 12/06
The Pines — Charieston Summerville, SC 60 Leasc 12/06
The Pines — Midlands West Columbia, SC 39 Own 12/06
Virgin Islands Behavioral Services St. Croix, U.S. Virgin Islands 30 Own 12/06
Virginia Beach Psychiatric Center Virginia Beach, VA 100 Own 12/06
Threc Rivers Behavioral Health Wesi Columbia, SC 86 Own 01/07
Copper Hills Youth Center West Jordan, UT 153 Own 05/07
MeadowWood Behavioral Health System New Castle, DE 53  Own 05/07
Focus Healthcare of Florida Cooper City, FL. 88 Own 05/07
Focus by the Sea St. Simons, GA 101 Own 05/07
Armrowhcad Behavioral Health Maumee, OH 42 Own 05/07
Fricnds Hospital Philadelphia, PA 219 Own 05/07
Kingwood Pines Hospital Kingwood, TX 78 Qwn 05/07
Windsor-Laurclwood Center Willoughby, OH 160 Lcase 05/07
Lighthouse Care Centcr of Augusta Augusta, GA 106  Own 05/07
Lighthouse Care Center of Conway Conway, SC 108 Own 05/07
Lighthouse Care Centcr of Oconee Tamassce, SC 28 Own 05/07
Michiana Behavioral Health Center Plymouth, IN 80  Own 05/07
Poplar Springs Hospital Petersburg, VA 184 Own 05/07
River Park Hospital Huntington, WV 187  Own 05/07
Lighthouse Berkley Summerville, SC *  QOwn 05/07
Austin Lakes Hospital Austin, TX 48  Lcase 08/07
Danville, VA 56 Own 09/07

The Hughes Center for Exceptional Children

* We acquired a non-operating facility, Lighthouse Berkley, in the acquisition of Horizon Health. Currently no paticnts are being served at

this facility.

In addition, our principal exccutivc offices arc located in approximately 65,000 square feet of leased space in Franklin, Tennessee. We do
not anticipate that wc will experience any difficulty in renewing our lease upon its expiration in February 2012, or obtaining different space on
comparable terms if such lease is not renewed. We believe our exccutive offices and our hospital propertics and equipment arc generally well
maintained, in good operating condition and adequate for our present needs.

ltem 3. Legal Proceedings.

We arc subject to various claims and legal actions that arise in the ordinary coursc of our business. In the opinion of management, we arce




not currently a party to any proceeding that would have a material adverse cffect on its financial condition or results of operations.
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Item 4. Submission of Matters to a Vote of Security Holders.

None.

PARTII

Item 5. Market For Registrant’s Common Equity, Related Stockholder Matters and Issuer Purchases of Equity Securities.

Our common stock trades on The NASDAQ Global Select Market under the symbol “PSYS”. The table below sets forth, for the calendar
quarters indicated, the high and low sales prices per sharc as reported on The NASDAQ Global Sclect Market for our common stock adjusted
to give effect to our 2-for-1 stock split on January 9, 2006. <

High Low

2006

First Quartcr $34.78 $29.08
Sccond Quarter $34.48 $26.14
Third Quarter $36.35 $25.59
Fourth Quarter $38.84 $30.19
2007

First Quarter §42.93 $35.18
Second Quarter $42.75 $33.96
Third Quarter £40.00 $31.81
Fourth Quartcr $40.71 $31.92

At the close of business on February 21, 2008, there were approximately 106 holders of record of our common stock.

We currently intend to retain futurc carnings for usc in the expansion and operation of our business. Our Second Amended and Restated
Credit Agreement, as amended, prohibits us from paying dividends on our common stock. Also, the indenture govemning our 7 3/ 4 % Notes
provides certain financial conditions that must be met in ordcr for us to pay dividends. Subject to the terms of applicable contracts, the payment
of any future cash dividends will be determined by our Board of Directors in light of conditions then-existing, including our eamings, financtal
condition and capital requirements, restrictions in financing agrecments, business opportunities and conditions, and other factors.

Itecm 6. Selected Financial Data,

The sclected financial data presented below for the years ended December 31, 2007, 2006 and 2005, and at December 31, 2007 and 2006,
are derived from our audited consolidated financial statements included elsewhere in this Annual Report on Form 10-K. The sclected financial
data for the years ended December 31, 2004 and 2003, and at December 31, 2005, 2004 and 2003, arc derived from our audited consolidated
financial statements not included herein. 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 with our consolidated financial statements and notcs thereto
included elsewhere in this Annual Report on Form 10-K.
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Psychiatric Solutions, Inc.
Selected Financial Data
As of and for the Years Ended December 31,

' 2007 2006 2008 2004 2003
(In thousands, except per share amounts and operating data)

Income Statement Data:

Revenue $1,481,952 $1,022,428 § 715,324 $470,969 $277,575
Costs and expenses:
Salaries, wages and employee benefits 824,645 577,237 392,309 254,897 142,292
Other operating expenses 389,857 264,901 202,229 143,560 95,025
Provision for doubtful accounts 27,554 19,530 13,498 10,754 6,312
Depreciation and amortization 31,080 20,475 14,738 9,808 5,707
Intcrest expense 75,100 40,307 27,056 18,964 14,778
Other expenses 8,179 — 21,871 6,407 5,271
Total costs and expenses 1,356,415 922,450 671,701 444,430 269,385
Income from continuing operations before income taxes 125,537 99,978 43,623 26,539 8,190
Provision for income taxes 47,779 37,754 16,805 10,085 3,477
Income from continuing opcrations $ 77,758 $ 62224 § 26,818 § 16,454 $ 4713
Net income $ 76,208 $ 60,632 $ 27,154 $ 16,801 § 5216
Basic earnings per share from continuing operations 3 1.43 § 1.18 S 0.60 $ 054 § 023
Basic earnings per share 5 1.40 S 1.15 3 0.61 § 0.55 $ 026
Shares used in computing basic carnings per share 54,258 52,953 44,792 29,140 16,740
Diluted earnings per share from continuing operations $ 1.40 5. 1.15 S 0.58 S 047 § 0.20
Diluted earnings per share S 1.37 8 1.12 $ 0.59 $ 048 £ 022
Shares uscd in computing diluted carnings per share
from continuing operations 55,447 54,169 46,296 35,146 23,498
Balance Sheet Data:
Cash § 39,975 $ 18,572 $ 54,700 $ 33,451 $ 44,948
Working capital 157,831 103,287 138,344 39,843 66,446
Property and cquipment, net 694,018 539,758 378,162 217,927 149275
Total assets 2,179,523 1,580,922 1,175,031 496,684 346,202
Total debt 1,172,024 743,307 482,389 174,336 175,003
Series A convertible preferred stock — — — — 25316
Stockholdcers’ equity 754,742 627,779 539,712 244,515 91,328
Operating Data: .
Number of facilitics 90 73 55 34 24
Number of licensed beds 10,155 8.330 6,389 4,295 3,128
Admissions 141,331 107,903 78,204 49,434 26,278
Paticnt days 2,471,835 1,891,685 1,430,090 996,840 525,055
Average length of stay 18 18 13 20 20

1tem 7. Management’s Discussion and Analysis of Financial Cendition and Results of Operations.

The following discussion and analysis should be read in conjunction with the sclccted financial data and the accompanying consolidated
financial statements and rclated notes thercto included in this Annual Report on Form 10-K.

Overview

Our business strategy is to acquire inpatient behavioral health carc facilities and improve operating results within new and existing inpatient
facilities and our other behavioral health care operations. Fromn 2001 to 2004, we acquired 34 inpatient behavioral health carc facilities. During
2005, we acquired 20 inpatient behavioral health care facilitics in the acquisition of Ardent Health Services, Inc.
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(“Ardent Behavioral”) and onc other inpatient facility. During 2006, we acquired 19 inpatient behavioral health care facilities, including nine
inpatient facilities with the acquisition of the capital stock of Altcrnative Behavioral Services, Inc. (“ABS”) on December 1, 2006. During
2007, we acquired 16 inpatient behavioral health care facilitics, including 15 inpatient facilities in the acquisition of Horizon Health.

We strive to improve the operating results of new and existing inpatient behavioral health care operations by providing the highest quality
service, cxpanding referral networks and marketing initiatives and meeting increased demand for behavioral health care services by expanding
our services and developing new services. We also attempt to improve operating results by optimizing staffing ratios, controlling contract labor
costs and reducing supply costs through group purchasing. Qur same-facility revenue from owned and leased inpatient facilities increased 6.5%
for the year ended December 31, 2007 compared to the year ended December 31, 2006. Same-facility growth in 2007 was primarily the result
of increases in paticnt days and revenuc per paticnt day of 1.4% and 5.0%, respectively. Same-facility growth rcfers to the comparison of each
inpatient facility owned during 2006 with the comparable period in 2007, adjusted for closures and combinations for comparability purposes.

Scources of Revenuc
Patient Service Revenue

Paticnt service revenue is generated by our inpatient facilities for services provided to patients on an inpatient and outpatient basis within the
inpatient behavioral health carc facility sciting. Patient service revenuc is recorded at our established billing rates less contractual adjustments.
Generally, collection in full is not expected at our established billing rates. Contractual adjustments are recorded to state our patient service
revenue at the amount we expect to collect for the services provided based on amounts reimbursable by Medicarc or Medicaid under provisions
of cost or prospective reimbursement formulas or amounts due from other third-party payors at contractually determincd rates. Patient scrvice
rcvenue comprised approximately 91.6% of our total revenue in 2007.

Other Revenne

Other behavioral health care services accounted for 8.4% of our revenuc for the year ended December 31, 2007. This portion of our business
primarily consists of our contract management and EAP businesses. Our contract management business involves the developinent, organization
and management of behavioral health care programs within medical/surgical hospitals. Our EAP business contracts with employers to assist
employces and their dependents with resolution of behavioral conditions or other personal concerns. Services provided are recorded as revenue
at contractually determined rates in the period the services are rendered, provided that collectability of such amounts is reasonably assurcd.

Results of Operations

The following table illustrates our consolidated results of operations from continuing operations for the years ended December 31, 2007,
2006 and 2005 (dollars in thousands).

Results of Operations, Consolidated Psychiatric Solutions
For the Year Ended December 31,

2007 2006 2005
Amount Yo Amount % Ameount %

Revenue $1,481,952 100.0% $1,022,428 100.0% $715,324 100.0%
Salarics, wages, and employce bencfits

(including share-based

compensation of $16,104 and

$12,535 in 2007 and 2006,

respectively) 824,645 55.6% 577,237 56.5% 392,309 54.8%
Professional fccs 147,521 10.0% 97,116 9.5% 73,177 10.2%
Supplics 82,244 5.5% 58,986 5.8% 42,993 6.0%
Provision for doubtful accounts 27.554 1.9% 19,530 1.9% 13,498 1.9%
Other operating cxpenses 160,092 10.8% 108,799 10.6% 86,059 12.0%
Depreciation and amortization 11,080 2.1% 20,475 2.0% 14,738 2.1%
Interest expensc, net 75,100 5.1% 40,307 3.9% 27,056 3.8%
QOther expenses;

Loss on refinancing long-term debt 8,179 0.5% — 0.0% 21,871 3.1%
Income from continuing operations

before income taxes 125,537 8.5% 99,978 9.8% 43,623 6.1%
Provision for incomc taxes 47,779 3.3% 37,754 3.7% 16,805 2.4%
Income from continuing operations $ 77,758 5.2% S 62224 6.1% $ 26,818 3.7%
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Year Ended December 31, 2007 Compared To Year Ended December 31, 2006

The following table compares kcy total facility statistics and same-facility statistics for 2007 and 2006 for owned and leased inpatient
facilities )

¥Year Ended December 31, %%
2007 2006 Change
Total facility results:
Revenue (in thousands) 51,357,827 $ 976,324 39.1%
Number of facilities at period end 90 73 21.6%
Admissions 141,331 107,903 31.0%
Paticnt days 2,471,835 1,891,685 30.7%
Average length of stay 17.5 17.5 0.0%
Revenue per patient day S 549 b} 516 6.4%
Same-facility results:
Revenue (in thousands) $1,017,840 $ 955,849 6.5%
Number of facilitics at period end . 73 73 0.0%
Admissions 108,302 105,900 23%
Patient days 1,871,557 1,846,189 1.4%
Avcrage length of stay 17.3 17.4 -0.6%
Revenue per patient day 3 544 $ 518 5.0%

Revenue . Revenue from continuing operations was $1.5 billion for the year ended December 31, 2007 compared to $1.0 billion for the year
cnded December 31, 2006, an increase of $460.0 million, or 44.9%. Revenue from owned and leased inpatient facilitics accounted for $1.4
billion in 2007 compared to $976.3 million in 2006, an increase of $381.5 million, or 39.1%. The increase in revenue from owned and leased
inpatient facilitics relates primarily to the acquisitions of Horizon Health and ABS. The remainder of the increase in revenuc from owned and
leased inpatient facilitics is primarily attributable to same-facility growth in patient days of 1.4% and revenue per paticnt day of 5.0%. Other
revenue was $124.1 million in 2007 compared to $46.1 million in 2006, an increase of $78.0 million, resulting primarily from other operations
acquired in the ABS and Horizon Health acquisitions.

Salaries, wages, and employee benefits . Salaries, wages and employce benefits (“*SWB”) expense was 5824.6 million in 2007 compared to
$577.2 million in 2006, an increasc of 5247.4 million, or 42.9%. SWB expensc includes $16.1 million and $12.5 million of shared-based
compensation expense for the years ended December 31, 2007 and 2006, respectively. Based on our stock option and restricted stock grants
outstanding at December 31, 2007, we estimatc remaining unrecognized share-based compensation expense to be approximately $41.1 million
with a weighted-average remaining amortization period of 3.3 years. Excluding sharc-based compensation expense, SWB expensc was
$808.5 million, or 54.6% of total revenue, in 2007 compared to $564.7 million, or 55.2% of total revenue, in 2006. SWB cxpense for owned
and leased inpaticnt facilities was $739.0 million in 2007, or 54.4% of revenue. Same-facility SWB expensc for owned and leased inpaticnt
facilities was $547.3 million in 2007, or 53.8% of revenue, compared to $521.9 million in 2006, or 54.3% of revenue. SWB expense for other
operations was $44.2 million in 2007 compared to $15.8 million in 2006. The increase in SWB expense from other operations is primanily the
result of busincsses acquired in the acquisitions of ABS and Horizon Health. SWB expense for our corporate office was $41.5 million,
including $16.1 million in sharc-based compensation, for 2007 compared to $31.6 miltion, including $12.5 million in shared-bascd
compensation, for 2006. The increase in SWB expense for our corporatc office was primarily as the resutt of hiring additional staff necessary to
manage the inpatient facilities acquired during 2006 and 2007.

Professional fees . Professional fees were $147.5 million in 2007, or 10.0% of total revenue, compared to $97.1 million in 2006, or 9.5% of
total revenue. Professional fees for owned and Jeased inpatient facilities were $127.5 million in 2007, or 9.4% of revenue. Same-facility
professional fecs for owned and leased inpaticnt facilitics were $91.5 million in 2007, or 9.0% of revenue, compared to £88.3 million in 2006,
or 9.2% of revenue. Professional fecs for other operations increased to $14.7 million in 2007 compared to $3.1 million in 2006, primarily as a
result of businesses acquired in the acquisitions of ABS and Horizon Health. Professional fees for our corporate office were $5.3 million in
2007 compared to $4.0 million in 2006.

Supplies. Supplies cxpense was $82.2 million in 2007, or 5.5% of total revenue, compared to $59.0 million in 2006, or 5.8% of total
revenue. Supplics expense for owned and leased inpatient facilities was $80.9 million in 2007, or 6.0% of revenuc. Same-facility supplies
expensc for owned and leased inpatient facilities was $59.5 million in 2007, or 5.9% of revenue, compared to $57.1 million in 2006, or 5.9% of
revenue.

Provision for doubtful accounts . The provision for doubtful accounts was $27.6 million in 2007, or 1.9% of total revenue, compared to
$19.5 million in 2006, or 1.9% of total revenue. The provision for doubtful accounts at owned and leased inpatient facilities comprises the
majority of our provision for doubtful accounts.
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Other operating expenses . Other operating expenses consist primarily of rent, utilities, insurance, travel, and repairs and maintenance
expenses. Other operating expenses were approximately $160.1 million in 2007, or 10.8% of total revenue, compared to $108.8 million in
2006, or 10.6% of total revenue. Other operating cxpenses for owned and leascd inpatient facilities were S1 10.7 million in 2007, or 8.2% of
revenue. Same-facility other operating expenses for owned and leased inpatient facilitics were §78.6 million in 2007, or 7.7% of revenue,
compared to $83.4 million in 2006, or 8.7% of revenue. The decrease in same-facility other operating expenses for owned and leased inpatient
facilities was primarily the result of reductions in risk management costs as a percent of revenuc. Other operating expenses for other operations
increased to $41.8 million in 2007 compared to $18.5 million in 2006, primarily as a result of businesses acquired in the acquisitions of ABS

and Horizon Health.

Depreciation and amortization . Depreciation and amortization expense was $31.1 million in 2007 compared to $20.5 million in 2006, an
increase of $10.6 million, primarily as a result of the acquisitions of ABS and Horizon Health.

Interest expense, nef . Interest expense, net of interest income, was 575.1 million in 2007 compared to $40.3 million in 2006, an increasc of
$34.8 million. On December 31, 2007, we had $1.2 billion in long-term debt compared to $743.3 million at December 31, 2006. The increase
in interest expensc is primarily the result of the inerease in our long-term debt to finance acquisitions. We borrowed $210.0 million in
December 2006 to finance the acquisition of ABS, and we incurred net borrowings of 8443.2 million in May 2007 to finance the acquisition of
Horizon Health.

Loss on refinancing of long-term debt. During 2007 we incurred a loss on refinancing long-term debt of $8.2 million that consisted
primarily of the amount above par value we paid to repurchasc our 10 5/ s % Notcs, the writc-off of capitalized financing costs associated with
our 10 3/ % Notes and the amount paid to cxit the related interest rate swap agreements,

Loss from discontinued operations, net of taxes . The loss from discontinued operations (net of income tax effect) was $1.6 million for the
years ended December 31, 2007 and 2006. During the year ended December 31, 2007, we elected to dispose of one inpatient facility and
accordingly we reclassificd its operations to discontinued operations. During 2006, we terminated three of our contracts to manage state-owned

inpaticnt facilities and sold a therapeutic boarding school.

Year Ended December 31, 2006 Compared To Year Ended December 31, 2005

The following tablc compares key total facility statistics and same-facility statistics for 2006 and 2005 for owned and leased inpatient
facilities.

Year Ended December 31, %

2006 2005 _Change

Total facility results:
Revenue (in thousands) $ 976,324 $ 669,579 45 8%
Number of facilitics at period end 73 55 34.5%
Admissions 107,903 78,206 38.0%
Patient days 1,891,685 1,430,090 32.3%
Average length of stay 17.5 18.3 -4.4%
Revenue per patient day 5 516 5 468 10.3%

Same-facility results:
Revenue (in thousands) $ 729,602 § 669,579 9.0%
Number of facilities at period end 55 55 0.0%
Admissions 79,981 78,206 2.3%
Paticnt days 1,474,977 1,430,090 3.1%
Average length of stay 184 18.3 0.5%
Revenue per patient day b 495 b 468 5.8%

Revenue . Revenue from continuing operations was $1.0 biltion in 2006 compared to $715.3 million in 2005, an increase of $307.1 million,
or 42.9%. Revenue from owned and leased inpatient facilities accounted for $976.3 million in 2006 compared to $669.6 million of the 2005
results, an increase of $306.7 million, or 45.8%. The increase in revenue from owned and leased inpatient facilities relates primarily to
acquisitions. The remainder of the increase in revenue from owned and leascd inpatient facilities is primarily attributable to same-facility
growth in patient days of 3.1% and revenue per patient day of 5.8%, Other revenue was $46.1 million of the 2006 results compared to
$45_7 million of the 2005 results.

Salaries, wages, and employee benefits . SWB expense was $577.2 million in 2006, or 56.5% of total revenue. Effective January 1, 2006,
we adopted Statement of Financial Accounting Standards (“SFAS™) No. 123 (Revised 2004) (“SFAS 123R™), Share Based Payment , using the
modified-prospective transition method. SFAS No. 123R requires companies 1o measure and recognize the cost of employee services reccived
in exchange for an award of equity instruments based on the grani-date fair value of the award. Prior to the adoption of SFAS 123R, we
accounted for our stock option plans using the intrinsic valuc method in accordance with the provisions of
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Accounting Principles Board (“APB”) Opinion No. 25, Accounting for Stock Issued to Employees , and related intcrpretations, and, as a result,
rccognized no share-bascd compensation expensc for those prior periods. SWB cxpense for 2006 includes $12.5 million of share-bascd
compensation cxpense. Excluding share-based compensation expense, SWB expense was $564.7 million, or 55.2% of total revenue, in 2006
compared to $392.3 million, or 54.8% of total revenue, in 2005. SWB expensc for owned and leased inpatient facilities was $529.8 million in
2006, or 54.3% of revenuc. Same-facility SWB cxpense for owned and leased inpaticnt facilitics was $392.7 million in 2006, or 53.8% of
revenue, compared to $363.8 million in 2005, or 54.3% of revenue. SWB expense for other operations was $15.8 million in 2006 compared to
$14.8 million in 2005. SWB expense for our corporatc office was $31.6 million in 2006, including share-based compensation expense of
$12.5 million, compared to $13.7 million in 2005, increasing primarily as a result of the share-based compensation cxpensc and the hiring of
additional staff neccssary to manage the inpaticnt facilities and inpaticnt management contracts acquired during 2005 and 2006,

Professional fees . Professional fees were $97.1 million in 2006, or 9.5% of total revenue, compared to §73.2 million in 2003, or 10.2% of
total revenue. Professional fees for owned and leased inpaticnt facilities were $90.0 million in 2006, or 9.2% of revenue. Same-facility
professional fecs for owned and lcased inpatient facilitics were $67.8 million in 2006, or 9.3% of revenue, compared to $66.3 million in 2003,
or 9.9% of revenue. Professional fees for other operations were $3.1 miltion in 2006 compared to $3.4 million in 2005. Professional fees for
our corporate office were $4.0 million in 2006 comparcd 10 §3.5 million in 2005.

Supplies. Supplics cxpense was $59.0 million in 2006, or 5.8% of total revenuc, comparcd to $43.0 million in 2005, or 6.0% of total
revenue. Supplies cxpense for owned and leased inpatient facilitics was $58.3 million in 2006, or 6.0% of revenuc. Same-facility supplics
cxpense for owned and Icased inpaticnt facilities was $44.7 million in 2006, or 6.1% of revenue, compared to $42.3 million in 2005, or 6.3% of
rcvenue.

Provision for doubtful accounts . The provision for doubtful accounts was $19.5 million in 2006, or 1.9% of total revenue, compared to
$13.5 million in 2005, or 1.9% of total revcnuc. The provision for doubtful accounts at owned and leased inpaticent facilities comprises the
majority of our provision for doubtful accounts as a whole.

Other operating expenses . Other operating expenses consist primarily of rent, utilitics, insurance, travel, and repairs and maintenance
expenses. Other operaling expenses were approximately $108.8 million in 2006, or 10.6% of total revenuc, compared to $86.1 million in 2005,
or 12.0% of total revenuc. Other opcrating expenses for owned and leased inpatient facilities were $85.0 million in 2006, or 8.7% of revenue.
Same-facility other operating expenses for owned and leased inpatient facilitics were $64.3 million in 2006, or 8.8% of rcvenue, compared to
$61.9 million in 2005, or 9.3% of rcvenue. Other operating expenses for other operations were $18.5 million in 2006 compared to
$17.8 million in 2005. Other operating expenses at our corporate office were $5.4 million in 2006 compared to $6.4 million in 2005,

Depreciation and amortization . Depreciation and amortization expense was $20.5 million in 2006 compared 1o $14.7 million in 2005, an
increase of approximately $5.7 million. This increasc in depreciation and amortization cxpense is primarily the result of our acquisitions of
inpatient facilities during 2005 and 2006,

Interest expense. net . Interest cxpense, net of interest income, was $40.3 million in 2006 compared to $27.1 million in 2005, an increase of
$13.3 million or 49.0%. The increase in intcrest expense is primarily attributable to debt incurred to fund the 2006 acquisitions and the July 1,
2005 acquisition of Ardent Behavioral. On December 31, 2006, we had $743.3 million in long-term debt compared to $482.4 million at
December 31, 2005. During the third and fourth quarters of 2006 we borrowed $101.0 million under our revolving credit facility and
$150.0 million under our senior sceured term loan facility to fund acquisitions, most notably ABS on December 1, 2006, During July 2005 we
borrowed $520.0 million under a bridge loan facility ($150.0 million), scnior securcd term loan facility ($325.0 million) and our revolving
credit facility (345.0 million) to finance the Ardent Behavioral acquisition. We issued $220.0 million of our 7 3/ 4% Notes and repaid the
$150.0 million bridge loan and $61.3 million of our 10 3/ 3 % Notes in July 2005. During September 2005 we repaid $125.0 million of our
scnior secured term loan facility and all borrowings under our revolving credit facility with proceeds from an offering of our common stock.

Other expenses. Other cxpenscs in 2005 consisted of $21.9 million in losses on the refinancing of our long-term debt rclating to the
refinancings of $125.0 million of our senior sccured term loan facility, $111.3 million of our 10 5/8% Notes and the $150.0 million bridge loan
incurred to finance the acquisition of Ardent Behavioral. ‘

Loss from discontinued operations, net of taxes . The loss from discontinued operations (net of income tax cffect) of approximately
$1.6 million for the year ended December 31, 2006 and income from discontinued operations of $0.3 million for the year ended December 31,
2005 are primarily from the operations of five contracts to manage inpatient facilities for the Florida Department of Juvenile Justice and the
operating results of a therapeutic boarding school sold in 2006. These contracts to manage inpatient facilities for the Florida Department of
Juvenile Justice were assumed in the acquisition of Ramsay Youth Services, Inc. in 2003. Three of these contracts were terminated in 2006 and
two were terminated in 2005.
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Liquidity and Capital Resources

Working capital at December 31, 2007 was $157.8 million, including cash and cash equivalents of $40.0 million, compared to working
capital of $103.3 million, including cash and cash equivalents of $18.6 million, at December 31, 2006. At December 31, 2007, we had $213.0
million available for futurc borrowings under our revolving credit facility.

Cash provided by continuing operating activities was $125.7 million in 2007 compared to $123.5 million in 2006. The increase in cash
flows from operating activitics was primarily due to an incrcase in cash generatcd from the inpatient facilities offset by an increase in income
tax payments and intercst payments. Income tax payments in 2006 were reduced by our utilization of net opcrating loss carryforwards and tax
deductions generated by stock option cxcrcises. Our operating loss caryforwards were substantially utilized in 2006, and as a result, income
tax payments moved closer to our provision for income taxcs in 2007. Interest payments in 2007 incrcased to $62.9 million compared to
$40.2 million in 2006 primarily duc to the incrcasc in debt incurred to finance the acquisitions of ABS and Horizon Health.

Billings for patient accounts receivable arc generally submitted to the payor within three days of the paticnt’s discharge or completion of
scrvices. Interim billings may be utilized for patients with extended lengths of stay. We verify within a rcasonablc period of time that claims
submitted to third-party payors have been reccived and arc being processed by such payors. Follow-up regarding the status of cach claim is
made on a periodic basis until payment on the claim is received. Billing notices for sclf-pay accounts reccivable arc distributed on a periodic
basis. Sclf-pay accounts reccivable arc turned over to collcction agencies once intcrnal collection cfforts have been exhausted. Accounts
reccivable under our inpaticnt manageinent contracts are billed at icast monthly. Follow-up collection efforts are made on a periodic basis until
payment is received. Qur allowance for doubtful accounts for patient receivables primarily consists of paticnt accounts that arc greater than
180 days past the patient’s discharge date. Our allowance for doubtful accounts for reccivables duc under our inpaticnt managcment contracts
primarily consists of amounts that arc specifically identified as potential collection issues. Accounts receivable arc written off when collection
within a reasonable period of time is deemed unlikely.

Cash uscd by continuing investing activitics was $538.5 million in 2007 compared to 5419.5 million in 2006. Cash used in investing
activitics in 2007 was primarily the result of $462.8 million paid for acquisitions of behavioral health care facilities and $73.2 miilion paid for
the purchascs of fixed asscts. Cash paid for acquisitions consisted primarily of the acquisition of Horizon Hcalth. Cash used for routine and
cxpansion capital expenditures was approximately $32.7 million and $40.5 million, respectively, for the year ended December 31, 2007. We
anticipate cxpansion expenditures to increase in 2008 as a result of planned capital expansion projects and the construction of new facilitics,
which are expected to add approximately 600 new beds to our operations. We define expansion capital cxpenditures as those that incrcase the
capacity of our facilitics or otherwise cnhance revenue. Routine or maintenance capital expenditurcs were 2.2% of our net revenue for 2007.
Cash uscd in investing activitics in 2006 consisted primarily of $385.1 million paid for acquisitions of behavioral hecalth care facilities and
$33.8 million paid for the purchases of fixed asscts.

Cash provided by financing activitics was $432.5 million in 2007 compared to $259.6 million in 2006. During 2007, we borrowed an
additional $225.0 million under our senior securced term loan facility and uscd the net proceeds of our offering of $250 million of 7 a%
Notcs to finance the majority of the Horizon Health acquisition and repurchase $38.6 million of our 10 3/ % Notes. We also had net
repayments of $21.0 million on our revolving credit facility and received $17.3 million from issuances of our common stock from stock option
exercises in 2007. Cash provided by financing activities in 2006 consisted primarily of $150.0 million and $101.0 million borrowed under our
scnior sccured term Joan facility and revolving credit facility, respectively, primarily to finance acquisitions.

We have a universal shelf registration statement on Form $-3 under which we may sell an indeterminate amount of our commen stock,
common stock warrants, preferred stock and debt securitics. We may from time to time offer these sccuritics in one or more serics, in amounts,
at prices and on terms satisfactory to us.

During the fourth quarter of 2007, we entered into an intercst rate swap arrangement with a credit worthy financial institution to manage our
cxposure to fluctuations in intercst rates. With this intercst swap arrangement we will exchange the interest payments associated with a notional
amount of $225 million of LIBOR indcxed variable ratc debt related to our senior securcd term loan for a fixed interest rate. This intercst rate
swap arrangement matures on November 30, 2009. We cxpect a definitive agreement relating to the interest rate swap to be signed in the first
quarter of 2008, During the second quarter of 2007, we terminated our intercst rate swap agreements related to our 10 3/ % Notes.

We are actively seeking acquisitions that fit our corporate growth strategy and may acquire additional inpatient psychiatric facilities.
Management continually assesses our capital needs and, should the need arise, we will scck additional financing, including debt or equity, to
fund potential acquisitions, facility expansions or for other corporate purposes. In negotiating such financing, there can be no assurance that we
will be able to raisc additional capital on terms satisfactory to us. Failure to obtain additional financing on rcasonable terms could have a
negative effect on our plans to acquire additional inpaticnt psychiatric facilitics.
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Obligations and Commitments

Payments Due by Period (in thousands)

Less than More than
Taotal 1 year 1-3 years 3-5 years S years

Long-term debt (1):
Senior Credit Facility:
Revolving line of credit facility, expiring on
December 21, 2009 and bearing intercst of 6.4%
and 6.7% at December 31, 2007 and
Dcecember 31, 2006, respectively 80,000 $ — $ 80,000 ) — $ —
Senior sccured term loan facility, expiring on
July 1, 2012 and bearing interest of 6.8% and
7.1% at December 31, 2007 and Deccmber 31,
2006, respectively 573,313 4,688 7,500 561,125 —
7 3/4% Senior Subordinated Notes duc July 15, 2015 476,508 —_ — — 476,508
Mortgage loans on facilities, maturing in 2036, 2037
and 2038 bearing fixed interest rates of 5.7% to

7.6% 33,671 397 873 988 31,413
1,163,492 5,085 88,373 562,113 507,921

Lease and other obligations 91,107 16,762 24,990 13,322 36,033
Total contractual obligations $1,254,599 $21,847 $113,363 $575,435 $543,954

(1) Excludes capital lcase obligations, fair valuc of interest rate swap, and other obligations of $7.7 and $0.8 million, which are included in
lcase and other obligations.

The fair valuc of our $470.0 million 7 3/ 4% Notes was approximately $467.1 million as of December 31, 2007. The fair valucs of our
$220.0 million 7 3/ 1 % Notes and $38.7 million 10 5/ s % Notcs were approximately $218.6 million and approximatcly $42.4 million,
respectively, as of Deecember 31, 2006. The carrying value of our other long-term debt, including current maturitics, of $695.5 million and
$484.6 million at Docember 31, 2007 and December 31, 2006, respectively, approximated fair value. We had $80.0 million and $573.3 million,
respectively, of variable rate debt outstanding under our revolving credit facility and senior secured term loan facility as of Deccmber 31, 2007.
As a result of our intcrest rate swap arrangement to cxchange interest payments associated with a notional amount of $225 million of LIBOR
indexcd variable rate debt for a fixed rate, the variable rate debt outstanding under our scnior sceured term loan facility was effectively $348.3
million as of December 31, 2007. At our December 31, 2007 borrowing level, a hypothetical 10% increase in interest ratcs would decrease our
annual nct income and cash flows by approximately $1.8 million.

Impact of Inflation and Economic Trends

Although inflation has not had a matcrial impact on our results of operations, the hcalth carc industry is very labor intensive and salaries and
benefits are subject to inflationary pressures as are supply costs, which tend to escalate as vendors pass on the rising costs through price
increascs. Some of the freestanding owned, leascd and managed inpaticnt behavioral health carc facilities we opcrate are expericncing the
effects of the tight labor market, including a shortage of nurses, which has causcd and may continue to cause an increasc in our SWB ¢xpcnse
in excess of the inflation rate. Although we cannot predict our ability to cover future cost increases, management belicves that through
adherenee to cost containment policies, labor managcment and reasonable price increascs, the effects of inflation on future operating margins
should be managcable. Our ability to pass on increased costs associated with providing health care to Mecdicare and Medicaid paticents is limited
due to various federal, state and local laws which have been enacted that, in certain cascs, limit our ability to increase prices. In addition, as a
result of increasing regulatory and competitive pressurcs and a continuing industry wide shift of paticnts into managed care plans, our ability to
maintain margins through price increascs to non-Medicarc patients is limited.

The behavioral health care industry is typically not directly impacted by periods of recession, erosions of consumer confidence or other
general cconomic trends as most health care services are not considercd a component of discretionary spending. However, our inpatient
facilitics may be indircctly ncgatively impacted to the cxtent such economic conditions result in decreased reimburscments by federal or state
governments or managed care payors. We arc not awarc of any cconomic trends that would prevent us from being able to remain in compliance
with al] of our debt covenants and to meet all required obligations and commitments in the near future.

Critical Aceounting Policies

Our consolidated financial statements have been prepared in accordance with accounting principles gencrally accepted in the United States.
In preparing our financial statements, we are required to make estimates and assumptions that affect the reported amounts of assets, liabilities,
revenues, and expenses included in the financial statements. Estimates are based on historical cxperience and other information currently
available, the results of which form the basis of such estimatcs. While we believe our estimation proccsses arc reasonable, actual results could
differ from our estimates. The following represent the estimates considered most critical to our operating performance and involve the most
subjective and complex assumptions and assessments.

Allowance for Doubtful Accounts

Our ability to collect outstanding patient receivables from third-party payors is critical to our operating performance and cash flows.
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The primary collection risk with regard to paticnt receivables lics with uninsured patient accounts or patient accounts for which primary
insurance has paid, but the portion owed by the patient remains outstanding. We estimate the allowance for doubtful accounts primarily based
upon the age of the accounts since the patient discharge datc. We continually monitor our accounts rcceivable balanccs and utilize cash
collection data to support our cstimates of the provision for doubtful accounts. Significant changes in payor mix or business office opcrations
could have a significant impact on our results of opcrations and cash flows.

The primary collection risk with regard to receivables due under our inpatient management contracts is attributable to contractual disputes.
We estimate the allowance for doubtful accounts for thesc receivables based primarily upon the specific identification of potential collection
issues. As with our patient receivables, we continually monitor our accounts receivable balances and utilize cash collection data to support our
estimatcs of the provision for doubtful accounts.

Allowances for Contractual Discounts

The Medicare and Medicaid regulations are complex and various managed care contracts may include multiple reimburscment mechanisms
for different types of services provided in our inpatient facilities and cost scttlement provisions requiring complex calculations and assumptions
subject to interpretation. We cstimate the allowance for contractual discounts on a payor-specific basis by comparing our established billing
rates with the amount we determine to be reimbursable given our interpretation of the applicable regulations or contract terms. Most payments
arc determined based on negotiated per-diem ratcs. While the services authorized and provided and related rcimbursement arc often subject to
interpretation that could result in payments that differ fromn our cstimates, these differences arc deemed immaterial. Additionally, updated
regulations and contract renegotiations occur frequently necessitating continual review and assessment of the cstimation process by our
management. We periodically compare the contractual rates on our patient accounting systems with thc Medicarc and Medicaid reimbursement
rates or the third-party payor contract for accuracy. We also monitor the adequacy of our contractual adjustments using financial measures such
as comparing cash receipts to net patient revenue adjusted for bad debt expense.

As of December 31, 2007, our patient accounts reccivable batance for third-party payors was $222.4 million. A theoretical 1% change in the
amounts due from third-party payors at December 31, 2007 could have an after tax effect of approximately $1.4 million on our financial
position and results of operations.

The following table presents the percentage by payor of our net revenue and accounts reccivable for the years ended December 31, 2007 and
2006 (in thousands): :

For the Year Ended December 31,

2007 2006
Net Accounts Net Accounts
Revenue Reccivable Revenuc Receivable
Payor mix:

Medicaid 32% 27% 36% 32%
Commcrcial/HMO/Privatc Pay 33% 36% 34% 35%
Medicare 13% 11% 13% 12%
Statc agency ' 16% 18% 13% 18%
Other 6% 3% 4% 3%
Total 100% 100% 100% 100%

The following table presents the percentage by aging category of our accounts receivable at December 31, 2007 and 2006 (in thousands):

At December 31,

2007 2006
0 - 30 days 64% 61%
31 - 60 days 15% 16%
61 - 90 days B% 9%
91 - 120 days 5% 5%
121 - 150 days 3% 4%
151 - 180 days 3% 3%
> 180 days 2% 2%

Total 100% 100%
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Our consolidated day’s sales outstanding were 53 for the ycars ended December 31, 2007 and 2006. Our consolidated collections as a
percentage of net revenuc less bad debt expense was 101.6% and 100.5% for the years ended December 31, 2007 and 2006, respectively.

Professional and General Liability

We arc subject to medical malpractice and other lawsuits due to the nature of the services we provide. At December 31, 2007, all of our
operations have profcssional and gencral liability insurance in umbrella form for claims in exccss of $3.0 million with an insured Jimit of
$50.0 million. The self-insured rescrves for professional and general liability risks are calculatcd based on historical claims, demographic
factors, industry trends, severity factors, and other actuarial assumptions calculated by an independent third-party actuary. This seif-insurance
reserve is discounted to its present value using a 5% discount rate. This estimated accrual for professional and general liabilities could be
significantly affected should current and future occurrences differ from historical claim trends and expectations. We havc utilized our captive
insurance company to manage the self-insured retention. While claims are monitored closcly when estimating profcssional and general liability
accruals, the complexity of the claims and wide rangc of potential outcomes oftcn hampers timely adjustments to the assumptions used in thcse

cstimates.
Income Taxes

As part of our process for preparing our consolidated financial statements, our management is required to compute income taxes in each of
the jurisdictions in which we operate. This process involves estimating the current tax benefit or expense of future deductible and taxable
temporary diffcrences. The future deductible and taxable temporary differences are recorded as deferred tax assets and liabilities which arc
components of our balance shect. Management then asscsses our ability to realize the deferred tax assets bascd on reversals of deferred tax
liabilitics and, if necessary, estimatcs of future taxable income. A valuation allowance for deferred tax assets is establisbed when we believe
that it is morc likely than not that the defcrred tax asset will not be realized. Management must also assess the impact of our acquisitions on the
realization of deferred tax asscts subject to a valuation allowance to determinc if all or a portion of the valuation allowance will be offset by
reversing taxabic differences or futurc taxable income of the acquired cntity. To the extent the valuation allowance can be reversed duc to the
estimated future taxablc income of an acquircd entity, then our valuation allowance is reduced accordingly as an adjustment to purchase price.

We adopted FASB Interpretation No. 48 (“FIN 48”), Accounting for Uncertainty in Income Taxes - An Interpretation of FASB Statement
No. 109, on January 1, 2007, Applying the provisions of FIN 48 requires significant judgments regarding the recognition and measurement of
each tax position, Changes in these judgments may materially affect the estimate of our effective tax ratc and our operating results.

Share-Based Compensation

We adopted SFAS No. 123R under the modified-prospective transition mcthod on January 1, 2006, which requires us to measure and
recognize the cost of employee services received in exchange for an award of equity instruments based on the grant-date fair value of such
awards. We utilize the Black-Scholes option pricing model to cstimate the grant-datc fair value of our stock options. The Black-Scholcs model
includes certain variables and assumptions that require judgment, such as the expected volatility of our stock price and the expected term of our
stock options. Additionally, SFAS 123R requircs us to usc judgment in the estimation of forfeiturcs over the vesting petiod of sharc-based

awards.

Item 7A. Quantitative and Qualitative Disclosures About Market Risk.

Our intercst expense is sensitive to changes in the general level of intcrest rates. With respect to our interest-bearing liabilities and including
our intcrest ratc swap, approximately $735.2 million of our long-term debt outstanding at December 31, 2007 was subject to a weighted-
average fixed interest rate of 7.0%. Our variable ratc debt is comprised of our senior secured term loan facility, which had $348.3 million
outstanding at December 31, 2007 (cxcluding $225 million associated with our interest rate swap) and on which interest is gencrally payable at
LIBOR plus 1.75%, and our $300.0 million revolving credit facility, which had a $80.0 million balance outstanding at December 31, 2007 and
on which interest is generally payable at LIBOR plus 1.25% to 2.25% (depending on a certain covenant ratio), We have entered into an interest
rate swap arrangcment with a creditworthy financial institution to exchange the interest payments associated with a notional amount of
$225 miilion of LIBOR indexcd variable rate debt for a fixed rate. A hypothetical 10% increasc in interest rates would decrease our net incomc
and cash flows by approximatcly $1.8 million on an annual basis based upon our borrowing level at Deccmber 31, 2007. In the event we draw
on our revolving credit facility and interest rates change significantly, we expect management would take actions intended to further mitigate
our exposure to such change. Information on quantitative and qualitative disclosure about market risk is included in Part 11, ltem 7 of this
Annual Report on Form 10-K under the caption “Management’s Discussion and Analysis of Financial Condition and Results of Operations -—
Liquidity and Capital Resources.”

Item 8. Financial Statements and Supplementary Data,

Information with respeet to this Item is contained in our consolidated financial statements indicated in the Index on Page F-1 of this Annual
Report on Form 10-K.
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Item 9. Changes in and Disagreements With Accountants on Accounting and Financial Disclosure.

None.

Item 9A. Controls and Procedures.
Conclusion Regarding the Effectiveness of Disclosure Controls and Procedures

We carried out an cvaluation, undcr the supervision and with the participation of management, including our Chief Executive Officer and
Chief Accounting Officcr, of the effectivencss of the design and operation of our disclosure controls and procedurcs as of the end of the period
covered by this report pursuant to Exchange Act Rule 13a-15, Based upon that evaluation, our Chief Exccutive Officer and Chief Accounting
Officer concluded that our disclosure controls and procedurcs were effective in cnsuring that information required to be discloscd by us
(including our consolidated subsidiaries) in reports that we file or submit under the Securities Exchange Act of 1934, as amended, is recordced,
processed, summarized and reported on a timely basis. :

Pursuant to Section 404 of the Sarbanes-Oxley Act of 2002, we have included a report of management’s assessment of the design and
opcrating cffectiveness of our internal controls as part of this report. Qur independent registered public accounting firm also rcported on the
effcctiveness of our intermal control over financial reporting. Management’s report and the independent registered public accounting firm'’s
report are included in our 2007 consolidated financial statements beginning with the index on page F-1 of this report under the captions cntitled
“Management’s Report on Internal Control Over Financial Reporting” and “Report of Independent Registcred Public Accounting Firm.”

Changes in Internal Control Over Financial Reporting

There has becn no change in our internal control over financial reporting during the fourth quarter cnded December 31, 2007 that has
materially affected, or is reasonably likcly to materially affect, our internal control over financial reporting.

Item 9B. Other Information.

On November 29, 2007, we entered into an interest rate swap transaction (the “Swap™) with Merrill Lynch Capital Services, Inc. (“Merrill
Lynch™) to manage our cxposure to fluctuations in interest rates. The Swap was effective on November 30, 2007 and applies to a notional
amount of $225 mitlion (the “Notional Amount™) of LIBOR indexed variable rate debt related to our senior secured term loan. The Swap
expires on November 30, 2009. Under the Swap, we have agreed with Merrill Lynch to exchange intercst payments on the Notional Amount.
On a monthly basis, we have agreed to pay a fixed interest rate of 3.825% and Merrill Lynch has agreed to pay a floating interest rate equal to
the one-month LIBOR. Although the partics entcred into this transaction in November 2007, the parties have not cxccuted a written agreement
concerning the Swap, but cxpect to do so in the first quarter of 2008,

The Swap has standard defaults and is cross-defaulted to the underlying Credit Agreement. The Swap can be terminated by Merrill Lynch
upon an cvent of default, upon release of substantially all of the collateral under the Credit Agreemenr, or if Merril] Lynch loses its position on
the collatcral, The Swap can also be terminated if the Credit Agrecment is refinanced in a way that (i) results in weaker covenants in the new
credit agreement, (ii) lcaves the Swap unsceured or (iii) leaves the Swap securcd by collateral that is weaker than the collatcral under the
current arrangement. If the Swap is terminated carly, it is possible that PSI would have to pay a breakage fee.

Affiliates of Merrill Lynch have provided investment and commercial banking and financial advisory services from time to time for us in
the ordinary course of business for which they have received customary fees. Merrill Lynch and its affiliates may in the future engage in
investment banking or other transactions of a financial nature with us or our affiliates, including the provision of advisory services and the
making of loans to us or our affiliates, for which they would receive customary fees or other payments.

PART Il

Item 10. Directors and Executive Officers and Corporate Governance.

Directors

The information relating to our directors set forth in the Company's Proxy Statement relating to the 2008 Annual Mecting of Stockholders
under the caption “Proposal 1: Election of Dircctors™ and “Corporate Governance — Committees of the Board of Directors — Audit
Commiitee™ is incorporated herein by reference.

Executive Officers of the Registrant

The exccutive officers of the Company are:

Name Age Officer Since Positions

Jocy A. Jacobs 54 April 1997 President and Chief Exccutive Officer

Terrance R. Bridges 55 July 2007 Chief Operating Officer

Jack E. Polson 41 August 2002 Exccutive Vice President, Chief Accounting Officer
Brent Tumer 42 February 2003 Executive Vice President, Finanec and Administration
Christopher L. Howard 41 September 2005 Exccutive Vice President, General Counsel and Secretary
Steven T. Davidson 50 August 1997 Chicef Development Officer

Joey A. Jacobs, President and Chief Executive Officer . Mr. Jacobs serves as President and Chicf Executive Officer and was one of our co-




founders in April 1997. Prior to our founding, Mr. Jacobs served for 21 years in various capacitics with HCA Inc. (“HCA," also formerly
known as Hospital Corporation of America, Columbia and Columbia/HCA), most recently as President of the Tennessee Division. Mr, Jacobs’
background at HCA also includes serving as President of HCA’s Central Group, Vice President of the Western Group, Assistant Vice President

of the Central Group and Assistant Vice President of the Salt Lake City Division.

Terrance R. Bridges, Chief Operating Officer . Mr. Bridges has served as Chief Operating Officer since J uly 1, 2007. Mr. Bridges most
recently served as President of PSI’s Western Division and prior to that as Chicf Executive Officer of Fremont Hospital, From 1996 until 2004,
Mr. Bridges worked at Cedars-Sinai Medical Center where he held administrative dircetor roles. From 1986 until 1996 Mr. Bridges served as
an officcr and directed regional or divisional operations for Community Psychiatric Centers and Ramsay Healtheare Inc.
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Jack E. Polson, Executive Vice President, Chief Accounting Officer . Mr. Polson has served as an Executive Vice President since
September 2006 and as Chicf Accounting Officer since August 2002. Prior to being appointed Chief Accounting Officcr, Mr. Polson had
served as Controller since June 1997, From June 1995 until joining us, Mr. Polson scrved as Controllcr for Columbia Healthcare Network, a
risk-bearing physician health organization. From May 1992 until Junc 1995, Mr. Polson served as an Internal Audit Supervisor for HCA.

Brent Turner, Executive Vice President, Finance and Administration . Mr. Turner has served as the Executive Vice President, Finance and
Administration since August 2005 and previously had served as the Vice President, Treasurer and Investor Relations since February 2003,
From April 2002 until joining us, Mr. Tumer scrved as Exccutive Vice President and Chief Financial Officer of a privately-held owner and
operator of schools for children with learning disabilities. From November 2001 until March 2002, Mr. Turner scrved as Senior Vice President
of Business Development for The Brown Schools, Inc., a provider of educational and therapeutic services for at-risk youth. From 1996 until
January 2001, Mr. Tumer was employed by Corrections Corporation of America, a private prison operator, serving as Treasurer from 1998 to
2001.

Chris Howard, Executive Vice President, General Counsel and Secretary . Mr. Howard has served as the Executive Vice President,
General Counsel and Secretary since September 2005, Prior to joining us, Mr. Howard was a member of Watler Lansden Dortch & Davis, LLP,
a law firm based in Nashville, Tennessee.

Steven T. Davidson, Chief Development Officer . Mr. Davidson has served as Chief Development Officer since August 1997 and has over
24 years of health carc cxpericnee. Prior to joining us, Mr. Davidson scrved as the Director of Development at HCA from 1991 until 1997,
Mr. Davidson also served as Senior Audit Supervisor and Hospital Controller during his term at HCA, which began in 1983, where he
supervised audits of hospitals and other corporate functions. Prior to joining HCA, Mr. Davidson was employed by Emst & Young LLP as a
Scnior Auditor. Mr. Davidson is a Certified Public Accountant and a member of the Ametican Institute of Certified Public Accountants.

Code of Ethics

We adopted a Code of Ethics that applies to all of our directors, officers and employees. The Codc of Ethics is available on our website at
www. pxysolutions.com . We will disclose any amendment to, other than technical, administrative or non-substantive amecndments, or waiver of
our Code of Ethics granted to a director or executive officer by filing a Current Report on Form 8-K disclosing the amendment or waiver
within four busincss days. Upon the written request of any person, we will fumish, without charge, a copy of our Code of Ethics. Requests
should be dirccted to Psychiatric Solutions, Inc., 6640 Carothers Parkway, Suite 500, Franklin, Tenncssee 37067, Attention: Christopher L.
Howard, Esq., Executive Vice President, General Counsel and Sceretary.

Section 16(a) Compliance

The information relating to Section 16(a) beneficial ownership reporting compliance set forth in our Proxy Statement rclating to the 2008
Annual Mceting of Stockholders under the caption “Section 16(a) Bencficial Ownership Reporting Compliance™ 1s incorporated herein by
refcrence.

Item 11, Executive Compensation.

The information set forth in our Proxy Statement relating to the 2008 Annual Mceting of Stockhelders under the caption “Compensation
Discussion and Analysis” and “Exccutive Compensation” is incorporated hercin by reference. The “Compensation Committee Repori™ also
included in the Proxy Statement is expressly not incorporated herein by reference.

Item 12. Security Ownership of Certain Beneficial Owners and Management and Related Stockholder Matters.

The information set forth in our Proxy Statement relating to the 2008 Annual Meeting of Stockholders under the caption *Security
Ownership of Certain Beneficial Owners and Management™ and “Exccutive Compensation — Equity Compensation Plan Information™ is
incorporated herein by reference.

Item 13. Certain Relationships and Related Transactions, and Director Independence.

The information set forth in our Proxy Statement relating o the 2008 Annual Meeting of Stockholders under the caption “Corporate
Governance — Standards of Independence for the Board of Dircctors™ and “Certain Relationships and Related Transactions™ is incorporated
hercin by reference, '

Item 14. Principal Accountant Fees and Services.

The information set forth in our Proxy Statement relating to the 2008 Annual Meeting of Stockholders under the caption “Proposal 3:
Ratification of Appointment of Independent Registered Public Accounting Firm” is incorporated herein by reference.
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PART 1Y

Item 15, Exhibits and Financial Statement Schedules.
(a) The following documents are filed as part of this Annual Report on Form 10-K:

1. Consolidated Financial Statements : The consolidated financial statements of Psychiatric Solutions are included as follows:

Report of Independent Registercd Public Accounting Firm
Management’s Report on Intcrnal Control Over Financial Reporting
Report of Independent Registered Public Accounting Firm
Consolidated Balance Sheets

Consolidated Statements of Income

Consolidated Statements of Stockholders’ Equity

Consolidated Statements of Cash Flows

Notes to Consolidated Financial Statcments

2. Financial Statement Schedules.

All schedules are omitted because they are not applicable or are not required, or because the required information is included in the

consolidated financial statements or notes in this report.

3. Exhibits. The exhibits which are filed with this report or which are incorporated herein by refercnce are set forth in the Exhibit Index on

pages 32 through 36.
(b) Exhibirs.

Exhibit
Number Description

2.1

2.2

23

24

2.5

31

3.2

33

Agreement and Plan of Mergcr by and among PMR Corporation, PMR Acquisition Corporation and Psychiatric Solutions, Inc.,
dated May 6, 2002, as amnended by Amendment No. 1, dated as of Junc 10, 2002, and Amendment No. 2, dated as of July 9,
2002 (included as Annex A to Amendment No. 1 to the Company’s Registration Statement on Form $-4, filed on July 11,2002
(Reg. No. 333-90372)).

Agreement and Plan of Merger, datcd April 8, 2003, by and among Psychiatric Solutions, Inc., PSI Acquisition Sub, Ine. and
Ramsay Youth Services, Inc. (incorporated by refcrence to Exhibit 2.1 of the Company’s Current Report on Form 8-K, filed on
April 10, 2003).

Amended and Restated Stock Purchase Agreement, dated Junc 30, 2005, by and among Ardent Health Scrvices LLC, Ardent
Health Services, Inc. and Psychiatric Solutions, Inc. (incorporated by reference to Exhibit 2.1 to the Company’s Current Report
on Form 8-K, filed July 8, 2003).

Amended and Restated Stock Purchase Agreement, dated as of October 27, 2006, by and between FHC Heaith Systems, Inc. and
Psychiatric Solutions, Inc. (incorporated by reference to Exhibit 2 to the Company’s Current Report on Form 8-K, filed on
Dccember 7, 2006).

Agreement and Plan of Merger, dated December 20, 2006, by and among Psychiatric Solutions, Inc., Panther Acquisition Sub,
Inc. and Horizon Health Corporation (incorporated by reference (o Exhibit 2.5 to the Company’s Annual Report on Form 10-K
for the ycar ended December 31, 2006 (the 2006 10-K).

Amendcd and Restated Certificate of Incorporation of PMR Corporation, filed with the Delaware Secretary of Stalc on March 9,
1998 (incorporated by reference to Exhibit 3.1 to the Company’s Annual Report on Form 10-K for the fiscal year ended
April 30, 1998).

Certificate of Amendment to Amended and Restated Certificate of Incorporation of PMR Corporation, filed with the Delaware
Sccretary of Statc on August 5, 2002 (incorporated by reference to Exhibit 3.2 to the Company’s Quarterly Report on Form 10-}
for the quarter ended July 31, 2002).

Certificate of Amendment to Amended and Restated Certificate of Incorporation of Psychiatric Solutions, Inc., filed with the

Delaware Secretary of Statc on March 21, 2003 (incorporated by reference to Appendix A of the Company’s Definitive Proxy
Statement, filed on Yanuary 22, 2003).
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Exhibit

Number Description ‘

34 Certificate of Amendment to Amended and Restated Certificate of Incorporation of Psychiatric Solutions, Inc., filed with the
Dclaware Sccretary of Statc on December 15, 2005.

35 By-Laws (incorporated by refcrence to Exhibit 3 to the Company’s Current Report on Form 8-K filed on November 6, 2007).

4.1 Refercnce is made to Exhibits 3.1 through 3.5.

4.2 Common Stock Specimen Certificatc (incorporated by reference to Exhibit 4.2 to the Company’s Annual Report on Form 10-K
for the fiscal year ended December 31, 2002).

43 Indenture, dated as of June 30, 2003, among Psychiatric Solutions, Inc., the Guarantors named therein and Wachovia Bank,
National Association, as Trustee (incorporated by reference to Exhibit 4.10 to the Company’s Registration Statement on Form S-
4, filed on July 30, 2003 (Registration No. 333-107453).

44 Form of Notes (included in Exhibit 4.3).

4.5 Indenture, dated as of July 6, 2005, by and among Psychiatric Solutions, Inc., the Guarantors named therein and Wachovia Bank,
National Association, as Trustee (incorporated by reference to Exhibit 4.1 to the Company’s Current Report on Form 8-K, filed
July 8, 2005).

4.6 Form of Notes (included in Exhibit 4,5).

4.7 Thirty-Fifth Supplemental Indenture, datcd as of May 21, 2007, by and among Psychiatric Solutions, Inc., the Guarantors named
therein and U.S. Bank National Association, as Trustee (incorporated by reference to Exhibit 4 to the Company’s Current Report
on Fonn 8-K, filed on May 22, 2007).

4.8 Purchase Agrcement, dated as of May 24, 2007, among Psychiatric Solutions, Inc., the subsidiaries named as guarantors thereto,
and Citigroup Global Markets Tnc. and Merrill Lynch, Pierce, Fenner & Smith Incorporated, as representatives of the initial
purchasers named therein (incorporated by reference to Exhibit 4.1 to the Company’s Current Report on Form 8-K, filed on
May 25, 2007).

49 Seventeenth Supplemental Indenturc, dated as of May 31, 2007, among Psychiatric Solutions, Inc., the subsidiaries of Psychiatric
Solutions, Inc. party thereto as guarantors and U.S. Bank National Association, as Trustee (incorporated by reference to
Exhibit 4.1 to the Comnpany’s Current Report on Form 8-K, filed on June 1, 2007).

4.10 Exchange and Registration Rights Agreement, dated as of May 31, 2007, among Psychiatric Solutions, Inc., the subsidiarics of
Psychiatric Solutions, Inc. party thereto as guarantors, and Citigroup Global Markets Inc., Merrill, Lynch, Pierce, Fenner &
Smith Incorporated, Banc of Amnerica Securities LLC, and J.P. Morgan Sccurities Inc. (incorporated by reference to Exhibit 4.3
to the Company’s Current Report on Form 8-K, filed June on 1, 2007).

10.17 Employment Agrecment, dated as of May 10, 2007, betwcen Joey A. Jacobs and Psychiatric Solutions, Inc. (incorporated by
reference to Exhibit 10 to the Company’s Current Report on Formn 8-K, filed on May 15, 2007).

10.21 Form of Indemnification Agreement exccuted by cach dircctor of Psychiatric Solutions, Ine. and Psychiatric Solutions, Inc.
(incorporated by reference to Exhibit 10.4 to the Company’s Annual Report on Form 10-K for the fiscal ycar ended
December 31, 2004),

10.3 Second Amended and Restated Credit Agreement, dated as of July 1, 2005, by and among Psychiatric Solutions, Inc., the

subsidiaries named as guarantors thereto, Citicorp North America, Inc., as term loan facility administrative agent, co-syndication
agent and documentation agent, Bank of America, N.A., as revolving loan facility administrative agent, collateral agent swing
linc lender and co-syndication agent, and the various other agents and lenders party thereto. (incorporated by reference to
Exhibit 10.1 to the Company’s Current Report on Form 8-K,, filed on July 8, 2005).

34




Table of Contents

Exhibit
Number

10.4

10.5

10.6

10.7

10.8%

10.9%

10.10%

10.11%

10.12%

10.13%

10.14%

10.15%

10.16%

10.17%

10.18%

Description
Amendment No. | to Psychiatric Solutions, Inc.’s Second Amendcd and Restaied Credit Agreement, dated as of December 1,
2006, by and between Psychiatric Solutions, Inc., BHC Holdings, Inc., Premier Behavioral Solutions, Inc., Altermnative
Behavioral Services, Inc., the subsidiarics of Psychiatric Solutions, Inc. party thereto as guarantors, Citicorp North America, Inc.,
as Term Loan Facility Administrative Agent, Bank of America, N.A., as Revolving Credit Facility Administrative Agent,
Citigroup Global Markets Inc. and Banc of America Securitics LLC, as the Arrangers (incorporated by reference to Exhibit 10 to
the Company’s Current Report on Form 8-K, filed on December 7, 2006).

Amendment No. 2 to Second Amended and Restated Credit Agreement, dated as of December 1, 2006, by and among
Psychiatric Solutions, Inc., BHC Holdings, Inc., Premicr Behavioral Solutions, Inc., Alicrative Behavioral Scrvices, Inc.,
Horizon Health Corporation, ABS LINCS PR, Inc., First Hospital Panamericano, Inc., FHCHS of Puerto Rico, Inc., First
Corrections — Puerto-Rico, Inc., the subsidiarics of Psychiatric Solutions, Inc. party thercto as guarantors, Citicorp North
America, Inc., as term loan facility administrative agent, Bank of America, N.A., as revalving credit facility administrative agent,
Citigroup Global Markets Inc. and Merrill, Lynch, Pierce, Fenncr & Smith Incorporated, as joint lead arrangers and joint book-
running managers (incorporated by reference to Exhibit 10.1 to the Company’s Current Report on Form 8-K, filed on Junc I,
2007).

Intercst Rate Swap Agreecment, dated January 28, 2004, between Bank of America. N.A. and Psychiatric Solutions, Inc.
(incorporated by refercnce to Exhibit 10.2 to the Company’s Quarterly Report on Form 10-Q for the quarter cnded March 31,
2004).

Confimation of Intcrest Rate Swap Agreement, dated April 26, 2004, between Bank of America, N.A. and Psychiatric Solutions,
Inc. {incorporated by reference to Exhibit 10.5 to the Company’s Quarterly Report on Form 10-Q for the quarter cnded Junc 30,
2004).

Psychiatric Solutions, Inc. 2007 Long-Term Equity Compensation Plan (incorporated by reference to Exhibit 10.2 to the
Company’s Current Report on Form 8-K, filed on February 22, 2007).

Psychiatric Solutions, Inc. 2008 Long-Term Equity Compensation Plan (incorporated by reference to Exhibit 10.2 to the
Company’s Current Report on Form 8-K, filed on February 27, 2008).

Amended and Restated Psychiatric Solutions, Inc. Equity Incentive Plan, as amcnded by an Amendment adopted on May 4, 2004
(incorporated by reference to Appendix A to the Company’s Definitive Proxy Statement, filed on April 9, 2004).

Sccond Amendment to the Psychiatric Solutions, Inc. Equity Incentive Plan (incorporated by reference to Appendix A to the
Company’s Definitive Proxy Statement, filed on April 22, 2005).

Third Amendment to the Psychiatric Solutions, Inc. Equity Incentive Plan (incorporated by reference to Appendix B of the
Company’s Definitive Proxy Statement, filed on April 21, 2006).

Psychiatric Solutions, Inc. Exccutive Performance Incentive Plan (incorporated by reference to Appendix A of the Comnpany’s
Definitive Proxy Statcment, filed on April 21, 2006).

Form of Nonstatutory Stock Option Agreement under the 1997 Plan (incorporated by reference to Exhibit 10.3 to the Company’s
Quarterly Report on Form 10-Q for the quarter ended March 31, 2007).

Form of Restricted Stock Agreecment (incorporated by reference to Exhibit 10.3 to the Company’s Quarterly Report on Form 10-
Q for the quarter ended March 31, 2006).

Amended and Restated Psychiatric Solutions, Inc. Outside Directors’ Non-Qualified Stock Option Plan (incorporated by
reference to Appendix C to the Company’s Definitive Proxy Statcinent, filed on April 14, 2003).

Amendment to the Amended and Restated Psychiatric Solutions, Inc. Outside Directors’ Stock Option Plan (incorporated by
reference to Appendix B to the Company’s Definitive Proxy Statement, filed on April 22, 2005).

Form of Qutside Directors’ Non-Qualified Stock Option Agreement (incorporated by reference to Exhibit 10.5 to the Company’s
Annual Report on Form 10-K for the year ended April 30, 1997).
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Exhibit
Number

10.191

10.20+

10.21+

10.22¢
21.1*
23.1*

3la-

31.2*

32.1*

Description
2008 Executive Officer Compcnsation (incorporated by reference to the Company’s Current Report on Form 8-K, filed on
October 29, 2007).

Psychiatric Solutions, Inc, 2007 Cash Bonus Plans (incorporated by reference to Exhibit 10.1 to the Company’s Current Report
on Form 8-K, filed on February 22, 2007).

Psychiatric Solutions, Inc. 2008 Cash Bonus Plans (incorporated by reference to Exhibit 10.1 to the Company’s Current Report
on Form 8-K, filed on February 27, 2008).

Summary of Director Compensation (incorporated by refercnce to Exhibit 10.22 to the 2006 10-K).
List of Subsidiaries.
Consent of Emst & Young LLP, Indcpendent Registered Public Accounting Firm.

Certification of the Chief Exccutive Officer of Psychiatric Solutions, Inc. Pursuant to Rule 13a-14(a) of the Securities Exchange
Act of 1934, as amended, as Adopted Pursuant to Scction 302 of the Sarbanes-Oxley Act of 2002.

Certification of the Chief Accounting Officer of Psychiatric Solutions, Inc. Pursuant to Rule 13a-14(a) of the Sccurities
Exchange Act of 1934, as amended, as Adopted Pursuant to Section 302 of the Sarbanes-Oxley Act of 2002,

Certifications of the Chief Executive Officer and Chief Accounting Officer of Psychiatric Solutions, Inc. Pursuant to Rule 13a-
14(b) of the Sccuritics Exchange Act of 1934, as amended, and 18 U.S.C. Section 1350, as Adopted Pursuant to Section 906 of
the Sarbanes-Oxley Act of 2002,

* Filed hercwith

t Managemcnt contract or compensatory plan or arrangement
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

The Board of Directors and Stockholders of Psychiatric Solutions, Inc.

We have audited the accompanying consolidated balance shects of Psychiatric Solutions, Inc. as of December 31, 2007 and 2006, and the
related consolidated statements of income, stockholders® equity, and cash flows for each of the three years in the period cnded December 31,
2007. These financial statements are the responsibility of the Company’s management. Our responsibility is to express an opinion on these
financial statements bascd on our audits.

We conducted our audits in accordance with the standards of the Public Company Accounting Oversight Board (United States). Those
standards require that we plan and perform the audit to obtain reasonable assurance about whether the financial statements are frec of matcrial
misstatement. An audit includcs cxamining, on a test basis, evidence supporting the amounts and disclosures in the financial statements. An
audit also includes assessing the accounting principles used and significant cstimates made by management, as well as cvaluating the overall
financial statement presentation, We believe that our audits provide a rcasonable basis for our opinion.

In our opinion, the financial statements referred to above present fairly, in all material respects, the consolidated financial position of
Psychiatric Solutions, Inc. at December 31, 2007 and 2006, and the consolidated results of its operations and its cash flows for each of the three
years in the period ended December 31, 2007, in conformity with U.S. generally accepted accounting principles.

As discussed in Note 8 to the consolidated financial statements, the Company adopted FASB Interpretation No. 48, Accounting for Uncertainty
in Income Taxes-An Interpretation of FASB Statement No. 109 , effective January 1, 2007.

As discussed in Note 1 to the consolidated financial statements, the Company adopted SFAS No. 123(R), Share-Based Payment , cffective
January 1, 2006.

We also have audited, in accordance with the standards of the Public Company Accounting Oversight Board (United States), Psychiatric
Solutions, Inc.’s internal control over financial reporting as of December 31, 2007, based on criteria established in Internal Control-Integrated
Framework issued by the Committee of Sponsoring Organizations of the Treadway Commission and our report dated February 26, 2008
expressed an unqualified opinion thereon,

/sf Emst & Young LLP

Nashville, Tennessee
February 26, 2008
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MANAGEMENT’S REPORT ON INTERNAL CONTROL OVER FINANCIAL REPORTING

Qur management is responsible for establishing and maintaining adequate internal control over financial reporting, as such term is defined in
Exchange Act Rules 13a-15(f) and 15d-15(f). Under the supervision and with the participation of our management, including our Chicf
Executive Officer and Chief Accounting Officer, we conducted an evaluation of the effectiveness of our intemal control over financial
reporting as of December 31, 2007 based on the framework in Internal Control—Integrated Framework issucd by the Committec of Sponsoring
Organizations of the Treadway Commission (COSO). Bascd on that cvaluation, our management concluded that our internal control over
financial reporting was effective as of December 31, 2007.

Our accompanying consolidated financial statements have been audited by the indcpendent registered public accounting firm of Emst & Young
LLP. Reports of the independent registered public accounting firm, including the independent registered public accounting firm’s attcstation
report on our internal control over financial reporting, are included in this document. :
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

The Board of Directors and Stockholders of Psychiatric Solutions, Inc.

We have audited Psychiatric Solutions, Inc:’s internal control over financial reporting as of December 31, 2007, bascd on criteria established in
Internal Control—Integrated Framework issucd by thc Committee of Sponsoring Organizations of the Treadway Commission {thc COSO
criteria). Psychiatric Solutions, Inc.’s management is responsible for maintaining cffective internal control over financial reporting, and for its
assessment of the effectiveness of internal control over financial reporting included in the accompanying Management’s Report on Internal,
Control Over Financial Reporting. Our responsibility is to express an opinion on the Company’s intemal control over financial reporting based
on our audit.

We conducted our audit in accordance with the standards of the Public Company Accounting Oversight Board (United States). Those standards
require that we plan and perform the audit to obtain rcasonable assurance about whether effective intemal control over financial reporting was
maintained in all material respccts. Qur audit included obtaining an understanding of internal control over financial reporting, assessing the risk
that a material wcakness exists, testing and cvaluating the design and operating effectivencss of intemal control based on the assessed risk, and
performing such other procedures as we considered necessary in the circumstances. We belicve that our audit provides a rcasonable basis for
our opinion.

A company’s internal control over financial reporting is a process designed to provide reasonable assurance regarding the reliability of
financial reporting and the preparation of financial statcments for external purposes in accordance with generally accepted accounting
principles. A company’s internal control over financial reporting includes those policics and procedures that (1) pertain to the maintenance of
rccords that, in rcasonable detail, accurately and fairly reflect the transactions and dispositions of the assets of the company; (2) provide
reasonable assurance that transactions arc recorded as necessary to pennit preparation of financial statements in accordance with generally
accepted accounting principles, and that receipts and cxpenditures of the company are being madc only in accordance with authorizations of
management and dircetors of thc company; and (3) provide reasonable assurance regarding prevention or timely detection of unauthorized
acquisition, use, or disposition of the company s assets that could have a material cffect on the financial statements.

Becausc of its inhcrent limitations, internal control over financial reporting may not prevent or detect misstatements. Also, projections of any
evaluation of cffectiveness to future periods are subject to the risk that controls may become inadequate because of changes in conditions, or
that the degree of compliance with the policics or procedures may deteriorate.

In our opinion, Psychiatric Solutions, Inc. inaintained, in all material respects, effective intcrnal control over financial reporting as of
December 31, 2007, based on the COSO criteria .

We have also audited, in accordance with the standards of the Public Company Accounting Oversight Board (United States), the consolidated
balance sheets of Psychiatric Solutions, Inc. as of December 31, 2007 and 2006 and the related consolidated statements of income,
stockholders’ cquity and cash flows for cach of the three ycars in the period ended December 31, 2007 of Psychiatric Solutions, Inc. and our
report dated February 26, 2008 expressed an unqualified opinion thereon.

/s/ Emst & Young LLP

Nashville, Tennessec
February 26, 2008
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I PSYCHIATRIC SOLUTIONS, INC.
CONSOLIDATED BALANCE SHEETS
(in thousands)

December 31,

2007 2006
‘ ASSETS
Current asscts:
| Cash and cash equivalents - ‘ $ 39,975 $ 18,572
| Accounts receivable, less allowance for doubtful accounts of $35,587 and 518,672, respectively 233,945 179,050
5 Prepaids and other 66,159 45,364
Total current assets 340,079 242986
Property and equipment:
Land 153,573 118,509
Buildings 541,338 414,493
Equipment 76,270 55,103
Less accumulated depreciation (77,163) {48,347
694,018 539,758
Cost in excess of nct assets acguired 1,073,583 760,268
Other assets 71,843 37,910
Total assets $2,179,523 $1,580,922
LIABILITIES AND STOCKHOLDERS’ EQUITY
Current liabilities:
Accounts payablc § 31,394 § 25222
Salaries and benefits payable 82,899 66,236
QOther accrued liabilities 61,939 45,8355
Current portion of long-term debt 6,016 2,386
Total current liabitities : 182,248 139,699
Long-term dcbt, less current portion 1,166,008 740,921
Deferred tax liability 49,131 44924
Other liabilitics 23,235 27,599
Total liabilities 1,420,622 953,143
Minority Interest 4,159 —
Stockholders® equity:
Common stock, $0.01 par value, 125,000 shares authorized; 55,107 and 53,421 issued and outstanding,
respectively 551 534
Additional paid-in capital 574,943 523,193
Accumulated other comprchensive loss (479) —
Retained camings 179,727 104,052
Total stockholders’ cquity 754,742 627,779
Total liabilities and stockholders’ equity $2,179,523 31,580,922

Sce accompanying notes.
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PSYCHIATRIC SOLUTIONS, INC.
CONSOLIDATED STATEMENTS OF INCOME
(in thousands, except for per share amounts)

Year Ended December 31,

2007 2006 2005

Revenue 51,481,952 $1,022,428 $715,324
Salaries, wages and employce benefits (including share-based compensation of 516,104

and $12,535 for the ycars ended December 31, 2006 and 2007) 824,645 577,237 392,309
Professional fees 147,521 97,116 73,177
Supplies 82,244 58,986 42,993
Rentals and leascs 21,329 13,662 11,450
Other operating expenscs 138,763 95,137 74,609
Provision for doubtful accounts 27,554 19,530 13,498
Depreciation and amortization 31,080 20,475 14,738
Interest expense 75,100 40,307 27,056
Loss on refinancing long-term debt 8,179 — 21,871

1,356,415 922,450 671,701

Income from continuing opcrations bcfore income taxes 125,537 99,978 43,623
Provision for income taxes 47,779 37.754 16,805
Income from continuing operations 77,758 62,224 26,818
(Loss) income from discontinued operations, net of income tax (benefit) provision of

$(872), $(971) and $211 for 2007, 2006 and 2005, respectively (1,550) {1,592) 336
Net income available to common stockholders £ 76,208 $ 60,632 § 27,154
Basic carnings per share:

Income from continuing operations b 1.43 by 1.18 $ 0.60

(Loss) income from discontinued operations, net of taxes (0.03) (0.03) 0.01

Net income $ 1.40 S 1.15 § 061
Diluted carnings per sharc:

Income from continuing operations 5 1.40 S 1.15 S 058

(Loss) income from discontinucd operations, net of taxcs (0.03) {0.03) 0.01

Net income 5 1.37 3 1.12 £ 059
Shares uscd in computing per sharc amounts:

Basic . 54,258 52,953 44,792

Diluted 55,447 54,169 46,296

Sce accompanying notes.
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PSYCHIATRIC SOLUTIONS, INC,

CONSOLIDATED STATEMENTS OF STOCKHOLDERS’ EQUITY
(in thousands)

Balance at December 31, 2004
Issuance of commeon stock, net of
issuance costs
Common stock issued in acquisition
Exercise of stock options
Income tax bencfit of stock option
excrciscs
Net Income
Balance at December 31, 2005
Share-based compensation
Comumnon stock issucd in acquisition
Exercise of stock options and grant
of restricted stock, net of issuance
costs
Income tax bencfit of stock option
excreises
Net income
Balance at December 31, 2006
Comprehensive income:
Net income
Changc in fair value of interest
rate swap, nct of tax benefit of
£308

Total comprehensive income

Share-based compensation

Common stock issued in acquisition

Exercise of stock options and grants
of restricted stock, net of issuance
COStS

Cumulative adjustment for adoption
of FIN 48

Income tax benefit of stock option
EXErciscs

Balance at December 31, 2007

Accumulated

Additional Other
Common Stock Paid-In Comprehensive
Sharcs Amount Capital Loss

40,935 $ 409 $227.840 b —
8,050 81 191,917 —
2,726 27 64.738 —
719 7 6,378 —
— — 4,895 —
52,430 524 495,768 —_
— —_ 12,535 —

130 1 4.276 ——
861 9 6,260 —
— — 4354 —
53,421 534 523,193 -
— — — 479)

— —_ 16,104 —

243 2 8,998 —
1,443 15 17.220 —
— — 9,428 —
55,107 -§ 531 $574,943 $ (479

See accompanying notes,
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Retained
Earnings

Total

$ 16,266

$244,515

191,998
64,765
6,385

4,895
27,154

60,632

539,712
12,535
4,277

6,269

4,354
60,632

104,052

76,208

(533)

627,779
76,208

(479)
75,729

16,104

9,000

17,235
(533)

9,428

$179,727

$754,742
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PSYCHIATRIC SOLUTIONS, INC.
CONSOLIDATED STATEMENTS OF CASH FLOWS
(in thousands)

Year Ended December 31,

2007 106 2005
Operating activities:
Net income $ 76,208 $ 60,632 $ 27,154
Adjustments to reconcile net income to net cash provided by continuing operating
activities:
Depreciation and amortization 31,080 20,475 14,738
Amortization of loan costs and bond premium 2,151 1,672 1,187
Share-based compensation 16,104 12,535 -
Loss on refinancing long-term debt 8,179 — 21,871
Change in income tax assets and liabilities 8,635 35,322 9,464
Loss (income) from discontinucd opcrations, net of taxes 1,550 1,592 (336)
Changes in operating asscts and liabilities, net of effect of acquisitions:
Accounts receivablc (10,725) (11,636) (9,399
Prepaids and other current assets 4,175 (8,712) (3,673)
Accounts payable (7,560) 240 2,116
Salaries and benefits payable 2,185 5,584 2,598
Accrued liabilitics and other liabilitics {6,319) 5,839 13,340
Other — — 463
Net cash provided by continuing operating activitics 125,667 123,543 79,553
Net cash (used in) provided by discontinucd operating activities {193) 195 222
Net cash provided by operating activities 125,474 123,738 79,775
Investing activities:
Cash paid for acquisitions, net of cash acquired (462,820) (385,078) (514,525)
Capital purchases of leaschold improvements, equipment and software (73,222) (33,816) (21,750)
Purchases of shost-term investments — — {29.400)
Sales of short-term investments — — 29,400
Cash paid for investments in cquity method investees — — (1,340)
Other assets (2,451) (594) 1,219
Nect cash uscd in continuing investing activitics (538,493) (419,488) (536,396)
Net cash provided by discontinucd investing activities 1,909 — —
Net cash uscd in investing activities (536,584) (419,488) (536,396)
(Continued)
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PSYCHIATRIC SOLUTIONS, INC.

CONSOLIDATED STATEMENTS OF CASH FLOWS

Financing activities:

Net (decrease) increase in revolving credit facility, less acquisitions

Borrowings on long-term debt
Principal payments on long-term debt
Payment of loan and issuance costs
Refinancing of long-term debt

Excess 1ax benefit from share based payment arrangements

Proceeds from public offering of common stock
Procecds from exerciscs of common stock options
Net cash provided by financing activities

Nect increasc (decrease} in cash

Cash and cash equivalents at beginning of the year
Cash and cash equivalents at end of the year

Supplemental Cash Flow information:
Interest paid
Incomc taxes paid (refunded)

Effect of Acquisitions:
Assets aequired, net of cash acquired
Cash paid for prior ycar acquisitions
Liabilities assumed
Common stock issucd
Long-term debt assumed
Cash paid for acquisitions, net of cash acquired

{in thousands)

Year Ended December 31,

2007 2006 2005
$(21,000) $101,000 $ —
481,875 150,000 545,000
(41,281) (465) (236,822)

(6,661) (1,576) (13,932)

(1,127) — (15,398)

9,428 4,354 —

—_ - 192,637

17,279 6,309 6,385
432,513 259,622 477,870

21,403 (36,128) 21,249

18,572 54,700 33,451
$ 39,975 $ 18,572 $ 54,700
S 62,864 S 40,177 S 16,694
$ 29,924 5 {2,656) 5 7,490
$518,348 $432,533 $ 624,821

_ —- 5,793

(37.826) (32,819) (51,324)

{9,000) (4,277) (64,765)

(8,702) (10,359) —
$462,820 385,078 $ 514,525

Sce accompanying notes.
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PSYCHIATRIC SOLUTIONS, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
December 31, 2007

1. Summary of Significant Accounting Policies
Description of Business

Psychiatric Solutions, Inc. was incorporated in 1988 as a Delawarc corporation and has its corporatc office in Franklin, Tennessee. Psychiatric
Solutions, Inc. and its subsidiaries (“we,” “us™ or “our™) are a Jcading provider of inpaticnt behavioral health care services in the United States.
Through our owned and lcased facilities, we operated 90 owned or leascd inpaticnt behavioral health carc facilities with approximately 10,000
beds in 31 states, Pucrio Rico and the U.S. Virgin Islands at December 31, 2007. Our other behavioral health care business primarily consists
of our contract management and employce assistance program (“EAP”) businesses. Our contract management business involves the
development, organization and management of behavioral health carc programs within medical/surgical hospitals. Our EAP business contracts
with employers to assist cmployces and their dependents with resolution of behavioral conditions or other personal concerns.

Recent Developments

On May 31, 2007, we completed the acquisition of Horizon Health Corporation (“Horizon Health™), a provider of behavioral health care
scrvices, for $426.7 million in cash and the assumption of a morigage loan of approximately $7.0 million. Prior to this acquisition, Horizon
Health’s common sharcs were traded on The NASDAQ Global Select Market under the ticker symbol “HORC™. We also repurchased in a
tender offer substantially all of our 10 3/ 8 % Senior Subordinated Notes due 2013 (the “10 5/ 3% Notes™). These transactions were financed
with an additional $225 million of term loans pursuant to our senior secured credit facility and the net procceds of our offering of $250 million
of 73/ 4% Senior Subordinated Notes duc 2015 (thc “7 3/ 4 % Notes™). During January 2007, we completed the acquisition of an $6-bed
inpatient bchavioral health care facility in Columbia, South Carolina.

Basis of Presentation

The accompanying consolidated financial statements have been prepared in accordance with accounting principles generally accepted in the
United States. The preparation of financial statements in conformity with accounting principles generally accepted in the United States requires
management to make estimates and assumptions that affcct thc amounts reported in the consolidated financial statements and accompanying
notes. Actual results could differ from those estimates. The majority of our cxpenses are “cost of revenue™ items. Costs that could be classified
as general and administrative expenses at our corporate office, excluding share-bascd compensation expensc, were approximatcly 2.6% of net
revenuc for the year ended December 31, 2007.

The consolidated financial statements include all wholly-owned subsidiarics and entitics controlled by Psychiatric Solutions, Inc. The
consolidated financial statements include one inpatient behavioral health care facility in which we own a controlling interest and account for
the ownership interest of the non-controlling partner as minority intcrest. All significant intercompany balances and transactions are eliminated
in consolidation.

Cuash and Cash Equivalents

Cash consists of demand deposits held at financial institutions. We place our cash in financial institutions that are federally insured. At
December 31, 2007, the majority of our cash is deposited with two financial institutions. Cash equivalents are short-term investments with
original maturities of thrce months or lcss.

Accounts Receivable

Accounts receivable vary according to the type of service being provided. Accounts receivable for our owned and lcased facilities segment is
comprised of patient service revenuc and is recorded net of allowances for contractual discounts and estimated doubtful accounts. Such
amounts are owed by varjous govemmental agencics, insurance companies and private paticnts. Medicare comprised approximately 11% and
12% of nct patient reccivables for our owned and leased facilities at December 31, 2007 and 2006, respectively. Medicaid comprised
approximately 27% and 32% of net patient receivables for our owned and leased facilities at December 31, 2007 and 2006, respectively.
Concentration of credit risk from other payors is reduced by the large number of patients and payors.

Accounts reccivable for our management contracts is compriscd of contractually determined fees for services rendered. Such amounts are
recorded net of estimated allowances for doubtful accounts. Concentration of credit risk is reduced by the large number of customers.
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PSYCHIATRIC SOLUTIONS, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
December 31, 2007

Allowance for Doubtful Accounts
Our ability to collect outstanding patient receivables from third party payors s critical to our operating performance and cash flows.

The primary collection risk with regard to paticnt receivables is uninsured patient accounts or patient accounts for which primary insurance has
paid, but the portion owed by the paticnt remains outstanding. We estimate the allowance for doubtful accounts primarily based upon the age of
the accounts since the patient discharge date. We continually monitor our accounts receivable balances and utilize cash collection data to
support our cstimates of the provision for doubtful accounts. Significant changes in payor mix or business office operations could have a
significant impact on our results of operations and cash flows. :

Allowances for Contractual Discounts

The Medicarc and Medicaid regulations are complex and various managed care contracts may include multiple reimbursement mechanisms for
different types of services provided in our inpatient facilitics and cost scttlement provisions requiring complex calculations and assumptions
subject to interpretation. We estimate the allowance for contractual discounts on a payor-specific basis given our interpretation of the
applicable regulations or contract terms. The services authorized and provided and rélatcd reimbursement are oficn subject to interpretation that
could result in payments that differ from our estimates. Additionally, updated regulations and contract rencgotiations occur frequently
necessitating continual review and assessment of the cstimation process by our management.

Income Taxes

We account for income taxes under the asset and liability method. Under this method, deferred tax assets and iabilities arc determined based
upon differences between the financial statement carrying amounts and tax bases of assets and liabilities and are measured vsing the enacted
tax laws that will be in effect when the differences are expected to reverse. A valuation allowance for deferred tax assets is established when
we belicve that it is more likely than not that the deferred tax assct will not be realized. We adopted FASB Interpretation No. 48 (FIN 48),
Accounting for Uncertainty in Income Taxes - An Interpretation of FASB Statement No. 1 09, on January 1, 2007, which requires significant
judgments regarding the recognition and measurcment of cach tax position. Our policy is to classify interest and penalties related to income
taxes as a component of our tax provision.

Long-Lived Assets
Property and Equipment

Property and equipment arc stated at cost and deprcciated using the straight-line method over the useful lives of the asscts, which range from 25
to 35 years for buildings and improvements and 2 to 7 years for cquipment. Leaschold improvements are amortized on a straight-line basis over
the shorter of the lcase term or estimated uscful lives of the assets. Depreciation expense was $29.2 million, $19.8 mitlion and $14.0 million for
the years ended December 31, 2007, 2006 and 2005, respectively. Depreciation expense includes the amortization of assets recorded under

capital leases.
Cost in Excess of Net Assets Acquired (Goodwill)

We account for acquisitions using the purchase method of accounting. Goodwill is generally aliocated to reporling units based on operating
results, Goodwill is reviewed at least annually for impairment. Potential impairment is noted for a reporting unit if its carrying value exceeds
the fair value of the reporting unit. For thosc reporting units that we have identificd with potential impairment of goodwill, we determine the
implicd fair value of goodwill. If the carrying value of goodwill excecds its implied fair value, an impairment loss is recorded. Our annual
impairment test of goodwill in 2007, 2006 and 2005 resulted in no goodwill impairment.

The following table presents the changes in the carrying amount of goodwill for the ycars ended December 31, 2007 and 2006 (in thousands):

Balance at December 31, 2005 $§ 526,536
Acquisition of National Deaf Academy 32,524
Acquisition of Alternative Behavioral Services 148,332
Other Acquisitions 52,876
Balancc at December 31, 2006 760,268
Acquisition of Horizon Health 284,446
Other Acquisitions 28,869
Balance at December 31, 2007 $1,073.583
Other Assets

Other assets include coniracts that represent the fair value of inpatient management contracts and service contracts purchascd and arc being
amortized using the straight-line method over their estimated life, which is between 4 years and 9 years. At December 31, 2007
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PSYCHIATRIC SOLUTIONS, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
December 31, 2007

and 2006, contracts totaled $26.5 million and $0.7 million and arc nct of accumulated amortization of $4.4 mitlion and $2.6 million,
respectively. The 2007 increase in intangible contract value is primarily the result of the fair value assigned to contracts assumed in the
acquisition of Horizon Health. Amortization expensc relatcd to contracts was $1.7 million, $0.7 million and $0.7 million for the years cnded
December 31, 2007, 2006 and 2005, respectively. Estimated amortization expensc related to contracts for the years ending Decemnber 31, 2008,
2009, 2010, 2011 and 2012 is approximately $3.4 million, $3.1 million, $3.1 million, $3.1 million and $3.1 million, respectively.

When cvents, circumstances and operating results indicate that the carrying valucs of certain long-lived assets and the rclated identifiable
intangiblc assets might be impaired, we preparc projections of the undiscounted future cash flows expected to result from the use of the assets
and their cventual disposition. If the projections indicate that the recorded amounts are not expected to be rccoverable, such amounts are
reduced to estimated fair value. Fair value is cstimated based upon projections of discounted cash flows.

Other asscts also include loan costs that arc deferred and amortized over the term of the related debt. Loan costs at December 31, 2007 and
2006 totaled $16.8 million and $13.8 million and are net of accumulated amortization of $5.2 million and $3.3 million, respectively. The
weighted average amortization period for loan costs incurred in 2007 is approximatcly 6 ycars. Amortization cxpensc relaicd to loan costs,
which is reported as interest cxpense, was approximately $2.5 iillion, $1.7 million and $1.2 million for the years ended December 31, 2007,
2006 and 2005, respectively. Estimated amortization expensc of loan costs for the ycars ending Dccember 31, 2008, 2009, 2010, 2011 and
2012 is $2.9 million, $2.9 million, $2.3 million, $2.4 million and $1.8 million, respectively.

Other Accrued Liabilities

At December 31, 2007 and 2006, we had approximately $21.9 million and $10.9 million, respectively, of accrued interest expense in other
accrued liabilitics, :

Share-Based Compensation

We adopted Statement on Financial Accounting Standards (“SFAS”) No. 123 (Revised 2004), Share Based Payment (“SFAS 123R”), under the
modificd-prospective transition method on January 1, 2006. SFAS 123R requires companies to measurc and recognize the cost of employec
services received in exchange for an award of cquity instruments based on the grant-date fair value. Share-based compensation recognized
under the modified-prospective transition method of SFAS 123R includes share-based compensation bascd on the grant-date fair value
determined in accordance with the original provisions of SFAS No. 123, Accounting for Stock-Based Compensation (“SFAS 1237), for all
sharc-bascd payments granted prior to and not yct vested as of January 1, 2006 and share-based compensation based on the grant-date fair-
value determined in accordance with SFAS 123R for all sharc-based payments granted on or after January 1, 2006. We use the Black-Scholes
valuation model to determine grant-date fair value and usc straight-line amortization of sharc-bascd compensation expense over the requisite
service period of the grant. SFAS 123R eliminates the ability to account for the award of these instruments under the intrinsic value method
prescribed by Accounting Principles Board (“APB™) Opinion No. 25, Accounting for Stock Issued to Employees , and allowed under the
original provisions of SFAS 123, Prior to the adoption of SFAS 123R, we accounted for our stock option plans using the intrinsic value method
in accordance with the provisions of APB Opinion No. 25 and related intcrpretations.

Derivatives

We may periodically enter into intcrest rate swap agreements to manage our exposure to fluctuations in interest ratcs. These interest rate swap
agreements effectively exchange fixed or variable interest payments between two partics. During 2007, we entered into an arrangement to
exchange the intcrest payments associated with a notional amount of $225 million LIBOR indexed variable rate debt related to our scnior
scoured term loan for a fixed intercst rate. Under SFAS No. 133, Accounting for Derivative Instruments and Hedging Activities , as amended
(“SFAS 1337), we have designated this arrangement a cash flow hedge and have deemed it to be highly effcctive. We assess the effectivencss
of the hedge quarterly. All changes in the fair value of a highly cffective cash flow hedge are recognized as a component of other
comprehensive income. Any change in the fair value of an ineffective portion of a cash flow hedge would be recorded to the income statement.
1f the intcrest rate swap arrangement is canccled, the gain or loss associated with the cancellation would be amortized through interest expense

over the life of the agreement.
Risk Management

We are subjcct to medical malpractice and other Jawsuits duc to the nature of the services we provide. At December 31, 2007, all of our
operations have professional and general liability insurance in umbrella form for claims in cxcess of a $3.0 million sclf-insured retention with
an insured excess limit of $50.0 million. The sclf-insured reserves for professional and gencral liability risks are calculated based on historical
claims, demographic factors, industry trends, severity factors, and other actuarial assumptions calculated by an independent third-party actuary.
This sclf-insurance reserve is discounted to its present valuc using a 5% discount rate. This estimated accrual for professional and general
liabilities could be significantly affected should current and future occurrences differ from historical c¢laim trends and expectations. We have
utilized our captive insurance company to manage the sclf-insured retention. While claims are monitored closely when cstimating professional
and general liability acctuals, the complexity of the claims and wide
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PSYCHIATRIC SOLUTIONS, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
December 31, 2007

range of potential outcomes often hampers timely adjustments to the assumptions used in these estimates. The reserve for professional and
general liability was approximately $15.1 million and $18.1 million as of December 31, 2007 and 2006, respcctively. This decrcase is primarily
due to favorable developments in our professional and general liability cxpcrience.

We carry statutory workers’ compensation insurance from an unrelatcd commecrcial insurance carrier. Our statutory workers” compensation
program is fully insurcd with a $350,000 deductible per accident. We believe that adequatc provision has been made for workers’
compensation and professional and general liability risk exposurcs. The reserve for workers’ compensation liability was approximately
%18.1 million and $18.7 million as of December 31, 2007 and 2006, respectively.

Fair Value of Financial Instrumentis

The carrying amounts reported in the accompanying Consolidated Balance Sheets for cash, accounts receivable, and accounts payable
approximate their fair value given the short-term maturity of these instruments. At December 31, 2007, the carrying valuc and fair valuc of our
73/ 4% Notcs was $470.0 million and $467.1 million, respectively. At December 31, 2006, the carrying valuc and fair valuc of our 73/4 %
Notes was $220 million and $218.6 willion, respectively, and the carrying value and fair value of our 10 5/ g % Notes was 538.7 million and

$42.4 million, respectively.
Reclassifications

Certain reclassifications have been made to the prior year to conform with current year presentation.

Recent Accounting Pronouncements

In December 2007, the FASB issued SFAS No. 141(R), Business Combinations (“SFAS 141(R)"), to replace Statement of Financial
Accounting Standards No. 141, Business Combinations . SFAS 141(R) requires use of the acquisition method of accounting, defines the
acquirer, establishes the acquisition date, requires acquisition-rclated costs to be expensed as incurred and broadens the scope of a business
combination to include transactions and other events in which one entity obtains control over one or more other businesses. This statement is
cffective for financial statements issued for fiscal yéars beginning on or after December 15, 2008, with carlier adoption prohibited. We are
currently cvaluating the impact of SFAS 141(R) on our consolidated financial statements.

In December 2007, the FASB issucd SFAS No. 160, Noncontrolling Interests in Consolidated Financial Statements—an Amendment of ARB
No. 51, (“SFAS 160™). SFAS 160 establishes accounting and reporting standards for the noncontrolling interest in a subsidiary and for the
retained intcrest and gain or loss when a subsidiary is deconsolidated. This statement is effective for financial statencnts issucd for fiscal years
beginning on or after Dccember 15, 2008 with carlier adoption prohibited. We are currently cvaluating the impact of SFAS 160 on our
consolidatcd financial statcments,

In September 2006, the FASB issued SFAS No. 157, Fair Value Measurements (“SFAS 1577). SFAS 157 defines fair value, establishes a
framework for measuring fair valuc in generally accepted accounting principles and cxpands disclosures about fair valuc measurements. We
will adopt SFAS 157 effective January 1, 2008 for financial assets and liabilities and are currently evaluating the impact of SFAS 157 on our
consolidated financial staternents. .

In February 2007, the FASB issued SFAS No. 159, The Fair Value Option for Financial Assels and Financial Liabilities—Including an
Amendment of SFAS 115 (“SFAS 1597), which permits, but does not require, thc measurcment of financial instruments and certain other items
at fair value. Unrealized gains and losses on items for which the fair value option has been clceted arc reported in carnings. This statement 1s
effective for financial statements issucd for fiscal years beginning after November 15, 2007. We will adopt SFAS 159 effective January 1, 2008
and do not expect to elect the fair value option for any of our financial instruments.

2. Revenue

Revenue consists of the following amounts (in thousands):

December 3,
2007 2006 2005
Patient service revenuc $1,357,827 $ 976,324 8$669,579
Other revenue 124,125 46,104 45,745
Total revenuce $1§481!952 $15022g428 $715,324
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Paticnt Service Revenue

Paticnt service revenuc is generated by our inpatient facilities as a result of providing services provided to patients on an inpatient and
outpatient basis. Patient service revenue is recorded at our established billing rates less contractual adjustments, Generally, collection in full is
not expected on our established billing rates. Contractual adjustments are recorded to state our paticnt scrvice revenue at the amount we expect
to collect for the services provided based on amounts reimbursable by Medicare or Medicaid under provisions of cost or prospective
reimbursement formulas or amounts due from other third-party payors at contractually determined rates. During the years ended December 31,
2007, 2006 and 2005, approximately 32%, 36% and 35%, respectively, of our revenue was obtained from providing services to patients
participating in thc Medicaid program. During the years cnded December 31, 2007, 2006 and 2005, approximately 13% of our revenue was
obtaincd from providing services to patients participating in the Medicarc program.

We provide carc without charge to paticnts who are financially unable to pay for the health carc services they receive. Because we do not
pursue collection of amounts determined to qualify as charity care, they are not reported as revenue. Settlements under cost reimbursement
agreements with third-party payors are cstimated and recorded in the period in which the related services arc rendered and are adjusted in future
periods as final sctilements are detcrmined. Final determination of amounts earned under the Mcdicare and Medicaid programs often occur in
subsequent ycars because of audits by such programs, rights of appeal and the application of numcrous technical provisions.

Our revenuc is particularly sensitive to regulatory and cconomic changes in the Statc of Texas. At December 31, 2007, wc operated ten
inpaticnt facilities in Texas and at December 31, 2006 and 2005, we operated cight inpatient facilities in Texas. We generated approximately
12%, 17% and 19% of our revenue from our Texas operations for the years ended December 31, 2007, 2006 and 2005, respectively.

Other Revenue

Other revenue primarily consists of our contract management and EAP businesses. Our contract management busincss involves the
development, organization and management of behavioral health care programs within medical/surgical hospitals. Our EAP business contracts
with employers to assist cmployees and their dependents with resolution of behavioral conditions or other personal concerns. Services provided
are recorded as revenue at contractually determined rates in the period the services are rendered, provided that collectability of such amounts is

reasonably assured.

3. Earnings Per Share

SFAS No. 128, Earnings per Share (“SFAS 128"), requires dual presentation of basic and diluted earnings per sharc by cntities with complex
capital structures. Basic carnings per sharc includes no ditution and is computed by dividing net income available to common stockholders by
the weighted average number of common shares outstanding for the period. Diluted eamings per share reflects the potential dilution of
securitics that could share in the carnings of the entity. Wc have calculated earnings per sharc in accordance with SFAS 128 for all periods

prescoted.

The following table sets forth the computation of basic and diluted earnings per share (in thousands, except per sharc amounts):
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Year ended December 31,
2007 2006 2008
Numerator:
Basic and diluted eamings per share:
Income from continuing operations $77,758 £62,224 $26,818
(Loss) income from discontinued opcrations, net of taxes (1,550) (1,592) 336
Net income § 76,208 § 60,632 §27,154
Denominator:
Weighted average shares outstanding for basic camings per sharc 54,258 52,953 44,792
Effects of dilutive stock options and restriced stock outstanding 1,189 1,216 1,504
Shares used in computing diluted eamings per common share 55,447 54,169 46,296
Basic eamings per sharc:
Income from continuing operations 3 1.43 $ 118 $ 0.60
(Loss) income from discontinued operations, nct of taxes (0.03) {0.03) 0.01
S 1.40 5 1.15 § 061
Diluted eamings per sharc:
Income from continuing operations 3 140 5 115 § 058
(Loss) income from discontinued operations, net of taxes (0.03) (0.03) 0.0]
5 137 §F 112 § 059

4. Discontinued Operations

SFAS No. 144, Accounting for the Impairment or Disposal of Long-Lived Assets , requires that all components of an entity that have been
disposed of (by sale, by abandonment or in a distribution to owners) or are held for sale and whose cash flows can be clearly distinguished
from the rest of the entity be presented as discontinued operations. During the second quarter of 2007, we elected to disposc of one facility.
During 2006, we terminated three of our contracts to manage statc-owned inpatient facilities and sold a therapeutic boarding school. During
2005, we terminated two of our contracts. Accordingly, these operations, net of applicable income taxes, have been presented as discontinued
operations and prior period consolidated financial statements have been reclassified.

The components of {loss) income from discontinucd operations, net of taxes, arc as follows (in thousands):

Ycar Ended December 31,

‘ 2007 2006 2005
Revenue 5 2,217 $ 6,149 $14911
Operating expenscs 3,872 7,287 14,364
Loss on disposal 767 1,425 —
4,639 8,712 14,364
(Loss) income from discontinued operations before income taxes (2,422) (2,563) 347
(Benefit) provision for income taxcs (872) (971) 211

(Loss) income from discontinued operations, net of income taxes $ (1,550) § (1,592) § 336
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5. Acquisitions
2007 Acquisitions

During 2007, we acquired 16 inpatient bchavioral health care facilities with an aggregate of approximatcly 1,600 beds, including the May 31,
2007 acquisition of Horizon Health, which operated 15 inpatient facilitics. Each acquisition was accounted for by the purchase method and the
aggregate purchase prices of these transactions were allocated to the assets acquired and liabilitics assumed based upon their respective fair
values. The consolidated financial statements include the accounts and operations of the acquired entitics for the period subsequent to the
acquisition date. As the acquisition of Horizon Health involved a merger, the goodwill associated with this acquisition is not deductible for
federal income tax purposes. The purchase price allocation for Horizon Health and certain othcr 2007 acquisitions is preliminary as of
December 31, 2007, pending final measurement of certain assets and liabilities related to the acquisitions.

The following tablc summarizes the preliminary allocation of the aggregate purchase price of Horizon Health at December 31, 2007 (in
thousands):

Horizon Health
Assets acquired:

Accounts receivable h) 42,201
Other current asscts 15,079
Fixed assets 96,190
Costs in cxcess of net asscts acquired 284,446
Other assets 33,528
471,444

Liabilitics assumed 35,469
Long-tcrm debt assumed 6,998
Cash paid, net of cash acquircd § 428977

Acquisition-rclated direct costs paid subsequent to closing have been included as a part of the acquisition
2006 Acquisitions

During 2006, we acquired 19 inpaticnt behavioral health care facilities with an aggregate of approximately 1,900 beds, including the
December 1, 2006 purchase of the capital stock of Alternative Behavioral Services, Inc. (“ABS”), which owned nine inpatient facilities. Each
acquisition was accounted for by the purchasc method and the aggregate purchase prices of these transactions were allocated to the assets
acquired and liabilities assumed based upon their respective fair valucs. The consolidated financial statements include the accounts and
operations of the acquired cntities for the periods subsequent to the acquisition date. As the acquisition of ABS invelved the acquisition of
stock, the goodwill associated with this acquisition is not deductible for federal income tax purposcs.

The following tablc summarizes the allocation of the aggregate purchase price of ABS (in thousands):

ABS

Asscts acquired:
Accounts receivable $ 23,420
Other currcnt asscts 9,129
Fixed asscts 65,438
Costs in excess of net assets acquircd 149,077
Other asscts 240
247,304
Liabilitics assumncd ‘ 31,313
Common stock issued 4,277

Cash paid, nct of cash acquired $211,714
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2005 Acquisitions

On July 1, 2005, we acquired Ardent Health Services, Inc. (“Ardent Behavioral™), an owner and opcrator of 20 inpaticnt behavioral health care
facilitics. This acquisition was accounted for by the purchase method and the aggregate purchase price of this transaction was allocated to the
asscts acquired and liabilities assumed based upon their respective fair values. The consolidated financial statements include the accounts and
operations of the acquircd entities for the periods subsequent to the acquisition date. As the acquisition of Ardent Bchavioral involved the
acquisition of stock, the goodwill associated with this acquisition is not deductible for federal incomc tax purposes.

The following table summarizes the allocation of the aggregate purchase price of the Ardent Bchavioral (in thousands):

Ardent
_Behayioral

Assets acquired:
Accounts rcceivable $ 47,670
Other current asscts 23,436
Fixcd assets 152,355
Costs in excess of net assets acquired 393,017
Other assets 4,601
621,079
Liabilitics assumed 50,114
Common stock issued 64,765
Cash paid, net of cash acquired $506,200

Other Information

The following represcnts the unaudited pro forma results of consolidated operations as if the aforementioned acquisition of Horizon Health had
occurred at the beginning of the immediately preceding period, after giving effect to certain adjustments, including the depreciation and
amortization of the assets acquired based upon their fair valucs and changes in intcrest expense resulting from changes in consolidated debi:

Year Ended December 31,

2007 2006
Revenue 81,603,868 $1,316,298
Net income 77,297 61,853
Earnings per common share, basic 1.42 1.17
Eamings per common share, diluted 1.39 1.14

The pro forma information for the year ended December 31, 2007 includes a loss on rcfinancing long-term debt of approxiinately $8.2 million.
The pro forma information given does not purport to be indicative of what our results of opcrations would have been if the acquisitions had in
fact occurred at the beginning of the periods presented, and is not intcnded to be a projection of the impact on future results or trends.
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6. Long-term debt

Long-term debt consists of the following (in thousands):

December 31,
2007 2006
Senior credit facility:
Revolving line of credit facility, expiring on December 21, 2009 and bearing intercst of 6.4% and 6.7% at
December 31, 2007 and December 31, 2006, respectively ¥ 80,000 $101,000
Senior sccured term loan Facility, expiring on July 1, 2012 and bearing interest of 6.8% and 7.1% at
December 31, 2007 and December 31, 2006, respectively 573,312 350,000
7 3/4% Notcs 476,508 220,000
10 5/8% Notes 34 38,681
Mortgage loans on facilities, maturing in 2036, 2037 and 2038 bearing fixed interest rates of 5.7% to 7.6% 33,671 27,062
Other 8,499 6,564
1,172,024 743,307
Less current portion 6,016 2,386
Long-term debt $1,166,008 $740,921
Senior Credit Facility

On July 1, 2005, we amended and restated our Credit Agreement {the “Credit Agreement”) with Bank of America, N.A. {(“Bank of America™)
to include a $325 million scnior secured term loan facility with Citicorp North America, Inc. We borrowed $325 million on the senior secured
term loan facility on July 1, 2005 to finance a portion of the purchase price for Ardent Behavioral. During the quarter ended September 30,
2005, we repaid $125 million of the senior secured term toan facility with a portion of the proceeds reccived from the sale of 8,050,000 shares
of our common stock. On December 1, 2006, we amended our Credit Agreement to increase our senior secured term loan facility by 51 50
million and to increasc our revolving credit facility to $300 million. On December 1, 2006, we borrowed $150 million under our senior secured
term loan facility and $60 million under our revolving credit facility to finance the acquisition of ABS. On May 31,2007, we amended our
Credit Agreement to increase our senior securcd term loan facility from $350 million to $575 million to financc a portion of the acquisition of
Horizon Health and complete the tender offer for our 10 3/ 3 % Notes. Quarterly principal payments of $0.9 million are duc on our senior
secured term loan facility and the balance of our senior sccured term loan facility is payable in full on July 1, 2012.

Our Credit Agreement is sccured by substantially ail of the personal property owned by us or our subsidiaries, substantially all rcal property
owned by us or our subsidiaries that has a valuc in excess of §5.0 million and the stock of our operating subsidiarics. In addition, the Credit
Agreement is fully and unconditionally guarantced by substantially all of our opcrating subsidiaries. The revolving credit facility and senior
sccured term loan facility aceruc interest at our cheice of the “Base Ratc” or the “Eurodollar Rate™ (as defined in the Credit Agreement) and arc
due December 21, 2009 and July 1, 2012, respectively, The “Base Rate” and “Eurodollar Ratc™ fluctuate based upon market rates and certain
leverage ratios, as defined in the Credit Agrecment. At December 31, 2007, we had $80.0 million in borrowings outstanding and $213.0 million
available for future borrowings under the revolving credit facility. Until the maturity date, we may borrow, repay and re-borrow an amount not
to cxeced $300 million on our revolving eredit facility. All repayments made under the scnior secured term loan facility are a permancnt
reduction in the amount available for future borrowings. We pay a quarterly commitment fee on the unused portion of our revolving credit
facility that fluctuates, based upon certain leverage ratios, between 0.25% and 0.5% per annum. Commitment fees were approximatcly

$0.5 million for the ycar ended December 31, 2007,

Our Credit Agrecment contains customary covenants that include: (1) a limitation on capital expenditures and investments, sales of assets,
mergers, changes of ownership, new principal lines of busincss, indcbtedness, transactions with affiliates, dividends and redemptions;

(2) various financial covenants; and (3) cross-default covenants triggered by a default of any other indebtedncss of at least $5.0 million. As of
Deccember 31, 2007, we were in compliance with all debt covenant requirements. If we violate one or more of these covenants, amounts
outstanding under the revolving credit facility, senior sccured term loan facility and the majority of our other debt arrangements could become
immediately payable and additional borrowings could be restricted.
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73/4% Notes

On July 6, 2005, we issucd $220 million in 7 3/ 4% Notes. On May 31, 2007, we issucd an additional $250 million in 7 3/ ¢ % Notes to finance
a portion of the acquisition of Horizon Health and complete the tender offer for our 10 °/ 5 % Notes. The 7 3/ 4% Notes are fully and
unconditionally guarantced on a senior subordinated basis by substantially all of our existing opcrating subsidiarics. We received a premium of
2.75% plus accrued intcrest from January 15, 2007 from the sale of the $250 million 7 3/ 4% Notes on May 31, 2007. This premium is being
amortized over the remaining lifc of the 7 3/ 4 % Notes using the effective intcrest method, which results in an cffective interest rate of 7.3% on
the §250 million issuance. Intercst on these notes accrues at the rate of 7 3/ 4 % per annum and is payable semi-annually in arrears on

January 15 and July 15. The 7 3/ 4 % Notes will mature on July 15, 2015.

10575 % Notes

On June 30, 2003, we issued $150 million in 10 5/ g % Notes, which are fully and unconditionally guarantced on a senior subordinated basis by
substantially all of our existing operating subsidiaries. Interest on these notes accrues at the rate of 10 3/ % per annum and is payablc semi-
annually in arrcars on June 15 and December 15. The 10 5/ 5% Notes will mature on June 15, 2013.

On January 14, 2005, we redcemed $50 million of our 10 3/ 3 % Notcs and paid a 10 5/ &% penalty and related accrued intercst on the amount
redecemed. On July 6, 2005, we repurchased approximately $61.3 million of our 10 3/ 8 % Notes and paid a premium of approximately
$8.6 million on the notes rcpurchased using proceeds from the issuance of our 7 3/ 4 % Notes.

On May 31, 2007, we used a portion of the proceeds from our sale of 7 3/ 4 % Notes and borrowings under our senior securcd term loan facility
to complete the tender offer for substantially all of our 10 3/ s % Notes.

Mortgage Loans

During 2002 and 2003, we borrowed approximately $23.8 million under mortgage loan agreements insured by the U.S. Dcpartment of Housing
and Urban Development (“HUD"). During 2006, in conncction with the purchase of real estate at a formerly leased inpatient facility, we
assumed a nortgage loan agrecment insured by HUD of approximately $4.0 million. During 2007, in connection with the Horizon Health
acquisition, we assumed an additional HUD mortgage of approximately $7.0 million. The mortgage loans insured by HUD are securcd by real
cstate located at Holly Hill Hospital in Raleigh, North Carolina, West Oaks Hospital in Houston, Texas, Riveredge Hospital near Chicago,
lilinois, Canyon Ridge Hospital in Chino, California and MeadowWood Behavioral Health in New Castle, Delaware. Interest accrues on the
Holly Hill, West Oaks, Riveredge, Canyon Ridge and MeadowWood HUD loans at 6.0%, 5.9%, 5.7%, 7.6% and 7.0% and prineipal and
interest are payablc in 420 monthly installments through December 2037, September 2038, December 2038, January 2036 and October 2036,
respectively. The carrying amount of assets held as collateral approximated $37.4 million at December 31, 2007,

Interest Rate Swap Agreemenis

We periodically enter into intercst ratc swap agreements to manage our exposure to fluctuations in intercst rates. During 2007, we cntered into
an arrangement with a creditworthy financial institution to cxchange the intcrest payments associated with a notional amount of $225 million of
LIBOR indexed variable rate debt related to our senior securcd term loan for a fixed interest rate. The arrangement matures on Noveimnber 30,
2009. The intcrest payments associated with this arrangement are settled on a net basis. The fair valuc of our interest rate swap at December 31,
2007, reflected a liability of $0.8 million, which represents the estimated amount we would have paid if the arrangement was canceled.

Other

The aggregate maturitics of long-term debt, including capital lease obligations, are as follows (in thousands):

2008 g 6,016
2009 85,692
2010 4,717
2011 ‘ 4,678
2012 558,369
Thereaficr 512,552

Total $1,172,024
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7. Leases

Our operating leases consist primarily of the lease of eight inpatient behavioral health care facilitics, our corporate office and our office for our
contract management and EAP business. At December 31, 2007, future minimum lease payments under operating leases having an initial or
remaining non-cancelable leasc term in excess of onc year are as follows {(in thousands):

2008 $15,831
2009 13,141
2010 : 9,812
2011 7.077
2012 5,311
Thereafter 31,403

Total $ 82,575

8. Income Taxes

Total provision for income taxes for the years cnded December 31, 2007, 2006 and 2005 was allocated as follows (in thousands):

2007 2006 2005
Provision for income taxes attributable to income from continuing operations $47,779 $37,754 § 16,805
(Bencfit from) provision for income taxcs attributable to income from discontinued
operations (872) 971) 211
Total provision for income taxcs 346,907 536,783 $17,016

The provision for (benefit from) income taxes attributable to income from continuing operations consists of the following (in thousands):

2007 2006 2008
Current:
Federal $32,035 $10,327 $ (1,802)
State 4,930 2,441 2,701
Forcign 4,121 219 —
41,086 12,987 899
Deferred:
Federal 3,078 24,132 16,580
State (460) 342 (908)
Foreign (525) 263 234
6,093 24,767 15,806
Provision for income taxes §47,779 §37.754 $ 16,805

The tax benefits associated with exercises of nonqualified stock options decreased the current tax liability by $9.4 million, $4.4 million and
$4.3 million in 2007, 2006 and 2005, respectively. Such benefits were recorded as increases to stockholders™ equity.

The reconciliation of income tax computed by applying the U.S. federal statutory rate to the actual income tax (bencfit) expense attributable to
income from continuing operations is as follows (in thousands):

2007 2006 2008
Federal tax $43,938 $ 34,992 $15,268
State income taxes (net of federal) 2,906 1,809 1,165
Other 935 953 372
Provision for incomc taxcs $47,779 $37,754 $ 16,805

Deferred income taxes refleet the net tax effects of temporary differences between the carrying amounts of assets and liabilitics for finaneial
reporting purposes and the amounts used for income tax purposes. The tax effects of significant items comprising temporary diffcrences at
December 31, 2007 and 2006 are as follows (in thousands):
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December 31, 2007
2007 2006

Deferred tax assets:

Net operating loss carryforwards $ 10,210 $ 11,708

Allowance for doubtful accounts 11,218 3,562

Altcrnative minimum tax credif carryovers 1,150 1,150

Accrued liabilities 24,757 14,027
Total gross deferred tax assets 47,335 30,447

Less: Valuation allowance (5,640) (2,988)
Total deferred tax asscts 41,695 27,459
Deferred tax liabilities:

Intangible assets (16,611) (16,404)

Property and equipment (51,509) (43,690)
Net deferred tax liability _ $(26,425) $(32,635)

Deferred income taxcs of $22.7 million and $12.3 million at December 31, 2007 and 2006, respectively, are included in other current assets,
Noncurrent deferred income tax liabilities totaled $49.1 million and $44.9 million at December 31, 2007 and 2006, respectively. In connection
with the Horizon Health acquisition, we rccorded net deferred tax assets of approximately $11.7 million as of December 31, 2007, with a
corresponding reduction in goodwill. Horizon Health's final income tax retums for the period cnding on the acquisition date have not been
completed at the time of this filing. Upon completion of those tax returns, we will finalize the determination of deferred tax assets and
liabilities resulting from the Horizon Health acquisition,

GAAP requircs that deferred income taxces reflect the tax consequences of differences between the tax basis of assets and liabilities and their
carrying values for GAAP. Future tax benefits are recognized to the extent that realization of such benefits is more likely than not, A valuation
allowance is cstablished for those benefits that do not meet the more likcly than not criteria. We have evaluated the need for a valuation
allowance against defcrred tax assets and have recorded valuation allowances of $5.6 million, $3.0 million and $4.1 million at December 31,
2007, 2006 and 2005, respectively. The net change in valuation allowance was an increase of $2.6 million for the ycar ended December 31,
2007 and a decrease of $1.1 million for the ycar ended December 31, 2006. The valuation allowance reported as of December 31, 2007 of
$5.6 million relates primarily to amounts recorded in vatious acquisitions and any subsequent reductions to this valuation allowance would
reduce goodwill. Increase in valuation allowances of $2.2 million and reduction in valuation allowances of $0.4 million during the years ended
December 31, 2007 and December 31, 2006, respectively, were allocated to goodwill.

As of December 31, 2007, we had an unrecognized deferred tax liability for temporary differences of $1.8 million related to investments in our
Puerto Rico subsidiarics that arc essentially permanent in duration.

As of Dccember 31, 2007, we had federal net operating loss carryforwards of $9.0 million expiring in the years 2018 through 2022, state net
operating loss carryforwards of $94.6 million expiring in various years through 2026, foreign net operating loss carryforwards of $12.0 million
expiring through 2011 and an alternative minimum tax credit carryover of approximately $1.2 million available to reduce future federal incomce
taxes.

We adopted FIN 48 effective January 1, 2007. As a result, we recognized a cumulative effect adjustment of approximately $0.5 million to
decreasc the January 1, 2007 retained eamings balance. Our policy is to classify interest and penaltics related 1o income taxes as a component
of our tax provision. We had gross unrecognized tax benefits of $1.6 million upon adoption of FIN 48 and §1.3 million as of December 31,
2007. The total amount of intercst and penalties recognized in our consolidated balance sheet was $0.2 million upon adoption of FIN 48 and as
of December 31, 2007. The tax cffect of deductible state tax and interest was $0.3 million upon adoption of FIN 48 and $0.5 million as of
December 31, 2007. The net impact on provision for income tax of unrecognized tax benefits, if recognized, would have been $0.5 million
upon adoption of FIN 48 and $0.3 million as of December 31, 2007.
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A rcconciliation of the beginning and cnding amount of gross unrccognized tax benefits is as follows:

Balance as of January 1, 2007 § 1,594
Increascs for tax positions taken in the current year 274
Increases for tax positions taken in prior years 430
Rcductions duc to lapse of statute of limitations (43)
Settlemcnts (983)

Balancc as of Deeember 31, 2007 $ 1,272

Our tax years 2004 through 2007 remain open to examination by federal and state taxing authoritics. In addition, our 2003 tax year rcmains
open to cxamination in certain states. During the ycar ended December 31, 2007, we entered into a closing agrcement with the IRS with respect
to an examination of our 2004 tax year. Although the statute of limitations remains open for 2004, it is highly unlikely that the IRS will conduct
further examination of that ycar.

In addition, ABS, an entity acquired in 2006, has prc-acquisition federal income tax returns which remain open to examination back to the ycar
2002. Certain pre-acquisition statc income tax retums of acquired ABS subsidiarics also remain open to examination for the years 2002 through
2006. We arc fully indemnificd under the ABS stock purchasc agreement for any liabilities resulting from examinations of pre-acquisition lax
returns. During 2007, we recorded unrecognized tax benefits in the amount of $0.5 million in the related to certain pre-acquisition statc tax
liabilities of acquired ABS subsidiarics, and we recorded an offsetting receivable from the selling shareholders under the terms of the
indemnification provisions. During 2007, ABS cntered into a closing agreement with Puerto Rico taxing authoritics. The selling sharcholders
paid all taxes and interest duc under the terms of the settlement agreement in accordance with the indemnification provisions of the ABS stock
purchase agreement. The Pucrto Rico settlement effectively closed to examination all tax years prior to 2006 with respect to the acquircd ABS
entitics. -

Horizon Health has federal and state tax years which remain open to examination going back to 2004 and in certain states going back to 2003.
We have no indemnification for any pre-acquisition liabilitics that may result from examinations of Horizon Health income tax retums for pre-
acquisition periods.

In the next twelve months we anticipate increases in unrecognized tax bencfits of approximately $0.4 million related to certain state tax issucs,
and we anticipatc potential reductions in unrecognized tax benefits of approximately $0.2 million related to ceriain statc tax expired statulcs of
limitation. In addition, we may record additional unrccognized tax benefits related to pre-acquisition tax ycars of Horizon Health. We are
unable to estimate the potential increasc in unrecognized tax bencfits related to pre-acquisition tax years and any such increascs would result in
an increase in goodwill.

9. Stock Option Plans

A maximum of 11,116,666 shares of our common stock are authorized for grant as stock options, restricted stock or other share-based

compensation under the Psychiatric Solutions, Inc. Equity Incentive Plan (the “Equity Incentive Plan’). Under the Equity Incentive Plan, stock

options may be granted for terins of up to ten years. Grants to employccs generally vest in annual increments of 25% cach year, commencing

on the date of grant or one year after the date of grant. The cxercise prices of stock options are equal to the closing sales prices of our common
_stock on the date of grant or the trading day immcdiately preccding the date of grant.

A maximum of 683,334 shares of our common stock are authorized for grant as stock options under the Psychiatric Solutions, Inc. Outside
Directors’ Stock Option Plan (the “Directors’ Plan™). The Director’s Plan provides for a grant of 8,000 stock options at cach annual meeting of
stockholders to each outside dircctor at the fair market valuc of our common stock on the trading day immediatcly preceding the date of grant.
The Directors’ Plan also provides for an initial grant of 12,000 stock options to cach new outside director on the date of the director’s initial
election or appointment to the board of directors. The options vest 25% on the grant date and 25% on the succeeding threg anniversaries of the
grant datc and generally have terms of ten years.
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Stock option activity during 2007 is as follows (number of options and aggregate intrinsic value in thousands):

Weighted
Weighted Average
Number Average Remaining Aggrepate
of Exercise Contractusl Intrinsic
Options Price Term (in years) ¥aluc
Outstanding at December 31, 2006 5,655 $20.76 n/a n/a
Granted 2,668 $39.65 n‘a n/a
Canceled {1,023) $28.31 n/a n/a
Exercisced (1,245) £14.01 n/a n'a
Qutstanding at December 31, 2007 6,055 $28.41 8.0 $40,978
Exercisable at Deccember 31, 2007 2415 $18.75 6.9 $33,568

Of the 2.7 million stock options granted in 2007, approxitately 660,000 stock options werc granted to management cmployecs related to
rceent acquisitions.

Restricted stock activity. is as follows (number of restricted shares in thousands):

Weighted

Number Average
of Grant-

Restricted Date Fair
Shares Value
Unvested at December 31, 2006 55 $33.11
Granted 253 $41.02
Canceled (52) $38.56
Vested {14 $33.11
Unvested at December 31, 2007 ﬁ $40.20

We rccognized $16.1 million and $12.5 million in sharc-based compensation expense and approximately $6.1 million and $4.7 million of
related income tax benefit for the years ended Decemnber 31, 2007 and 2006, respectively. Share-based compensation expense for the year
ended December 31, 2006 includes $2.2 million recorded in the quarter cnded March 31, 2006 resulting from reversing the cancellation and
accelerating the vesting of 89,014 stock options previously granted to our former Chief Operating Officer. Remaining share-based
compensation expense was recorded as a result of adopting SFAS 123R. The impact of share-based compensation expense, nct of tax, on our
basic and diluted carnings per share was approximatcly $0.18 and $0.14 per share for the years ended December 31, 2007 and 2006,
respectively. Also as a result of adopting SFAS 123R, we classified $9.4 million and $4.4 million in income tax benefits in cxcess of share-
based compensation expensc on stock options excrcised in 2007 and 2006, respectively, as a cash flow from financing activities in our
Condensed Consolidated Statement of Cash Flows for the years ended December 31, 2007 and 2006, respectively. Prior to the adoption of
SFAS 123R, income tax benefits in excess of share-based compensation expense recognized on stock options exercised were classified as cash
flows from operations. The fair value of our stock options was cstimated using the Black-Scholes option pricing model. We rEcognize expense
on all sharc-based awards on a straight-line basis over the requisite service period of the entirc award.
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For periods presented prior to the adoption of SFAS 123R, pro forma information regarding net income and camings per share as required by
SFAS 123R has been determined as if we had accounted for our employee stock options under the original provisions of SFAS 123. The fair
value of these options was cstimated using the Black-Scholes option pricing model. For purposes of pro forma disclosure, the cstimated fair
value of the options is amortized to expense over the option’s vesting period. Our pro forma information follows for the year cnded
December 31, 2005 (in thousands, except per share amounts):

Net income , $27,154
Pro forma compensation expensc from stock options, nct of tax 4,361
Pro forma net income $22,793
Basic carnings per share:
As reported £ 061
Pro forma $ 0351
Diluted carnings per share:
As reported £ 059
Pro forma $ 049

devclop the fair value estimates under cach of the option valuation models for options granted in the ycars ended December 31, 2007, 2006 and

The following table summarizes the weighted average grant-date fair valucs of options and the weighted average assumptions we used to
2005:
|

- 2007 2006 2005

. Weighted average grant-datc fair value of options $14.25 $9.96 §7.73

~ Risk-free intcrest rate 5% 5% 4%
Expected volatility _ 35% 31% 33%

- Expected life 5 4 5

| Dividend yield 0% 0% 0%

Our estimate of expected volatility for stock options granted in 2007 and 2006 is based upon the historical volatility of our common stock. Our
cstimate of expected volatility for stock options granted prior to 2006 is based upon the historical volatility of comparable companies. Our
cstimate of expected term is based upon our historical stock option cxercise experience. .

Based on our stock option and restricted stock grants outstanding at December 31, 2007, we estimate remaining unrecognized sharc-based
compensation expense to be approximately $41.1 million with a weighted average remaining amortization period of 3.3 years.

The total intrinsic value, which represents the difference between the underlying stock’s market price and the option’s exercise price, of options
excrcised during the years cnded December 31, 2007, 2006 and 2005 was $31.2 million, $19.4 million and $11.8 million, respectively.

10. Employee Benefit Plan

We sponsor the Psychiatric Solutions, Inc. Retirement Savings Plan (the “Plan”). The Plan is a tax-qualified profit sharing plan with a cash or
deferred arrangement whercby employees who have completed three months of service and are age 21 or older are cligible to participate. The
Plan allows cligible employees to make contributions of 1% to 85% of their annual compensation, subject to annual limitations. The Plan
enablcs us to make discretionary contributions into each participants’ account that fully vest over a four year period based upon years of
service.

11. Contingencics and Health Care Regulation
Contingencies

We are subject to various claims and legal actions which arise in the ordinary course of business. We have professional liability insurance to
protect against such claims or legal actions. We believe the ultimate resolution of such matters will be adequately covered by insurance and
will not have a material adverse effcet on our financial position or results of operations.

Employment Agreements

We entered into a new employment agrecment with Jocy A. Jacobs, our Chairman, President and Chief Executive Officer, on May 10, 2007.
The employment agrcement superseded Mr. Jacobs® prior cmployment agreement with us. The employment agrecment expires on
December 31, 2008, but is subject to automatic annual renewals abscnt prior notice from cither party of the intent not to renew the
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employment agrcement. Pursuant to the employment agreement, Mr. Jacobs’ basc salary, cash bonuses and incentive compensation are subject
to adjustment from time to timc at the discretion of the Compensation Committee.

If we terminate Mr. Jacobs’ employment “without causc” or if Mr. Jacobs resigns as a result of a “constructive discharge,” as those terms are
defined in the employment agreement: (&) Mr. Jacobs will receive a lump sum severance payment equal to two times the sum of (i) his basc
salary on the date of termination and (ii) the most recent annual bonus paid to Mr. Jacobs during the immediately previous 12-month period;
{b) Mr. Jacobs will receivc any earned but unpaid basc salary, which shall be paid in accordance with our normal payroll practices;

{c) Mr. Jacobs will reccive bonus compensation payable on a prorated basis for the year of termination, which shall be paid at the same time
our executive officers receive their bonuses for the year in which the termination occurred; (d) to the cxtent that Mr. Jacobs is eligible for and
has elected continuation coverage under the Consolidated Omnibus Budget Reconciliation Act of 1985 (“COBRA”), we agreed to waive all
premiums for elected continuation coverage during such COBRA period but not to excecd 18 months; (¢) to the extent that Mr. Jacobs is
covered by an individual health policy, we will pay all reasonable premiums under such policy for 24 months following the termination datc;
and (f) all sharcs of restricted stock and unvested stock options held by Mr. Jacobs and scheduled to vest during the succeeding 24-month
period will immediately vest and any such options will remain excreisable for 12 months from the datc of termination. Termination, whether
voluntary or involuntary, of Mr. Jacobs’ employment within 12 months following a “change in control,” as defined in the employment
agrcement, shall be treated as a termination without cause.

If Mt. Jacobs® employment terminates as a result of his disability or death, Mr. Jacobs or his beneficiaries will be cntitled to receive any camed
but unpaid base salary, which shall be paid in accordance with the normal payroll practices of the Company. In addition, Mr. Jacobs or his
beneficiaries will also receive any bonus compensation, which is payable on a prorated basis for the ycar of termination, and which shall be
paid at the same time our executive officers reccive their bonuses for the year in which the termination occurred. Finally, all sharcs of restricted
stock and unvested stock options held by Mr. Jacobs will immediately vest upon his death or termination for disability.

if Mr. Jacobs’ employment is terminated for cause, as defined in the employment agreement, or he resigns other than pursuant to a triggering
event described above, any eamed but unpaid base salary shall be paid in accordance with our normal payroll practices, but we will not make
any other payments or provide any benefits to Mr. Jacobs.

Current Operations

Final determination of amounts eamned under prospective payment and cost-reimbursement arrangements is subject to review by appropriate
governmental authorities or their agents. We believe adequate provision has been made for any adjustments that may result from such reviews.

Laws and regulations govemning the Medicare and Medicaid programs are complex and subject to interpretation. We believe that we arc in
substantial compliance with all applicable laws and regulations and are not aware of any material pending or threatencd investigations
involving allegations of potential wrongdoing. While no material regulatory inquiries have been made, compliance with such laws and
regulations can be subject to future government review and interpretation as well as significant regulatory action including fines, penalties, and
cxclusion from the Medieare and Medicald programs.

W¢ have acquired and may continue to acquire corporations and other entities with prior operating histories. Acquired entitics may have
unknown or contingent liabilities for failure to comply with health care Jaws and regulations, such as billing and rcimbursement, fraud and
abusc and similar anti-referral laws. Although we attempt to assure ourselves that no such liabilities exist and obtain indemnification from
prospective sellers covering such mattcrs, there can be no assurance that any such matter will be covered by indemnification or, if eovered, that
the liability sustained will not exceed contractual limits or the financial capacity of the indemnifying party.

12. Related Party Transactions

William M. Petrie, M.D., a member of our Board of Directors, serves as President of Psychiatric Consultants, P.C. (“PCPC™), a practice group
managed by us, and owns a 14% interest in PCPC. The initial term of the management agreement was for three years. It was most reccntly
renewed for an additional three year term on April 11, 2006. The management agrecment will continue to automatically renew for three year
terms unless terminated by cither party. Qur management fee was for the years cnded December 31, 2007, 2006 and 20035 was $0.1 million. At
December 31, 2007 and 2006, PCPC owed us $0.1 million.
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13. Disclosures Ahount Reportable Segments

In accordance with the criteria of SFAS No. 131, Disclosures About Segments of an Enterprise and Related Information (“SFAS 131 ™), owned
and leased facilities is our only reportable segment. Each of our inpaticnt facilities qualifies as an operating scgment under SFAS 131;
however, nonc is individually material. We have aggregated our inpaticnt facilities into onc reportable segment based on the characteristics of
the services provided. As of December 31,2007, the owned and leased facilities segment provides mental hcalth and behavioral heath services
to patients in its 81 owned and 9 leased inpaticnt facilitics in 31 states, Puerto Rico and the U.S. Virgin Islands. The column entitled “Other” in
the schedulcs below includes management contracts to provide inpatient psychiatric management and development scrvices to inpaticnt
behavioral health units in hospitals and clinics, employec assistance programs and a managed care plan in Puerto Rico, The opcrations included
in the “Other” column do not qualify as reportable segments under SFAS 131. Activities classified as “Corporatc” in the following schedules
rclate primarily to unallocatcd home office items and discontinued operations.

Adjusted EBITDA is a non-GAAP (inancial measurc and is defined as net income (loss) beforc discontinued operations, interest expense (nct
of interest income), income taxes, depreciation, amortization, stock compensation and other items included in the caption labeted “Other
expenscs.” These other expenses may occur in future periods, but the amounts recognized can vary significantly from period to period and do
not directly rclate to ongoing operations of our health carc facilities. Our management relies on adjusted EBITDA as the primary measure to
review and asscss the operating performance of our inpatient facilities and their management teams. We belicve it is useful to investors to
provide disclosures of our operating results on the same basis as that used by management. Management and investors also review adjusted
EBITDA to evaluate our overall performance and to compare our current operating results with corrcsponding periods and with other
companies in the health care industry. You should not consider adjustcd EBITDA in isolation or as a substitute for nct income, opcrating cash
flows or other cash flow statement data determined in accordance with U. S. gencrally accepted accounting principlcs. Because adjusted
EBITDA is not a measurc of financial performancc under U. S. generally accepted accounting principles and is susceptible to varying
calculations, it inay not be comparable to similarly titled measures of other companies. The following is a financial summary by rcportable
segment for the periods indicated (dollars in thousands):

Year Ended December 31, 2007

Owned and

Leased
Facilitics QOther Corporate Consolidated
Revenue $1,357.827 $124,125 b3 — $1,481,952
Adjusted EBITDA $ 272,782 $ 21,850 $(38,632) $ 256,000
Interest cxpense, net 30,470 513 44,117 75,100
Proviston for income taxes — — 47,779 47,779
Depreciation and amortization 27,094 2,526 1,460 31,080
Inter-segment cxpenses 56,032 4914 (60,946) —

Other expenses:

Share-bascd compensation — — 16,104 16,104
Loss on refinancing long-term debt — — 8,179 8,179
Total other expenscs — — 24,283 24,283
Incomc (loss) from continuing operations § 159,186 $ 13.897 $(95,325) § 771,758
Total asscts 31,862,117 $210,645 $106,761 52,179,523
Capital expenditures § 50431 5 159 § 22,632 § 73222

Cost in excess of net assets acquired $ 922,353 $151,230 S — $1,073,583
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Year Ended December 31, 2006

Owned and
Leased
) Facilities Other Corporate Consalidated
Revenue $ 976,324 $46,104 S —_ $1,022,428
Adjusted EBITDA $ 193,790 S 8,074 5(28,569) $ 173,295
Interest expense, net 13429 (N 26,879 40,307
Provision for income taxcs — — 37,754 37,754
Depreciation and amortization 18,538 677 1,260 20,475
Inter-segment expenses 28,834 1,668 (30,502) —
Other expenscs:
Share-bascd compensation — — 12,535 12,535
Total other expenses — — 12,535 12,535
Income (loss) from continuing operations § 132989 $ 5,730 $(76,495) § 62,224
Total assets £1,454,466 $48,003 $ 78,453 $1,580,922
Capital cxpenditures $ 28,858 $ 69 § 4,889 5 33,816
Cost in excess of net asscts acquired § 730.237 $30.031 $ — $ 760,268
Year Ended December 31, 2005
Owned and
Leased
Facilities Other Corporate Consolidated
Revenuc $ 669,579 $45,745 3 — § 715,324
Adjusted EBITDA g 121,803 $ 9,202 $(23,717) $ 107,288
Intcrest expense, net 16,406 _— 10,650 27,056
Provision for income taxes 2,142 — 14,663 16,805
Depreciation and amortization 13,334 654 750 14,738
Inter-scgment expenscs 25,963 2,672 (28,635) —
Other expenscs:
Loss on refinancing long-term debt — — 21,871 21,871
Total other expenses — — 21,871 21,871
Income (loss) from continuing opcrations § 63,558 S 5,876 $(43,016) $ 26818
Total asscts $1,019,037 $27,595 $128,399 $1.175,031
Capital expenditures s 17,592 3 52 § 4,106 $ 21,750
Cost in excess of net assets acquired S 506,160 $20,376 b — 5 526,536

14. Other Information

A summary of activity in allowance for doubtful accounts follows (in thousands):

Balances Additions Additions Accounts written Balances
at beginning charged fo costs charged to off, net of atend
of period and expenses other accounts (1} recoveries of period
Allowance for doubtful accounts:
Year ended December 31, 2005 $10,662 $13,498 S 5,844 314,649 $15,355
Year ended December 31, 2006 15,355 19,530 12,023 28,236 18,672
Y ear ended December 31, 2007 18,672 27,554 12,982 23,621 35,587

(1} Allowances as a result of acquisitions.
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15. Quarterly Information (Unaudited)

Summarized results for each quarter in the years ended December 31, 2007 and 2006 arc as follows (in thousands, except per share data):

15t Quarter 2 ™ Quarter 3 ™ Quarter 4 ™ Quarter Totzl Year
2007

Revenue $322,438 $354,126 $402,021 $403,367 $1,481,952
Income from continuing operations $ 18,249 $ 15,266 $ 20,842 $ 23,401 S 77,758
Net income $ 18,125 S 14,607 $ 20,325 $ 23,151 S 76,208

Earnings per share:
Basic $ 034 $. 027 s 037 $ 042 $ 1.40
Diluted $ 033 $ 026 5 037 $ 042 5 1.37
2006 )
Revenuc $241,601 5247237 $253,696 $279,894 $1,022,428
Income from continuing operations $ 12,534 5 15,884 $ 15,651 $ 18,155 3 62,224
Net income $ 12,192 $ 15,361 $ 15,524 $ 17,555 $ 60,632

Eamings per share:
Basic $ 023 $ 026 § 029 $ 033 $ 1.15
Diluted § 023 § 028 $§ 029 $ 032 h 112

As discusscd in Note 4, we disposed of one inpatient behavioral health care facility in 2007, terminated three of our contracts to manage state-
owned inpatient facilities during 2006 and sold a therapeutic boarding school during 2006. In accordance with SFAS 144, these operations, net
of income tax, have becn presented as discontinued operations and all prior quarterly data has been reclassified.

We incurred a loss on refinancing long-term debt of approximately $8.2 million in the second quarter of 2007.

16. Financial Information for the Company and Its Subsidiaries

We conduct substantially all of our business through our subsidiaries. Presented below is consolidated financial information for Psychiatric
Solutions, Inc. and its subsidiarics as of December 31, 2007 and 2006, and for the years ended Deccmber 31, 2007, 2006 and 2005. The
information segregates the parent company (Psychiatric Solutions, Inc.), the combined wholly-owned subsidiary guarantors, the combined non-
guarantors, and eliminations. All of the subsidiary guarantecs are both full and unconditional and joint and several.
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Condensed Consolidating Balance Sheet
As of December 31, 2007
{Dollars in thousands)

Property and cquipment, net of accumulated

depreciation
Cost in excess of net asscts acquired
Investment in subsidiarics
Other assets :
Total asscts

Current Liabilities:
Accounts payable
Salarics and benefits payable
Other accrued liabilitics
Current portion of long-term debt
Total current Jiabilitics
Long-term debt, less current portion
Deferred tax liability
Other liabilitics
Total liabilitics
Minority Interest ,
Total stockholders® (dcficit) equity

Total liabilitics and stockholders’ (deficit) equity

Current Assets:
Cash and cash equivalents
Accounts rcceivable, net
Prepaids and other

Total current assets

Property and equipment, net of accumulated

depreciation
Cost in excess of net assets acquired
Investment in subsidiaries
Other assets
Total asscts

Current Liabilitics:
Accounts payable
Salaries and benefits payable
Other accrued liabilities
Current portion of long-term debt
Total current liabilities
Long-term debt, less current portion
Deferred tax liability
Other liabilitics

Combined Total
Subsidiary Combined Non- Consolidating Consolidated
Parent Guarantors Guarantors Adjustments Amounts
S — 5 19, 159 S 20,816 B — % 39975
: 306850 R 444 B e 233,945
— 64,604 1,555 — 66,159
LT R3O 26_m29 RISEE™, .~ - — 340,079
— 643,838 _ 57 526 (7,346) 694,018
= 0B T s — 1,073,583
1 053 235 (r 058,235) —
15,441 5 4 8RE52 29W22135 °(18,255) 71,843
$1,073,676  $2,079.983 % 109,700 3(1,083,836) $2.179,523
$ — s 30 335 S 1 059 $ — $ 31,3%4
B A B — 82,899
25 171 36 526 , 242_ — 61,939
: = o7 iE L — 6,016
3,355 — 182,248
33R738eE — 1,166,008
ey T — 49,131
B3 1T096%E L i (21,432) 23,235
67 724 L (21,432) 1,420,622
ﬁﬁ s ERTREde - 0 4159 4,159
(92,508) 1,871,837 4. 976 {1,066,563) 754,742
"='Sl,073,676E@SZ,O?Q&%.S“IOQ:’IOO %8(1,083,836)  $2,179,523
Condensed Consolidating Balance Sheet
As of December 31, 2006
(Dollars in thousands)
Combined Total
Subsidiary Combined Non- Consolidating Consolidated
Pnrent Guarantors Guarantors Adjustments Amounts
i_m‘i}_ L s g
$ _ — $ 18,572
s — 179,050
— — 45,364
il .fg:w&&-224;353m?§,m1 3,633 S — 242,986
— 511,263 36,085 (7,590) 539,758
L 760,268 MR TR — 760,268
681,856 (681,856) —
12,349 21 856%%3 7055 — 37,910
$694,205 $1,517,740 $ 58,423 S (689,446) $1,580,922
$ — $ $ — $ 25222
— e 66,236
13,247 . (1,590) 45,855
2,084 s RS B — 2,386
15,331 123 919 2,039 (1,590) 139,699
714,061 o ﬂ“fm. , i — 740,921
44,924 — 44,924
6_.539 = F2H a0 P L L g, 920 — 27,599




Total liabilities 735931 180,983 37,819 (1,590) 653,143

Total stockholders’ (deficit) cquity (41,726) 1,336,757 20,604 (687,856) 627.779
Total liabilities and stockholders" (deficit) equity $694205  $1.517.740 58,423 S (689,446)  $1,580,922
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Condensed Consolidating Statement of Ineome

For the Year Ended December 31, 2007

Revenue

Salaries, wages and employee benefits
Professional fces

Supplies

Rentals and leascs

Other opcrating cxpenses

Provision for doubtful accounts
Depreciation and amortization
Interest expense

Loss on refinancing long-term debt

(Loss) income from continuing operations before
income taxes

{Benefit from) provision for income taxes

(Loss) income from continuing operations

Loss from discontinued operations, net of taxes

Net (loss) income

Revenue

Salaries, wages and employec benefits
Professional fees

Supplies

Rentals and leases

Other operating cxpenscs

Provision for doubtful accounts
Depreciation and amortization
Interest expense

(Loss) income from continuing operations before
inconie taxes

(Benefit from} provision for income taxes

(Loss) income from continuing operations

(Loss) income from discontinued operations, net of
taxcs

(Dollars in thousands)

Coembined Total
Subsidiary Combined Non- Consolidating Consolidated
Parent Guarantors Guarantors Adjustments Amounts
b — $1,481,952 § 39,903 5 (39,903) $1,481,952
— 809,577 15,068 — 824,645
— 142,666 4,855 — 147,521
— 81,017 1,227 — 82,244
— 21,108 221 — 21,329
— 134,184 13,079 (8,500) 138,763
— 26,890 664 — 27,554
— 29,430 1,893 (243) 31,080
73,860 — 1,240 — 75,100
8,179 — — — 8,179
82,039 1,244,872 38,247 (8,743) 1,356,415
(82,039) 237,080 1,656 (31,160) 125,537
(31,257) 78,856 180 — 47,779
(50,782) 158,224 1,476 (31,160) 77,758
— (1,550) - — {1,550)
5(50,782) $ 156,674 5 1,476 $ (31,160) $ 76,208
Condensed Consolidating Statement of Income
For the Year Ended December 31, 2006
(Dollars in thousands)
Combined Total
Subsidiary Combined Non- Conseolidating Consolidated
Parent Guaranlors Guarantors Adjustments Amounts
b3 — $1,022,428 S 11,601 § (11,601) 51,022,428
— 577,237 — — 577,237
— 96,093 1,023 — 97,116
— 58.586 — — 58,986
— 13,662 — — 13,662
— 94,326 - 2,504 (1,693) 95,137
— 19,530 — — 19,530
— 19.629 1,08% {243) 20,475
39.105 — 1,202 — 40,307
39,105 879,463 5,818 (1,936) 922,450
(39,105) 142,965 5,783 (9,663) 99,978
{15,067 52,704 117 — 37,754
(24,038) 50,261 5,666 (9.665) 62,224
— {1,592) — — (1,592)
5(24,038) § 88669 $ 5,666 §  (9,663) $ 60,632

Net (loss) income
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Condensed Consolidating Statement of Income
For the Year Ended December 31, 2005
(Dollars in thousands)

Combined Total

' Subsidiary Combined Non- Consolidating Consolidated

Parent Guarantors Guarantors Adjustments Amounts
Revenuc s — §715,324 $ 11,073 $ (11,073) $ 715324
Salarics, wages and employee benefits — 392,309 — — 392,309
Professional fees — 72,703 474 — 73,177
Supplies _ — 42,993 — — 42,993
Rentals and leases — 11,450 — — 11,450
Other operating expenses _ 73,808 8313 {7,512) 74,609
Provision for doubtful accounts — 13,498 — — 13,498
Depreciation and amortization — 14,005 976 {243) 14,738
Intcrest expensc 25,823 — 1,233 — 27,056
Loss on refinancing long-tcrm debt 21,871 — — — 21,871
47,694 620,766 10,596 {7,755) 671,701

(Loss) income from continuing operations before

income taxcs (47,694) 94,558 77 (3,318) 43,623
{Bencfil from) provision for income taxes {18,376) 35,181 — — 16,805
(Loss) income from continuing opcrations (29,318) 59,377 77 (3,318) 26,818
Income from discontinued operations, nct of taxes — 336 — — 336
Net (loss) income $(29.318)  § 59,713 $ 77 S (3,318) $ 27,154
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Condensed Consolidating Statement of Cash Flows
For the Year Ended December 31, 2007
(Dollars in thousands)

Combined Total
i Subsidiary Combined Non- Consolidating Consolidated
Parent Guaranlors Guaraniors ~Adjustments Amounts
Operating activities: Sam e e e
Net (loss) income $ (50,782) 5 ‘ $ (31,160) $ 76,208
Adjustmcents to rcconcnlc net (loss) income to net cash e e VA
(used in) provided by operating activitics: :
Depreciation and amortization — (243) 31,080
Amortization of loan costs and bond premium 2,106 — 2,151
| Share-based compensation — — 16,104
Loss on refinancing of long-term debt g8.179 — 8,179
Change in income tax assets and liabilitics — — 8,639
l.oss (income) from dlscontmued opcratlons net of
taxes ' — — 1,550
Changes in opcratmg assets and liabilitics, net of
effect of acquisitions: _
Accounts receivable £ (113303553 — (10,725)
- Prepaids and other current assets — 3,798 377 — 4,175
Aecounts payable: T 069 T 7(491) — (7,560)
Salarics and benefits payable 1,921 264 — 2,185
Accrued liabilities and other liabilities - - (345) ﬂwﬂéﬁ(? 400) g 126" — (6,319)
Net cash {uscd in) provided by continuing opcrating
activitics (31,403) 125,667
Nect cash (uscd in) provided by discontinued operatmg -
activitics A L — (193)
Net cash (used in) provided by operating actwmes (31,403) 125,474
Investing activities: ‘
Cash paid for acquisitions, net of cash acquired — (462,820)
Capital purchases of leasehold unprovemcnts '
equipment and software — (73,222)
Other assets — (2,451)
Net cash used in continuing invesiing aclivities (462,820) ¥ 55 5® — (538,493)
Net Cash provided by discontinued investing activitics 1,909 — 1,909
Net cash used in investing activitics " (460,911) Ay — (536,584)
| Financing activities: o
~ Net decrease in revolving credit facility, less ‘ﬂg‘%‘f_' B
acquisitions R (21,000)
Borrowings on long-term debt — 481,875
Principal payments on long-term debt (40, 936) ﬁw&s‘ﬁ;‘_ P s LA ] (345)‘%' ' — (41,281)
Net transfers to and {rom mcmbers 68,895 (98 620) 31,403 —
Payment of loan and issuance costs (6.661) T AR — (6,661)
Refinancing of long-term debt (7.12T) — {7,127)
Excess tax benefits from sharc-based payment T
arrangements 9428 7 — 9,428
Proceeds from exercises of comnmeon stock options 17,279 17,279
| Net cash provided by financing activities 501,753 - 31,403 432,513
Net increasc in cash — — 21,403
Cash and cash equivalents at beginning of period — s : — 18,572
Cash and cash equivalents at end of period S — $ 19,159 S 20.816 S — S 39975
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| PSYCHIATRIC SOLUTIONS, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
December 31, 2007

Condensed Consolidating Statement of Cash Flows
For the Year Ended December 31, 2006
(Doltars in thousands)

Combined Total
Subsidiary Combined Non Consolidating Consolidated
Parent Guarantors Guarantors Adjustments Amounts
Operating activities:
Net {(loss) income $ (24.038) S 88,669 3 5,666 § (9,665) $ 60,632
Adjustments to reconcile nct (loss) income to net cash
(used in) provided by operating activities:
Depreciation and amortization — 16,629 1,089 (243) 20,475
Amortization of loan costs 1,627 — 45 — 1,672
Stock based compensation — 12,535 — — 12,535
Change in income tax assets and liabilities — 35,205 117 — 35,322
Loss (income) from discentinued operations, net of
taxes — 1,592 — — 1,592
Changcs in opcrating assets and liabilitics, nct of
cffect of acquisitions: '
Accounts receivable — (11,636) — — {11,636)
Prcpaids and other current asscts - (9,922) 1,210 — (8,712)
Accounts payable — 240 — — 240
Salaries and benefits payablc — 5,584 — —_ 5,584
Accrucd liabilitics and other liabilities ~(1,366) 5,050 2,155 — 5,839
Net cash (used in) provided by continuing operating
activities (23,777) 146,946 10,282 (9,908) 123,543
Net cash provided by discontinued operating activities — 195 — — 195
Net cash (used in) provided by opcrating activitics (23,777) 147,141 10,282 (9,908) 123,738
Investing activities:
Cash paid for acquisitions, net of cash acquired (385,078) — — — (385,078)
Capital purchases of lcaschold improvements,
cquipment and softwarc — (33,816) — — (33,816}
Other assets — (611} 17 — (554)
Net cash (used in) provided by investing activities (385,078) (34,427) 17 — {419,488)
Financing activities:
Net increase in rcvolving credit facility 101,000 — —— — 101,000
Borrowings on long-term debt 150,000 — — — 150,000
Principal payments on long-term debt (187) — (278) — (465)
Net transfers to and from members 153,309 (160,034) (3,183} 9.508 —
Payment of loan and issuance costs (1,576) — — — (1,576)
Excess tax bencfits from share-based payment
arrangements — 4,354 — — 4,354
Proceeds from exerciscs of common stock options 6,309 — — — 6.309
Nect cash provided by (used in) financing activities 408 835 (155,680) (3,461) 9,908 259,622
Net {decrease) increasc in cash -— (42,966) 6,838 — (36,128)
Cash and cash equivalents at beginning of year — 44,115 10,585 — 54,700
Cash and cash cquivalents at end of year $ — $ - 1,149 b 17,423 $ — ¥ 18572
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PSYCHIATRIC SOLUTIONS, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
December 31, 2007

Condensed Consolidating Statement of Cash Flows
For the Year Ended Dccember 31, 2005
{Dollars in thousands)

Combined Total
Subsidiary Combined Non- Consolidating Consolidated
Parent Guarantors Guarantors Adjustments Amounts

Operating activities:
Net (loss) income S (29,318) § 59,713 S 77 $ (3,318 $ 27,154
Adjustments to reconcile net (loss) income to net cash

provided by (used in) operating activitics:

Dcpreciation and amortization — 14,005 976 (243) 14,738
Amortization of loan costs 1,140 — 47 — 1,187
Loss on refinancing long-term debt 21,871 — — — 21,871
Change in income tax asscts and liabilities — 9,494 — — 9,494
Income from discontinued operations — (336) — — (336)

Changes in operating assets and liabilitics, net of
effect of acquisitions:

Accounts receivable . — (9,399) — — (9,399)

Prepaids and other current assets _— (4,647) 974 — 3,673)

Accounts payable — 2,116 — — 2,116

Salarics and benefits payable — 2,598 — — 2,598

Accrued liabilities and other liabifities 10,965 (4519 6,894 — 13,340

Other — 463 — — 463
Net cash provided by (used in) continuing operating
activitics 4,658 69,488 8.968 (3,561) 79,553

Net cash provided by diseontinucd operating activities — 222 — — 222
Net cash provided by (used in) operating activitics 4,658 69,710 8.968 (3.561) 79,775
Investing activities:
Cash paid for acquisitions, net of cash acquired (514,525) — -— — (514,525)
Capital purchases of property and equipment — (21,750 — — (21,750)
Purchases of short-term investments (29,400) — — — (29,400)
Sales of short-term investments 29,400 — — — 29,400
Cash paid for investments in cquity method investees — (1,340) — — (1,340)
Other asscts — 1,115 104 — 1,219
Net cash (used in) provided by investing activities (514,525) (21,975) 104 — (536,396)
Financing activities: ,
Borrowings on long-term debt 545,000 — — —_ 545,000
Principal payments on long-term debt (236,587) — (235 — (236,822)
Net transfers to and from members 31,762 (34,608) (715) 3,561 —
Payment of loan and issuance costs (13,932) — —_ _ — {13,932)
Refinancing of long-term debt ] {15,398} — — — (15,398)
Proceeds from public offcring of common stock 192,637 — — — 192,637
Proceeds from cxercises of common stock options 6,385 — — — 6,385
Net cash provided by (used in) financing activities 509,867 (34,608) (950) 3,561 477,870
Nect increase in cash — 13,127 8,122 —_ 21,249
Cash and cash cquivalents at beginning of year — 30,988 2,463 — 33,451
Cash and cash cquivalents at end of year b — $ 44,115 3 10,585 3 — § 54700

F-34
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Pursuant to the requirements of Section 13 or 15(d) of the Securitics Exchange Act of 1934, the Registrant has duly caused this report to
be signed on its behalf by the undersigned, thercunto duly authorized.
Psychiatric Solutions, Ine.
By: /s/ loey A. Jacobs

Joey A. Jacobs
Chief Exceutive Officer

Dated: Febroary 26, 2008

Pursuant to the requirements of the Securities Exchange Act of 1934, this report has been signed below by the following persons on
behalf of the registrant and in the capacities and on the dates indicated.

Signature : Title Date
/s/ Joey A. Jacabs Chairman of the Board, President February 26, 2008
Jocy A. Jacobs and Chief Exccutive Officer
(Principal Executive Officer)
/s/ Jack E. Polson Executive Vice President, Chief February 26, 2008
Jack E. Polson Accounting Officer (Prineipal Financial

and Accounting Officer)

/s/ Mark P. Clein Director February 26, 2008
Mark P. Clein

/s/ David M. Dill Director Fcbruary 26, 2008
David M, Dill

/s/ Richard D. Gore Director February 26, 2008

Richard D. Gore

/s/ Christopher Grant, Jr. Dircctor Fcbruary 26, 2008
Christopher Grant, Ir.

/s/ William M. Petrie, M.D. Dircctor February 26, 2003
William M. Petrie, M.D.

/s/ Edward K. Wissing Dircetor February 26, 2003
Edward K. Wissing







Subsidiaries of Psychiatric Solutions, Inc.

Name

ABS—First Step, Inc.

ABS LINCS DC, LLC

ABS LINCS KY, Inc.

ABS LINCS, LLC

ABS LINCS NJ, Inc.

ABS LINCS PA, Inc.

ABS LINCS 8C, Inc.

ABS LINCS TN, Inc.

ABS LINCS TX, Inc.

ABS LINCS VA, Inc.

Alliance Crossings, LLC

Alliance Health Center, Inc.
Alternative Behavioral Services, Inc.
Atlantic Shores Hospital, LLC
Behavioral Educational Services, Inc.
Behavioral Healthcare LLC

Benchmark Behavioral Health System, Inc.

BHC Athambra Hospital, Inc.

BHC Belmont Pines Hospital, Inc.
BHC Cedar Vista Hospital, Ine.
BHC Fairfax Hospital, Inc.

BHC Fon Lauderdale Hospital, Inc.
BHC Fox Run Hospital, Inc.

BHC Fremont Hospital, Inc.

BHC Heaith Services of Nevada, Inc.
BHC Heritage Qaks Hospital, Ine.
BHC Holdings, Inc.

BHC Intermountain Hospital, Inc.

BHC Management Services of Louisiana, LLC

BHC Management Services of New Mexico, LLC

BHC Management Services of Streamwood, LLC

BHC Mesilla Valley Hospital, LLC
BHC Montevista Hospital, Inc.

BHC Newco 4, LLC

BHC Newco 5,LLC

BHC Newco 6, LLC

BHC Newco 7, LLC

BHC Newco 8, LLC

BHC Neweco 9, LLC

BHC Neweo 10, LLC

BHC Northwest Psychiatric Hospital, LLC
BHC of Indiana General Partnership
BHC Pinnacle Pointe Hospital, Inc.
BHC Propertics, LLC

BHC Sierra Vista Hospital, Inc.

BHC Spirit of St. Louis Hospital, Inc.
BHC Streamwood Hospital, Ine.
BHC Windsor Hospital, Inc.

EXHIBIT 21.1

State of
Organization

Virginia
Virginia
Virginia
Virginia
Virginia
Virginia
South Carolina
Virginia
Kentucky
Virginia
Delaware
Mississippi
Virginia
Delaware
Delaware
Declaware
Utah
Tennessee
Tenncssee
California
Tennessce
Tennessce
Tenncssee
Tennessce
Nevada
Tennessce
Declaware
Tennessee
Declawarc
Delaware
Delaware
Delaware
Nevada
Delaware
Delaware
Delaware
Delaware
Delaware
Delaware
Delaware
Delaware
N/A
Tennessee
Tennessce
Tenncssce
Tennessce
Tennessce
Ohio




Name

Bloomington Mcadows, General Partnership
Brentwood Acquisition, Inc.

Brentwood Acquisition-Shreveport, Inc.
Brynn Marr Hospital, Inc.

Calvary Center, Inc.

Canyon Ridge Hospital, Inc.

Canyon Ridgc Real Estate, LLC

Cedar Springs Hospital, Inc.

Cedar Springs Hospital Real Estate, Inc.
Children’s Hospital of Vicksburg, L.L.C.
CHS Behaviorai Puerto Rico, Inc.
Collaborative Care LLC

Columbus Hospital, LL.C

Columbus Hospital Partners, LLC
Community Cornerstones, Inc.
Compass Hospital, Inc.

CPC/Clinicas Del Este, Inc.

Crawford First Education, Inc.
Cumberland Hospital, LLC
Cumberland Hospital Partners, LLC
Cypress Creck Real Estate, L.P.
Delaware Investment Associates, LLC
Diamond Grove Center, LLC

Employee Assistance Services, LLC
Employce Support Systems Company
Employce Support Systems Company of Texas
FC Behavioral Puerto Rico, Inc.

FHP Puerto Rico, Inc.

First Hospital Corporation of Nashville
First Hospital Corporation of Virginia Beach
Fort Laudcrdale Hospital, Inc.

Great Plains Hospital, Inc.

Gulf Coast Treatment Center, Inc.

H. C. Corporation

H. C. Partnership

Havenwyck Hospital Inc.

Heaith and Human Resource Center, Inc.
HHC Augusta, Inc.’

HHC Berkeley, Inc.

HHC Conway Investment, Inc.

HHC Cooper City, Inc.

HHC Delaware, Inc.

HHC Focus Flonida, Inc.

HHC Indiana, Inc.

HHC Kingwood Investment, LLC

HHC Ocoree, Inc.

HHC Ohio, Inc.

HHC Pennsylvania, LLC

HHC Poplar Springs, Inc.

HHC River Park, Inc.

HHC Services, LLC

HHC South Carolina, Inc.

HHC St. Simons, Inc.

HHC Toledo, inc.

Stote of
Organization

N/A
Tennessee
Delaware
North Carolina
Delaware
California
Delaware
Delaware
Colorado
Louisiana
Puerto Rico
Tennessce
Delaware
Tennessce
Puerto Rico
Delaware
Puerto Rico
Virginia
Virgima
Delawarc
Texas
Delaware
Delaware
Kentucky
California
Texas

Puerto Rico
Puerto Rico
Virginia
Virginia
Florida
Missouri
Florida
Alabama

N/A
Michigan
California
Georgia
South Carolina
South Carolina
Florida
Dclaware
Florida
Indiana
Delaware
South Carolina
Ohio
Pennsylvania
Virginia
West Virginia
Tcxas

South Carolina
Georgia

Ohio




HHMC Partners, Inc.

Hickory Trail Hospital, L.P.

High Plains Behavioral Health, L.P,

HMHM of Tennessee, LLC

Holly Hill Hospital, LLC

Holly Hill Real Estatc, LLC

Horizon Behavioral Services, LLC

Horizon Health Austin, Inc.

Horizon Health Corporation

Horizon Hcalth Hospital Services, LLC
Horizon Health Physical Rchabilitation Services, LLC
Horizon Mental Hecalth Management, LLC
HSA Hill Crest Corporation

HSA of Oklahoma, Inc,

Hughes Center, LLC

Indiana Psychiatric Institutcs, LLC
InfoScrber Corporation

Integrated Healthcare Systems Corp.

Kids Bechavioral Health of Utah, Inc.
Kingwood Pines Hospital, LLC

KMI Acquisition, LLC

Lakeland Bchavioral, LLC

Laure] Oaks Bchavioral Health Center, Inc.
Laurclwood Associates, Inc.

Lcbanon Hospital Partners, LLC

Liberty Point Behavioral Healthcare, LLC
Mental Health Qutcomes, LLC

Mesilla Valley Hospital, Inc.

Mesilla Valley Mental Health Associates, Inc.
Michigan Psychiatric Services, Inc.
Millwood Hospital, L.P.

Mission Vista Behavioral Health Services, Inc.
Neuro Institute of Austin, L.P.

North Spring Behavioral Healtheare, Inc.
Northern Indiana Partners, LLC

Ocala Behavioral Health, LLC

Palmetto Behavioral Health Holdings, LLC
Palmetto Behavioral Health Solutions, L.L.C.
Palmetto Behavioral Health Sysiem, L.L.C.
Palmetto Lowcountry Behavioral Health, L.L.C.
Palmetto Pce Dee Behavioral Health, L.L.C.
Pcak Behavioral Hcalth Services, LLC
Premicr Behavioral Solutions of Florida, Ine.
Premicr Behavioral Solutions, Inc.

Pride institute, Inc.

PSI Surety, Inc.

Psychiatric Management Resources, Inc.
Psychiatric Solutions Hospitals, LLC
Psychiatric Solutions of Virginia, Inc.
PsychManagement Group, Inc.

Ramsay Managed Care, LLC

Ramsay Youth Services of Georgia, Inc.
Ramsay Youth Scrvices Puerto Rico, Inc.
Red Rock Behavioral Health LLC

State of
Organization

Delaware
Delaware
Delaware
Tennessee
Tennessec
North Carolina
Delaware
Texas
Delaware
Delaware
Delaware
Texas
Alabama
Oklahoma
Virginia
Delaware
Dclaware
Puerto Rico
Utah

Texas
Delaware
Florida
Delaware
Ohio
Tennessec
Declaware
Delaware
New Mexico
New Mexico
Michigan
Tcxas
Dclawarc
Texas
Tennessce
Tennessee
Dclawarc
Dclaware
South Carolina
South Carolina
South Carolina
South Carolina
Dclaware
Dclawarc
Delawarc
Minnesota
South Carolina
California
Declawarc
Tennessee
West Virginia
Delaware
Dclaware
Pucrto Rico
Delaware




Name

Red Rock Solutions, LLC

Riveredge Hospital Holdings, Inc.
Rivercdge Hospital, Inc.

Rivercdge Real Estate, [nc.

Rockford Acquisition Sub, Inc.

Rolling Hills Hospital, LLC

Samson Properties, LLC

Shadow Mountain Behavioral Health System, LLC
SHC-KPH, LP

Somerset, Incorporated

SP Behavioral, LLC

Springficld Hospital, Inc.

Summit Oaks Hospital, Inc.

Sunstone Behavioral Health, LLC

TBD Acquisition, LLC

TB) Behavioral Center, LLC

Texas Cypress Creek Hospital, L.P,

Texas Hospital Holdings, Inc.

Tcxas Hospital Holdings, LLC

Texas Laurcl Ridge Hospital, L.P.

Texas Qaks Psychiatric Hospital, L.P.

Texas San Marcos Treatment Center, L.P.
Texas West Oaks Hospital, L.P.

The Counscling Center of Middle Tennessce, Inc.
The National Deaf Academy, LLC

The Pincs Residential Treatment Center, Inc.
Therapeutic School Services, L.L.C.

Threc Rivers Behavioral Health, LLC

Three Rivers Healthcare Group, LLC

Three Rivers Residential Treatment | Midlands Campus, Inc.

Three Rivers SPE Hoiding, LLC

Three Rivers SPE Manager, Inc.

Three Rivers SPE, LLC

Transitional Care Ventures, Inc.

Tucson Health Systems, Inc.

University Behavioral, LLC

Valle Vista Hospital Partners, LLC

Valle Vista, LLC

Virgin Islands Behavioral Scrvices, Inc.
Vista Health Holdings, LLC

Vista Health of Fayetteville, LLC

Vista Health of Fort Smith, LLC

Wekiva Springs Center, LLC

Wellstone Holdings, Inc.

Wellstone Regional Hospital Acquisition, LLC
West Oaks Real Estate, L.P.

Willow Springs, LLC

Windmoor Healthcare Inc.

Windmoor Healthcare of Pinellas Park, Inc.
Zeus Endeavors, LLC

State of
Qrgeanization

Delaware
Delaware
Illinois

Mlinois

Illinois
Tennessee
Florida
Delaware
Texas
California
Florida
Delaware

Ncw Jersey
Tenncssce
Dclaware
Delaware
Texas
Delaware
Texas

Texas

Texas

Texas

Texas
Tennesscc
Florida
Virginia
QOklahoma
South Carolina
South Carolina
South Carolina
South Carolina
South Carolina
South Carolina
Delaware
Delawarc
Florida
Tennessec
Dclaware
Virginia
Delaware
Delaware
Delawarc
Delaware
Delawarc
Indiana

Texas
Delaware
Florida
Dclaware
Florida







0

(ii)
(iii)

(iv)

(v)
(vi)

(vii)

EXHIBIT 23.1

CONSENT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

We consent to the incorporation by reference in the following Registration Statcments:

Registration Statement (Form S-8, No. 333-100635) pertaining to the Psychiatric Solutions, Inc. 1997 Incentive and Nonqualified
Stock Option Plan for Key Personnel of Psychiatric Solutions, Inc.; :

Registration Statement (Form S-8, No. 333-94983) pertaining to the 1997 Equity Incentive Plan of PMR Corporation;

Registration Statcment {Form S-8, No. 333-38419) pertaining to the 1997 Equity Incentive Plan, 1995 Warrant Grant and the 1996
Stock Option Grants of PMR Corporation;

Registration Statement (Form S-8, No. 333-118529) pertaining to the Amended and Restated Psychiatric Solutions, Inc. Equity
Incentive Plan and the Amended and Restated Qutside Directors’ Non-Qualified Stock Option Plan;

Registration Statement (Form S-3, No. 333-139013) of Psychtatric Solutions, Inc.;

Registration Statement (Form S$-8, No. 333-128047) pertaining to the Amended and Restated Psychiatric Solutions, Inc. Equity
Incentive Plan; and

Registration Statement {Form S-8, No. 333-136339) pertaining to the Amended and Restated Psychiatric Solutions, Inc. Equity
Incentive Plan,

of our reports dated February 26, 2008, with respect to the consolidated financial statements of Psychiatric Solutions, Inc. and the effectiveness
of internal control over financial reporting of Psychiatric Solutions, Inc., includcd in this Annual Repont (Form 10-K) for the year ¢nded

December 31, 2007,

/s/ Emnst & Young LLP

February 26, 2008
Nashville, Tennessee






EXHIBIT 31.1

CERTIFICATIONS
I, Joey A. Jacobs, certify that:

1. 1 have reviewed this annual report on Form 10-K of Psychiatric Solutions, Inc ;

2. Based on my knowlcdge, this report does not contain any untrue statement of a material fact or omit to statc a material fact necessary to
make the statements made, in light of the circumstances under which such statements were made, not misteading with respect to the period
covered by this report;

3. Bascd on my knowledgc, thc financial statements, and other financial information included in this report, fairly present in all matenial
respects the financial condition, results of operations and cash flows of the registrant as of, and for, the periods presented in this report;

4. The registrant’s other certifying officer and 1 are responsibie for establishing and maintaining disclosure controls and procedurcs (as defined
in Exchange Act Rules 13a-15(¢) and 15d-15(c)) and intemnal control over financial reporting (as dcfined in Exchange Act Rules 13a-15(f) and
15d-15(f)) for the registrant and have:

a) Designed such disclosure controls and procedures, or caused such disclosurc controls and procedurcs to be designed under our
supervision, to ensure that matcrial information relating to the registrant, including its consolidated subsidiaries, is made known to us by others
within those entities, particularly during the period in which this report is being preparcd;

b) Designed such internal control over financial reporting, or caused such intcnal control over financial reporting to be designed under our
supcrvision, to provide rcasonable assurance regarding the reliability of financial reporting and the preparation of finaneial statements for
external purposes in accordance with U.S. generally accepted accounting principles;

¢) Evaluated the effectivencss of the registrant’s disclosure controls and procedures and presented in this report our conclusions about the
cffectivencss of the disclosure controls and procedures, as of the end of the period covered by this report based on such evaluation; and

d) Disclosed in this report any change in the registrant’s internal contro! over financial reporting that occurred during the registrant’s most
recent fiscal quarter (the registrant's fourth fiscal quarter in the case of an annual report) that has materially affected, or is reasonably likely to
materially affect, the registrant’s intcrnal control over financial reporting; and

5. The rcgistrant’s other certifying officcr and I have discloscd, based on our most recent evaluation of intcrnal control over financial reporting,
to the registrant’s auditors and the audit committee of the registrant’s board of dircctors (or persons performing the equivalent functions):

a) All significant deficiencies and material weaknesscs in the design or operation of intcrnal control over finaneial reporting which are
rcasonably likely to adversely affect the registrant’s ability to record, process, summarize and report financial information; and

b) Any fraud, whether or not material, that involves management or other employecs who have a significant role in the registrant’s internal
control over financial reporting. .

Date: Fcbruary 28, 2008 /s Joey A. Jacobs

Joey A. Jacobs
Chairman, Chief Executive Officer
and President







EXHIBIT 31.2

CERTIFICATIONS

I, Jack E. Polson, certify that:
1. 1 have reviewed this annual report on Form 10-K of Psychiatric Solutions, Inc.;

2. Based on my knowledge, this report does not contain any untruc statcment of a material fact or omit to state a material fact necessary to
make the statements made, in light of the circumstances under which such statements were inade, not misleading with respect to the period

covered by this rcport;

3. Based on my knowledge, the financial statements, and other financial information included in this report, fairly prescnt in all material
respects the financial condition, results of opcrations and cash flows of the registrant as of, and for, the periods prescnted in this report;

4, The registrant’s other certifying officer and I are responsible for establishing and maintaining disclosure controls and procedures (as defined
in Exchange Act Rules 13a-15(¢) and 15d-15(¢)) and internal control over financial reporting (as defined in Exchange Act Rules 13a-15(f) and
15d-15(f)) for the registrant and have:

a) Designed such disclosure controls and procedures, or caused such disclosure controls and procedurcs to be designed under our
supervision, to ensure that material information relating to the registrant, including its consolidated subsidiarics, is made known to us by others
within those cntitics, particularly during the period in which this report is being prepared;

b) Designed such internal control over financial reporting, or caused such intemal control over financial reporting to bc designed under our
supervision, to provide reasonablc assurance regarding the reliability of financial reporting and the preparation of financial statements for
external purposes in accordance with U.S. gencrally accepted accounting principles;

¢) Evaluated the effcctivencss of the registrant’s disclosure controls and procedures and presented in this report our conelusions about the
effectiveness of the disclosure controls and procedures, as of the end of the period covered by this report based on such evaluation; and

d) Disclosed in this report any change in the registrant’s internal control over financial reporting that occutred during the registrant’s most
recent fiscal quarter (the registrant’s fourth fiscal quarter in the casc of an annual rcport) that has materially affccted, or is reasonably likely to
materially affect, the regisirant’s internal control over financial reporting; and

5. The registrant’s other ccrtifying officer and 1 have discloscd, based on our most recent evaluation of intemal control over financial rcporting,
1o the registrant’s auditors and the audit committee of the registrant’s board of dircctors (or persons performing the cquivalent functions):

a) All significant deficiencies and material weaknesscs in the design or operation of internal control over financial reporiing which are
rcasonably likely to adverscly affect the registrant’s ability to record, process, summarize and report financial information; and

b) Any fraud, whether or not material, that involves management or other employees who have a significant role in the registrant’s internal
control over financial reporting.

Date: February 28, 2008 /s/ Jack E. Polson

Jack E. Polson
Executive Vice President,
Chief Accounting Officer







‘ EXHIBIT 32.1

‘ PSYCHIATRIC SOLUTIONS, INC.
CERTIFICATIONS PURSUANT TO
18 U.S.C. SECTION 13350,
AS ADOPTED PURSUANT TO
SECTION 906 OF THE SARBANES-OXLEY ACT OF 2002

In connection with the Annual Report of Psychiatric Solutions, Inc. {the “Company”) on Form 10-K for the year ended December 31, 2007,
as filed with the Sccurities and Exchange Commission on the date hereof (the “Report”), 1, Joey A, Jacobs, Chairman, Chicf Executive Officer
and President of the Company, and I, Jack E. Polson, Exccutive Vice President, Chief Aceounting Officer of the Company, cach ccrtify,
pursuant to 18 U.S.C. Section 1350, as adopted pursuant to Section 906 of the Sarbanes-Oxley Act of 2002, that:

(1) The Report fully complies with the rcquirements of scction 13(a) or 15(d) of the Securitics Exchange Act of 1934, as amended; and

(2) The information contained in the Report fairly presents, in all material respects, the financial condition and results of operations of the
Company.

A signed original of this written statement requircd by Section 906 has been provided 1o the Company and will be retained by the Company
and furnished to the Sccurities and Exchange Commission or its staff upon request.

Date: February 28, 2008

/s/ Joey A. Jacobs

Joey A. Jacobs -
Chairman, Chief Exccutive Officer
and President

/s/ Jack E. Polson

Jack E. Polson

Executive Vice President,
' Chief Accounting Officer
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UNITED STATES SECURITIES AND EXCHANGE COMMISSION
WASHINGTON, D.C. 20549

FORM 10-K

{Mark One)
%] Annual report pursuant to Section 13 or 15(d) of the Securities Exchange Act of 1934
for the fiscal year ended December 31, 2008

or

O Transition report pursuant to Section 13 or 15(d) of the Securities Exchange Act of
1934

for the transition period from to

Commission file number 0-20488

Psychiatric Solutions, Inc.

(Exact Name of Registrant as Specified in Its Charter)

Delaware 23-2491707
(State or Other Jurisdiction of Incorporation or (L.R.S. Employer Identification No.)
Organization)

6640 Carothers Parkway, Suite 500

Franklin, TN 37067
{Address of Principal Executive Offices, Including Zip Code)

{615) 312-5700
(Registrant’s Telephone Number, Including Area Code)

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

Title Of Each Class Name of Each Exchange On Which Registered
Common Stock, $.01 par value NASDAQ Global Select Market

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

Indicate by check mark if the registrant is a well-known seasoned issuer, as defined in Rule 405 of the Securities Act. ¥
Yes ONo
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PART 1

Unless the context otherwise requires, all references in this Annual Report on Form 10-K 1o “Psychiatric Solutions,” “the
Company," “we,” “us” or “our"” mean Psychiatric Solutions, Inc. and its consolidated subsidiaries and all shares and per
share amounis have been adiusted 10 reflect a 2-for-1 stock split that was effected on January 9, 20106.

1tem 1. Buosiness
Overview

We are a leading provider of inpatient behavioral health care services in the United States. We operate 95 inpatient
behavioral health care facilities with more than 10,000 beds in 31 states, Puerto Rico, and the U.S, Virgin Islands. In 2008, we
completed the acquisition of five inpatient behavioral health care facilities from United Medical Corporation (“*UMC”), which
are located in Florida and Kentucky and include approximately 400 beds, and we opened Lincoln Prairie Behavioral Health
Center, a 120-bed inpatient facility in Springfield, Illinois. In January 2009, we opened Rolling Hills Hospital, an 8§0-bed
inpatient facility in Franklin, Tennessce. We generated revenue of approximately $1.8 billion and §1.5 billion, respectively, for
the years ended December 31, 2008 and 2007. We believe that our primary focus on the provision of inpatient behavioral
health care services allows us to operate more efficiently and provide higher quality care than our competitors.

Our inpatient behavioral health care facilities accounted for 90.0% of our revenue for the year ended December 31, 2008,
These inpatient facilities offer a wide range of inpatient behavioral health care services for children, adolescents and adults.
We offer these services through a combination of acute inpatient behavioral facilities and residential treatment centers
(“RTCs"). Our acute inpatient behavioral facilities provide the most intensive level of care, including 24-hour skilled nursing
observation and care, daily interventions and oversight by a psychiatrist and intensive, highly coordinated treatment by a
physician-led team of mental health professionals. Qur RTCs offer longer term treatment programs primarily for children and
adolescents with long-standing chronic behavioral health problems. Our RTCs provide physician-led, multi-disciplinary
treatments that address the overall medical, psychiatric, social and academic needs of the patients.

Other behavioral health care services accounted for 10.0% of our revenue for the year ended December 31, 2008. This
portion of our business primarily consists of our contract management and employee assistance program (“EAP”) businesses.
Our contract management business involves the development, organization and management of behavioral health care
programs within medical/surgical hospitals. Qur EAP business contracts with employers to assist employees and their
dependents with resolution of behavioral conditions or other personal concerns.

Psychiatric Solutions was incorporated in the State of Delaware in 1988. Our principal executive offices are located at 6640
Carothers Parkway, Suite 500, Franklin, Tennessee 37067, Qur telephone number is (615) 312-5700. Information about
Psychiatric Solutions and our filings with the Securitics and Exchange Commission can be found at our website at
www.psysolutions.com.

Qur Industry

According to the National Association of Psychiatric Health Systems’ 2007 Annual Survey, millions of Americans of all
ages experience psychiatric and substance abuse conditions every year.

The behavioral health care industry is extremely fragmented with only a few large national providers. During the 1990s, the
behavioral health care industry experienced a significant contraction following a long period of growth. The reduction was
largely driven by third-party payors who decreased reimbursement, implemented more stringent admission criteria and
decreased the authorized length of stay. We believe this reduced capacity has resulted in an underserved patient population,

Reduced capacity, mental health parity legislation, and increased demand for behavioral health care services have resulted
in favorable industry fundamentals over the last several years. Behavioral health care providers have cnjoyed significant
improvement in reimbursement rates, increased admissions and stabilized lengths of stay. According to the National
Association of Psychiatric Health Systems, payments for the inpatient care of behavioral health and addictive disorders have
increased nationwide. Inpatient admissions increased 3.4% from 2005 to 2006 and total inpatient days of care increased 6.5%
from 2005 to 2006. In order to meet strong demand, facilities have been adding beds resulting in a 1% increase in licensed
beds within existing facilities. Following a rapid decrease during the early 1990s, inpatient average length of stay stabilized
between 9 and 11 days from 1997 to 2006. In 2006 and 2005, the inpatient average length of stay held steady at 9.6 days. The
average inpatient net revenue per day for facilities with more than 100 beds increased from $396 in 2005 to $622 in 2006. The
average RTC net revenue per day for facilities with more than 100 beds increased from $303 in 2005 to $330 in 2006. Total
patient days of care increased 4% from 2005 to 2006 for RTC facilities, with an average length of stay of 142 days in 2006,

Our Competitive Strengths

We believe the following competitive strengths contribute to our strong market share in each of our markets and will enable
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Singular focus on behavioral health care — We focus primarily on the provision of inpatient behavioral health care
services. We believe this allows us to operate more efficiently and provide higher quality care than our competitors. In
addition, we believe our focus and reputation have helped us to develop important relationships and extensive referral
networks within our markets and to attract and retain qualified behavioral health care professionals.

Strong and sustainable market position — Our inpatient facilities have an established presence in each of our markets,
and many of our owned and leased inpatient facilities have the lcading market share in their respective service arcas.
We believe that the relationships and referral networks we have established will further enhance our presence within
our markets. In addition, many of the states in which we operate require a certificate of need to open a behavioral
health care facility, which may be difficult to obtain and may further preclude new market participants.

Demonsirated ability to identify and integrate acquisitions — We attribute part of our success in integrating acquired
inpatient facilities to our rigorous due diligence review of these facilities prior to completing the acquisitions as well as
our ability to retain key employees at the acquired facilitics, We employ a disciplined acquisition strategy that is based
on defined criteria including quality of service, return on invested capital and strategic benefits. We also have a
comprehensive post-acquisition strategic plan to facilitate the integration of acquired facilities that includes improving
facility operations, retaining and recruiting psychiatrists and expanding the breadth of scrvices offered by the facilities.

Diversified payor mix and revenue base — For the year ended December 31, 2008, we received 29.1% of our revenue
from Medicaid, 12.6% from Medicare, 30.3% from HMO/PPO, commercial and private payors, 15.2% from various
state agencies and 12.8% from other payors. As we receive Medicaid payments from more than 40 states, we do not
believe that we are significantly affected by changes in reimbursement policies in any onc state. Substantially all of our
Medicaid payments relate to the care of children and adolescents. We believe that children and adolescents are a
patient class that is less susceptible to reductions in reimbursement rates. For the year ended December 31, 2008, no
single inpatient facility represented more than 2.8% of our revenue.

Experienced management team — Our senior management tcam has extensive experience in the health care industry.
Joey A. Jacobs, our Chairman, President and Chief Executive Officer, has over 30 years of experience in various
capacities in the health care industry. Our senior management operates as a cohesive, complementary group and has
extensive operating knowledge of our industry and understanding of the regulatory environment in which we operate.
Our senior managers employ conservative fiscal policies and have a successful track record in both operating our core
business and integrating acquired assets.

Consistent free cash flow and minimal maintenance capital requirements — We generate consistent free cash flow by
profitably operating our business, actively managing our working capital and having low maintenance capital
expenditure requirements. As the behavioral health care business does not require the procurement and replacement of
expensive medical equipment, our maintenance capital expenditure requirements are less than that of other facility-
based heaith care providers. Historically, our maintenance capital expenditures have amounted to approximately 2% to
3% of our revenue. In addition, our accounts receivable management is less complex than medical/surgical hospital
providers because therc are fewer billing codes for inpatient behavioral health care facilities.

Our Growth Strategy

We have experienced significant growth in our operations as measured by the number of our facilities, admissions, patient
days, revenue and net income. We intend to continue successfully growing our business and increasing our profitability by
improving the performance of our inpatient facilities and through strategic acquisitions. The principal elements of our growth
strategy are to:

Continue to Drive Same-Facility Growth — We increased our same-facility revenue by approximately 8.0% for the
year ended December 31, 2008 compared to the year ended December 31, 2007. Same-facility revenue also increased
by approximately 6.7%, 9.0%, and 8.0% for the years ended December 31, 2007, 2006, and 2005, respectively,
compared to the immediately preceding years. Same-facility revenue refers to the comparison of the inpatient facilitics
we owned during a prior period with the comparable period in the subsequent period, adjusted for closures and
combinations for comparability purposes. We intend to continue to increase our same-facility revenue by increasing
our admissions and patient days and obtaining annual reimbursement rate increases. We plan to accomplish these goals

by:
»  expanding bed capacity at our facilities to meet demand;

+  expanding our services and developing new services to take advantage of increased demand in select markcts
where we operate;

»  building and expanding relationships that enhanee our presence in local and regional markets;
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+  continuing to provide high quality service.

«  Grow Through Strategic Acquisitions — Qur industry is highly fragmented and we plan 1o selectively pursue the
acquisition of additional inpatient behavioral health care facilities. There are approximately 500 freestanding acute and
residential treatment facilities in the United States and the top two providers operate approximately one-third of these
facilities. We believe there are a number of acquisition candidates available at attractive valuations, and we have
potential acquisitions that are in various stages of development and consideration. We believe our focus on inpatient
behavioral health care provides us with a strategic advantage when assessing a potential acquisition. We employ a
disciplined acquisition strategy that is based on defined criteria, including quality of service, return on invested capital
and strategic benefits.

s Enhance Operating Efficiencies — Qur management team has extensive cxperience in the operation of multi-facility
health care services companies. We intend to focus on improving our profitability by optimizing staffing ratios,

controlling contract labor costs and reducing supply costs through group purchasing. We believe that our focus on
efficient operations increases our profitability and will attract qualified behavioral health care professionals and

patients,

Services
Inpatient Beliavioral Health Care Facilities

We operate 88 owned and 7 leased inpatient behavioral health care facilities. These facilities offer a wide range of inpatient
behavioral health care services for children, adolescents and adults. Qur inpatient facilities work closely with mental health
professionals, including licensed professional counselors, therapists and social workers; psychiatrists; non-psychiatric
physicians; emergency rooms; school systems; insurance and managed care organizations; company-sponsored EAP: and law
enforcement and community agencies that interact with individuals who may need treatment for mental illness ot substance
abuse. Many of our inpatient facilities have mobilc assessment teams who travel to prospective clients in order to assess their
condition and determine if they meet established criteria for inpatient care. Those clients not meeting the established criteria
for inpatient care may qualify for outpatient care or a less intensive levcl of care also provided by the facility. During the year
ended December 31, 2008, our inpatient behavioral health care facilities produced approximately 90.0% of our revenue.

Through the diversity of programming and levels of care available, a patient can receive a seamless treatment experience
from acute care to residential long-term care to group home living to outpatient treatment. This seamless care system provides
the continuity of care needed to step the patient down and allow the patient to develop and use successful coping skills and
treatment interventions to sustain long-term treatment success. Treatment modalities include comprehensive assessment,
multi-disciplinary treatment planning including the patient and family, group, individual and family therapy services, medical
and dental services, educational services, recreational services and discharge planning services. Specialized interventions such
as skills training include basic daily living skills, social skills, work/school adaptation skills and symptom management skills.
Collateral consultations are provided to significant others such as family members, teachers, employers and other professionals
when needed to help the patient successfully reintcgrate back into his or her world. Services offered and disorders treated at
our inpatient facilities include:

*  bipolar disorder

*  major depression

»  schizophrenia

»  attention deficithyperactivity disorder
*  impulse disorder

»  oppositional and conduct disorders
»  partial hospitalization

*  intensive outpatient

= acute eating disorders

»  reactive attachment diserder

»  dual diagnosis

» rehabilitation care

»  day treatment
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»  detoxification

«  developmentally delayed disorders
«  therapeutic foster care

«  neurological disorders

«  rapid adoption services

«  day treatment

*  independent living skills

= vocational training

*  chemical dependency

Acute inpatient hospitalization is the most intensive level of care offered and typically involves 24-hour skilled nursing
observation and care, daily oversight by a psychiatrist, and intensive, highly coordinated treatment by a physician-lcd team of
mental health professionals. Every patient admitted to our acute inpatient facilities is assessed by a medical doctor within 24
hours of admission. Patients with non-complex medical conditions are monitored during their stay by the physician and
nursing staff at the inpatient facility. Patients with more complex medical nceds are referred to more appropriate facilities for
diagnosis and stabilization prior to treatment. Patients admitted to our acute inpatient facilities also receive comprehensive
nursing and psychological assessments within 24 to 72 hours of admission. Oversight and management of patients’ medication
is performed by licensed psychiatrists on staff at the facility, and individual, family, and group therapy is performed by
licensed counselors as appropriate to the patients’ assessed needs. Education regarding patients’ ilinesses is also provided by
trained mental health professionals.

Our RTCs provide longer term treatment programs for children and adolescents with long-standing behavioral/mental
health problems. Twenty-four hour observation and care is provided in our RTCs, along with individualized therapy that
usually consists of
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one-on-one scssions with a licensed counsclor, as well as process and rehabilitation group therapy. Another key component of
the treatment of children and adolescents in our inpatient facilities is family therapy. Participation of the child’s or adolescent’s
immediate family is strongly encouraged in order to heighten the chance of success once the resident is discharged.
Medications for residents are managed by licensed psychiatrists while they remain at the inpatient facility. Our RTCs also
provide academic programs conducted by certified teachers to child and adolescent residents. These programs are
individualized for each resident based on analysis by the teacher upon admission. Upon discharge, academic reports are
forwarded to the resident’s school, Specialized programs for children and adolescents in our RTCs include programs for
sexually reactive children, sex offenders, reactive attachment disorders, and children and adolescents who are developmentally
delayed with a behavioral component. Our RTCs often reccive out-of-state referrals to their programs due to the lack of
specialized programs for these disorders within a patient’s own state.

Our inpaticnt facilities’ programs have been adapted to the requests of various sources to provide services to patients with
multiple issues and specialized needs. Our success rate with these difficult to treat cases has expanded our network of referrals.
The services provided at each inpatient facility are continually assessed and monitored through an ongoing quality
improvement program. The purpose of this program is to strive for the highest quality of care possible for individuals with
behaviorat health issues, and includes regular site visits to each inpatient facility in order to assess compliance with legal and
regulatory standards, as well as adherence to our compliance program. Standardized performance measures based on a national
outcomes measurement database comparing our inpatient facilitics” performance with national norms are also reported and
reviewed and corrective steps are taken when necessary,

Other Behavioral Health Care Services

Other behavioral health care services accounted for 10.0% of our revenue for the year ended December 31, 2008, This
portion of our business primarily consists of our contract management and EAP businesses. Our contract management business
involves the development, organization and management of behavioral health care and rehabilitation programs within
medical/surgical hospitals. Qur EAP business contracts with employers to assist employees and their dependents with
resolution of behavioral conditions or other personal concerns.

Through our contract management business we develop, organize and manage behavioral health care programs within
third-party general medical/surgical hospitals. Qur broad range of services can be customized into individual programs that
meet specific inpatient facility and community requirements, Qur contract management business is dedicated to providing high
quality programs with integrity, innovation and sufficient flexibility to develop customized individual programs. We provide
our customers with a variety of management options, including clinical and management infrastructure, personnel recruitment,
staff oricntation and supervision, corporate consultation and performance improvement plans. Under the management
contracts, the hospital is the actual provider of the mental health services and utilizes its own facilities, support services, and
generally its own nursing staff in connection with the operation of its programs. Qur management contracts generally have an
initial term of two to five years and are extended for successive one-year periods unless terminated by cither party.

Through our EAP business we contract with various employers to provide their employees with services that help resolve
their personal, wellness and professional concerns that can adversely affect workplace productivity. Our counselors typicaltly
provide assessment, suppont, and, if needed, referrals to additional resources. We also help human resources and management
1o address issues that might compromise an employers’ ability to achieve their business objectives.

Seasonality of Services

Qur inpaticnt behavioral health care facilities typically experience lower paticnt volumes and revenue during the summer
months, the year-end holidays and other periods when school is out of session.

Marketing

Qur local and regionat marketing is led by clinical and business development representatives at each of our inpatient
facilities. These individuals manage relationships among a variety of referral sources in their respective communities. Qur
national marketing efforts are focused on increasing the census at our RTCs from various state referral sources by developing
relationships and identifying contracting opportunities in their respective territories.

Competition

The inpatient behavioral health care facility industry is highly fragmented and is subject to continual changes in the method
in which services are provided and the types of companies providing such services. We primarily compete with regional and
local competitors. Some of our competitors are owned by governmental agencies and supported by tax revenue and others are
owned by nonprofit corporations and may be supported to a large extent by endowments and charitable contributions.

In addition, we compete for patients with other providers of mental health care services, including other inpatient
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behavioral health care facilitics, medical/surgical hospitals, independent psychiatrists and psychologists. We also compete with
hospitals, nursing homes, clinics, physicians’ offices and contract nursing companies for the services of registered nurses. We
attempt to differentiate oursclves from our competition through our singular focus on the provision of behavioral health care

services, our
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reputation for the quality of our services, recruitment of first rate medical staff and accessibility to our facilities. In additien,
we believe that the active development of our referral network and participation in selected managed care provider panels
enable us to successfully compete for patients in need of our services.

Reimbursement

Our inpatient owned and leased facilities receive payment for services from the federal government, primarily under the
Medicare program; state governments, primarily under their respective Medicaid programs; private insurers, including
managed care plans; and directly from patients. Most of our inpatient behavioral health facilities are certified as providers of
Medicare and/or Medicaid services by the appropriate governmental authorities. The requirements for certification are subject
to change, and, in order to remain qualified for such programs, it may be necessary for us to make changes from time to time
in our inpatient facilities, equipment, personnel and services. If an inpatient facility loses its certification, it will be unable to
receive payment for patients under the Medicare or Medicaid programs. Although we intend to continue participating in such
programs, there can be no assurance that we will continue to qualify for participation.

Patient service revenue is recordcd net of contractual adjustments at the time of billing by our patient accounting systems at
the amount we expect to collect. This amount is calculated automatically by our patient accounting systems based on
contractually determined rates, or amounts reimbursable by Medicare or Medicaid under provisions of cost or prospective
reimbursement formulas, or a combination thereof. Most payments are determined based on negotiated per-diem rates. An
estimate of contractual allowances is manually recorded for unbilled services based upon these contractually negotiated rates.

Any co-payments and deductibles due from patients are estimated at the time of admission based on the patient’s insurance
plan, and payment of these amounts is requested prior to discharge. If the payment is not received prior to discharge or
completion of service, collection efforts are made through our normai billing and collection process.

Our consolidated day’s sales outstanding were S1 and 53 for the years ended Decembcr 31, 2008 and 2007, respectively.

Medicare

Medicare provides insurance benefits to persons age 65 and over and some disabled persons. Current freestanding
psychiatric hospitals and certified psychiatric units of acute care hospitals are transitioning to reimbursement based on an
inpatient services prospective payment system {“PPS”} from reimbursement based on a reasonable cost basis.

The Centers for Medicare and Medicaid Services (“CMS”) implemented a three-year transition period to PPS, starting with
the cost reporting periods beginning on or after January 1, 2005, PPS was fully implemented for cost reporting periods
beginning on or after January 1, 2008. Inpatient psychiatric facilities received a 3.7% increase in the Medicare prospective
base rate beginning July 1, 2008. Annual updates are anticipated.

Under CMS regulations, the PPS base per diem is adjusted for specific patient and facility characteristics that increase the
cost of patient carc. Payment rates for individual inpatient facilities are adjusted to reflect geographic differences in wagcs, and
rural providers and teaching facilities receive an increased payment adjustment. Additionally, the base rate is adjusted by
factors that influence the cost of an individual patient’s care, such as each patient’s diagnosis related group, certain other
medical and psychiatric comorbidities (i.e., other coexisting conditions that may complicate treatment) and age. Because the
cost of inpatient behavioral care tends to be greatest at admission and a few days thereafter, thc per diem rate is adjusted for
each day to reflect the number of days the patient has been in the facility. Medicare pays this per diem amount, as adjusted,
regardless of whether it is more or less than a hospital’s actual costs. Please see www.cms. hhs gov/Inpatient PsychFacilPPS§ for
additional information.

Medicare generally deducts from the amount of its payments to hospitals an amount for patient “deductible or coinsurance,”
or the amount that the patient is expected to pay. These deductible or coinsurance amounts that are not paid by the patient
result in “bad debts.” Medicare will reimburse 70% of these bad debts to the extent that neither a Medicare patient, a guarantor
or any secondary payor for that patient pays the Medicare coinsurance amount, provided that a reasonable collection effort or
' the patient’s indigence is documented.

Recovery Audit Contractors

In 2005, CMS began using recovery audit contractors ("RACs”) to detect Medicare overpayments not identified through
existing claims review mechanisms. The RAC program relies on private auditing firms to examine Medicare claims filed by
health care providers. Fees to RACs are paid on a contingency basis. The RAC program began as a demonstration project in
three states (New York, California, and Florida), but was made permanent by the Tax Relief and Health Care Act of 2006. The
act requires that CMS have RACs in place in all 50 states no later than January 1, 2010.

RACs perform post-discharge audits of medical records to identify Medicare overpayments resulting from incorrect
payment amounts, non-covered services, incorrectly coded services, and duplicate services. CMS has given RACs the

http://www.sec.gov/Archives/edgar/data/829608/000095014409001620/g17806e10vk.htm 7/7/2010




FORM 10-K Page 14 of 79

authority to look back at claims up to three years old, provided that the claim was paid on or after October 1, 2007. Claims
identified as overpayments will be
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subject to the Medicare appeals process.

RACs are paid a contingency fee based on the overpayments they identify and collect. Therefore, we expect that RACs will
review claims submitted by our facilities in an attempt to identify possible overpayments. Although we believe the claims for
reimbursement submitted to the Medicare program are accurate, we cannot predict whether we will be subject to RAC audits
in the future, or if audited, what the result of such audits might be.

Medicaid

Medicaid, a joint federal-state program that is administered by the respective states, provides hospital benefits to qualifying
individuals who are unable to afford medical care. All Medicaid funding is generally conditioned upon financial appropriations
to state Medicaid agencies by the state legislatures. As many states face pressures to control their budgets, political pressures
have led some state legislatures to reduce such appropriations.

Some states may adopt substantial health care reform measures that could modify the manner in which all health services
are delivercd and reimbursed, especially with respect to Medicaid recipients and other individuals funded by public resources.
As we receive Medicaid payments from more than 40 states, we are not significantly affected by changes in reimbursement
policics by any one state. Most states have applied for and been granted federal waivers from current Medicaid regulations in
order to allow them to serve some or all of their Medicaid participants through managed care providers. The majority of our
Medicaid payments relate to the care of children and adolescents. Wc believe that children and adolesccnts are a patient class
that is less susceptible to reductions in reimbursement rates.

Managed Care and Commercial Insurance Carriers

Our inpatient facilities are also reimbursed for certain behavioral health care services by private payors including health
maintenance organizations (“HMOs"™), preferred provider organizations (“PPOs”), commercial insurance companies,
employers and individual private payors. Our inpatient facilities offer discounts from established charges to certain large group
purchasers of health care scrvices. Generally, patients covered by HMOs, PPOs and other private insurers will be responsible
for certain co-payments and deductibles, which are paid by the patient.

The Mental Health Parity Act of 1996 (“MHPA”) was a federal law that required annual or lifetime limits for mental health
benefits be no lower than the dollar limits for medical/surgical benefits offered by a group health plan. MHPA applied to group
health plans or health insurance coverage offered in connection with a group health plan that offered both mental health and
medical/surgical benefits. However it did not require plans to offer mental health benefits, MHPA was scheduled to “sunset”
on December 31, 2003; however, MHPA was extended several times on a year to year basis, most recently through the end of
2009. The Mentai Health and Addiction Equity Parity Act of 2008 (the “2008 MHPA™) was passed in October of 2008 and
will take cffect for plan years beginning after October 3, 2009. The 2008 MHPA will substantially increase the mental health
benefits protection afforded by the 1996 Act and will expand the coverage of MHPA to include substance abuse treatment.
Apptoximately 45 states have also enacted some form of mental health parity laws.

Annual Cost Reports

All facilities participating in the Mcdicare program and some Medicaid programs, whether paid on a reasonable cost basis
or under a PPS, are required to meet certain financial reporting requirements. Federal regulations require submission of annual
cost reports identifying costs associated with the services provided by each facility to Medicare beneficiaries and Medicaid
recipicnts. Annual cost reports required under Medicare and some Medicaid programs are subject to routine governmental
audits, which may result in adjustments to the amounts ultimately determined to be due to us under those reimbursement
programs for periods prior 10 full implementation of PPS. These audits often require several years to reach the final
determination of amounts earned under the programs. Nonetheless, once the Medicare fiscal intermediaries have issued a final
Notice of Program Reimbursement (“NPR”) after an audit, any disallowances of claimed costs are due and payable within
30 days of receipt of the NPR. Providers have rights to appeal, and it is common to contest issues raised in audits of prior
years’ cost reports.

Regulation and Other Factors
Licensure, Certification and Accreditation

Health care facilities are required to comply with extensive regulation at the federal, state and local levels. Under these laws
and regulations, health care facilitics must meet requirements for state licensure as well as additional qualifications to
participate in government programs, including the Medicare and Medicaid programs. These requirements relate to the
adequacy of medical care, equipment, personnel, operating policies and procedures, fire prevention, maintenance of adequate
records, hospital use, rate-setting, and compliance with building codes and environmental protection laws. Facilities are
subject to periodic inspection by governmental and other authorities to assure continued compliance with the various standards
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operated by us are certified under Medicare and/or Medicaid programs and accredited by The Joint Commission, a functional
prerequisite to participation in the Medicare and Medicaid programs. Should any of our inpatient facilities lose its
accreditation by The Joint Commission, or otherwise lose its certification under the Medicare and/or Medicaid programs, that
inpatient facility may be unable to receive reimbursement from the Medicare and/or Medicaid programs. If a provider for who
we provide contract management services is excluded from any federal health care program, no services furnished by that
provider wouid be reimbursed by any federal health care program. If one of our facilities is excluded from a federal health carc
program, that facility would not be eligible for reimbursement by any federal health care program.

We believe that the inpatient facilities we own and operate are in substantial compliance with current applicable federal,
state, local and independent review body regulations and standards. The requirements for licensure, certification and
accreditation are subject to change and, in order to remain qualified, it may be necessary for us to affect changes in our
inpatient facilities, equipment, pcrsonnel and services. Additionally, certain of the employed and contracted personnel working
at our inpatient facilities are subject 1o state laws and regulations governing their particular area of professional practice. We
assist our managed client hospitals in obtaining required approvals for new programs.

Fraud and Abuse Laws

Participation in the Medicare and/or Medicaid programs is heavily regulated by federal law and CMS regulation. If a
hospital fails to substantially comply with the numerous federal laws governing that facility’s activities, the facility's
participation in the Medicare and/or Medicaid programs may be terminated and/or civil or criminal penalties may be imposed.

The portion of the Social Security Act commonly known as the “Anti-Kickback Statute™ prohibits the payment, receipt,
offer or solicitation of anything of value with the intent of generating referrals or orders for services or items covered by a
federal or state health care program. Violations of the Anti-Kickback Statute may be punished by criminal or civil penalties,
exclusion from federal and state health care programs, imprisonment and damages up to three times the total dollar amount
involved. While evidence of intent is a prerequisite to any finding that the Anti-Kickback Statute has been violated, the statute
has been interpreted broadly by federal regulators and courts to prohibit the payment of anything of value if even one purpose
of the payment is to influence the referral of Medicare or Medicaid business.

The Health Insurance Portability and Accountability Act of 1996 (“HIPAA™) broadened the scope of the fraud and abuse
Jaws by adding several criminal statutes that are not related to receipt of payments from a federal health care program. HIPAA
created civil penalties for proscribed conduct, including upceding and billing for medically unnecessary goods or services.
HIPAA established new enforcement mechanisms to combat fraud and abuse. These new mechanisms include a bounty
system, where a portion of any payments recovered is returned to the government agencies, as well as a whistleblower
program. HIPAA also expanded the categories of persons that may be excluded from participation in federal and state health
care programs.

The Office of Inspector General {the “O1G™) of the Department of Health and Human Services (“HHS") is responsible for
identifying fraud and abuse activities in government programs. In order to fulfill its duties, the OIG performs audits,
investigations and inspections.

The OIG is authorized to publish regulations outlining activities and business relationships that would be deemed not to
violate the Anti-Kickback Statute. These regulations are known as “safe harbor” provisions. The safe harbor provisions
delineate standards that, if complied with, protect conduct that might otherwise be deemed to violate the Anti-Kickback
Statute. While compliance with the safe harbor provisions effectively insulates a practice from being found to be in violation
of the Anti-Kickback Statute, the failure of a particular activity to comply with the safe harbor provisions does not mean that
the activity violates the Anti-Kickback Statute. Rather, failure to comply with the safc harbor provisions simply denies us the
opportunity to avail ourselves of the affirmative defense of compliance. We have a variety of financial relationships with
physicians who refer patients to our owned and leased facilities, as well as to behavioral health programs and facilities we
manage, including employment contracts, independent contractor agreements, professional service agreements and medical
director agreements. We use our best efforts to structure each of our arrangements, especially each of our business
relationships with physicians, to fit as closely as possible within the applicable safe harbors. We cannot guarantee that these
arrangements will not be scrutinized by government authorities or, if scrutinized, that they will be determined to be in
compliance with the Anti-Kickback Statute or other applicable laws. If we violate the Anti-Kickback Statute, we would be
subject to criminal and civil penalties and/or possible exclusion from participating in Medicare, Medicaid or other
governmental health care programs.

We provide unit management services to acute care hospitals. Some of our management agreements provide for fees
payable to us that are not fixed fees, bul may vary based on revenue, the level of setvices rendered or the number of pattents
treated in the unit. We believe that the management fees reflect fair market value for the services rendered and are not
determined in a manner that takes into account the volume or value of any referrals. Our management agreements satisfy many
but not all of the requirements of the Personal Services and Management Contract Safe Harbor. We believe our management
agreements comply with the Anti-Kickback Statute. As discussed above, the precamble to the Safe Harbor regulations
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The Social Security Act also includes a provision commonly known as the “Stark Law.” This law prohibits physicians from
referring Medicare and Medicaid patients to health care entities in which they or any of their immediate family members have
an ownership or other financial interest for the furnishing of any “designated health services”. These types of referrals are
commonly known as “self referrals.” A violation of the Stark Law may result in a denial of payment, require refunds to
patients and the Medicare program, civil monetary penalties of up to $15,000 for each violation, civil monetary penaltics of up
to $100,000 for circumvention schemes, civil monetary penalties of up to $10,000 for each day that an entity fails to report
required information, and exclusion from the Medicare and Medicaid programs and other federal programs, and additionally
could result in penalties for false claims. There are ownership and compensation arrangement exceptions for many customary
financial arrangements between physicians and facilities, including cmployment contracts, personal services agreements,
leases and recruitment agreements. We have structured our financial arrangements with physicians to comply with the
statutory exceptions inctuded in the Stark Law and subsequent regulations. However, future Stark Law regulations may
interpret provisions of this law in a manner different from the manner in which we have interpreted them. We cannot predict
the effect such future regulations will have on us.

Many states in which we operate also have adopted, or are considering adopting, laws similar to the Anti-Kickback Statutc
and/or the Stark Law. Some of these state laws, commonly known as “all payor” laws, apply even if the government is not the
payor. These statutes typically provide criminal and civil penalties as remedies, While there is little precedent for the
interpretation or enforcement of these state laws, we have attempted to structure our financial relationships with physicians
and others in accordance with these laws. However, if a state determines that we have violated such a law, wc may be subject
to criminal and civil penalties.

Emergency Medical Treatment and Active Labor Act

The Emergency Medical Treatment and Active Labor Act (“EMTALA?) is a federal law that requires any health care
facility with a dedicated emergency department that participates in the Medicare program to conduct an appropriate medical
screening examination, within the capabilities of the facility, of every person who presents to the hospital’s emergency
department for treatment and, if the patient is suffering from an emergency medical condition, to either stabilize that condition
or make an appropriate transfer of the patient to a facility that can handle the condition. The obligation to screen and stabilize
emergency medical conditions exists regardless of a patient’s ability to pay for treatment. There arc severe penalties under
EMTALA if a hospital fails to screen or appropriately stabilize or transfer a patient, or if the hospital delays appropriate
treatment, in order to first inquire about the patient’s ability to pay. Penalties for violations of EMTALA include civil
monctary penalties and exclusion from participation in the Medicare program. In addition, an injured paticnt, the patient’s
family or a medical facility that suffers a financial loss as a direct result of another hospital’s violation of the law can bring a
civil suit against the hospital.

The regulations adopted to implement EMTALA do not provide an abundance of specific guidance. These regulations
effectively limit the types of emergency services that a hospital subject to EMTALA is required to provide to those services
that are within the capability of the hospital. Although we believe that our inpatient behavioral health care facilities comply
with the EMTALA regulations, we cannot predict whethcr CMS will implement additional requirements in the future or the
cost of compliance with any such regulations,

The Federal False Claims Act

The federal False Claims Act prohibits providers from knowingly submitting false claims for payment to the federal
government. This law has been used not only by the federal government, but also by individuals whe bring an action on behalf
of the government under the law’s “qui tam” or “whistleblower” provisions. When a private party brings a qui tam action
under the federal False Claims Act, the defendant will generally not be aware of the lawsuit until the government determines
whether it will intervene in the litigation.

Civil liability under the federal False Claims Act can be up to three times the actual damages sustained by the government
plus civil penalties for each scparate false claim. There are many potential bases for liability under the federal False Claims
Act, including claims submitted pursuant to a referral found to violate the Anti-Kickback Statute. Although liability under the
federal False Claims Act ariscs when an entity knowingly submits a false claim for reimbursement to the federal government,
the federal False Claims Act defines the term “knowingly” broadly. Alfthough simple negligence will not give rise to liability
under the federal False Claims Act, submitting a claim with reckless disregard to its truth or falsity can constitute the knowing
submission of a false claim. From time to time, companies in the health care industry, including us, may be subject to actions
under the federal False Claims Act.

HIPAA Transaction, Privacy and Securily Requirements

HIPAA requires health plans, health care clearinghouses and health care providers (“Covered Entities™) to use standard data
formats and code sets when electronically transmitting information in connection with various transactions, including health
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claims and equivalent encounter information, health care payment and remittance advice and health claim status, and
establishes standards to proteet the confidentiality, availability and integrity of health information maintained by Covered
Entities, regardiess of format. A violation of these regulations could resutlt in civil money penalties of $100 per incident, up to
a maximum of $25,000 per person per year per standard. HIPAA also provides for criminal penaltics of up to $50,000 and one
year in prison for knowingly and improperly obtaining or disclosing protected health information, up to $100,000 and five
years in prison for obtaining protected health
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information under false pretenses, and up to $250,000 and ten years in prison for obtaining or disclosing protected health
information with the intent to sell, transfer or use such information for commercial advantage, personal gain or malicious
harm. We believe our inpatient facilities and, where applicable, other operations are in substantial compliance with the HIPAA

regulations.
Other Medical Record Disclosure Laws

Disclosure of health records relating to drug and alcohol treatment is regulated by the Federal Confidentiality of Alcohol
and Drug Abuse Patient Records law. This law prohibits the disclosure and use of alcohol and drug abuse patient records that
arc maintained in connection with the performance of any federally assisted alcohol and drug abuse program. In most cases,
disclosure is only permitted when the patient specifically consents 1o the proposed disclosure. Unlike HIPAA, consent is
required even when the disclosurc is for purposes of treatment, payment or health care operations. Violations of this law could
result in criminal penalties, including fines of up to $500 for first offenscs and up to $5,000 for each subsequent offense.

Additionally, some states have laws specifically dealing with the disclosure of medical records related to treatment for
substance abuse and/or mental health disorders. Both HTPAA and the Federal Confidentiality of Alcohol and Drug Abuse
Patient Records law provide a bascline Jevel of protection for disclosure of health records. As such, they supersede state laws
that are morc lenicnt on the same subject. However, the federal laws give way to any state law that providcs more stringent
protection of health records.

Certificates of Need (“CON™)

The construction of new health care facilities, the acquisition or expansion of existing facilities, the transfer or change of
ownership and the addition of new beds, services or equipment may be subject to laws in certain statcs that requirc prior
approval by state regulatory agencies. These CON laws generally require that a state agency determine the public need for
construction or acquisition of facilities or the addition of new services. Failure to obtain necessary state approval can result in
the inability to expand facilities, add services, complete an acquisition or change ownership. Violations of these state laws may
result in the imposition of civil sanctions or revocation of a facility’s license.

Corporate Practice of Medicine and Fee Splitting

Some states have laws that prohibit unlicensed persons or business entities, including corporations or business
organizations that own hospitals, from employing physicians. Some states also have adopted laws that prohibit direct and
indirect payments or fee-splitting arrangements between physicians and unlicensed persons or business entities. Possible
sanctions for violaticn of these restrictions include loss of a physician’s license, civil and criminal penalties and rescission of
business arrangements. These laws vary from state to state, are often vague and have seldom been interpreted by the courts or
regulatory agencies. Although wc attempt to structure our arrangements with health care providers to comply with the relevant
state laws and the few available regulatory interpretations, there can be no assurance that government officials charged with
responsibility for cnforcing these laws will not asscrt that we, or certain transactions in which we are involved, are in violation
of such laws, or that such laws ultimately will be interpretcd by the courts in a manncr consistent with our interpretation.

Health Care Industry Investigations

Significant media and public attention has focused in recent years on the hospital industry, Because the law in this area is
complex and constantly evolving, ongoing or future governmental investigations or litigation may rcsult in interpretations that
are inconsistent with industry practices, including our practiccs. It is possible that govcrnmental entities could initiate
investigations of) or litigation against, inpatient facilities owned, leased, or managed by us in the future and that such matters
could result in significant penalties as well as adverse publicity.

Risk Management

As is typical in the health care industry, we are subject to claims and legal actions by patients in the ordinary course of
business. To cover these claims, we maintain professional malpractice liability insurance and general liability insurance in
amounts wc believe to be sufficient for our operations, although it is possible that some claims may exceed the scope of the
coverage in effect. At various times in the past, the cost of malpractice insurance and other liability insurance has fluctuated
significantly. Therefore, there can be no assurance that such insurance will continue to be available at reasonable prices which
would allow us to maintain adequate lcvels of coverage.

Conversion Legislation

Many states have adopted legisiation regarding the sale or other disposition of hospitals operated by not-for-profit entities.
In other states that do not have such legislation, the attorneys general have demonstrated an interest in these transactions under
their general obligations to protect charitable asscts. These legislative and administrative efforts primarily focus on the
appropriate valuation of the assets divested and the use of the proceeds of the sale by the not-for-profit seller. These reviews
and, in some instances, approval processes can add additional time to the closing of a not-for-profit hospital acquisition. Future
actions by state legislators or attorneys general may seriously delay or even prevent our ability to acquire certain hospitals.
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Regulatory Compliance Program

We are committed to cthical business practices and to operating in accordance with all applicable laws and regulations. Our
compliance program was established to ensure that all employees have a solid framework for business, legal, ethical, and
employment practices. Qur compliance program establishes mechanisms to aid in the identification and correction of any
actual or perceived violations of any of our policies or procedures or any other applicable rules and regulations. We have
appointed a Chief Compliance Officer as well as compliance coordinators at each inpatient facility. The Chief Compliance
Officer heads our Compliance Committee, which consists of senior management personnel and two members of our board of
directors. Employee training is a key component of the compliance program. All employees receive training during orientation
and annually thereafler.

Insurance

We are subject to medical malpractice and other lawsuits due to the nature of the services we provide. Our operations have
professional and general liability insurance in umbrella form for claims in excess of a $3.0 million self-insured retention with
an insured excess limit of $50.0 million. Effective December 31, 2008, we increased this insured excess limit to $75.0 million.
The self-insured reserves for professional and general liability risks are caleulated based on historical claims, demographic
factors, industry trends, severity factors, and other actuarial assumptions calculated by an independent third-party actuary. This
self-insurance reserve is discounted to its present value using a 5% discount rate. This estimated accrual for professional and
general liabilities could be significantly affected should current and future occurrences differ from historical claim trends and
expectations. We have utilized our captive insurance company to manage the self-insured retention. While claims are
monitored closely when estimating professional and gencral liability accruals, the complexity of the claims and wide range of
potential outcomes often hampers timely adjustments to the assumptions used in these estimates.

Employces

As of December 31, 2008, we employed approximately 23,000 employees, of whom approximately 16,000 are full-time
employees. Approximately 22,000 employees staff our owned and leased inpatient behavioral health care facilities,
approximately 1,100 employees staff our other behavioral health care businesses and approximately 200 are in corporate
management including finance, accounting, legal, operations management, development, utilization review, compliance,
training and education, information systems, member services, and human resources. We consider our employee relations to
be in good standing.

Available Information

We make available free of charge through our website, which you can find at www.psysefutions.com, our Annual Report on
Form 10-K, Quarterly Reports on Form 10-Q, Current Reports on Form 8-K, and amendments to these reports filed or
furnished pursuant to Section 13(a) or 15(d) of the Exchange Act as soon as reasonably practicable after we electronically file
such material with, or furnish it to, the Securities and Exchange Commission.

Segments

See Note 13 to our Consolidated Financial Statements included elsewhere in this Annual Report on Form 10-K for financial
information about our segments, as defined by U.S. generally accepted accounting principles.

Executive QOfficers

Information regarding our executive officers is set forth in Part I1I, Item 10 of this Annual Report on Form 10-K and is
incorporated herein by reference.

Item 1A, Risk Factors

The following are some of the risks and uncertaintics that could cause our actual financial condition, results of operations,
business and prospects to differ materially from those contemplated by the forward-looking statements contained in this
Annual Report on Form 10-K or our other filings with the SEC. These risks, as well as the risks described in
“Reimbursement,” “Regulation and Other Factors,” and “Forward Looking Statements” should be carefully considered before
making an investment decision regarding us. The risks and uncertainties described below are not the only ones we face and
there may be additional risks that we are not presently aware of or that we currently consider not likely to have a significant
impact. If any of the following risks actually occurred, our business, financial condition and operating results could suffer, and
the trading price of our common stock could decline.

If we fail to comply with extensive laws and government regulations, we could suffer penalties, lose our licenses or be
excluded from health care programs. Also, any changes to the laws and regulations governing our business, or the
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interpretation and enforcement of those laws or regulutions, could have a material adverse effect on our business and
consolidated financial condition, results of operations and cash flows.

12

http://www.sec.gov/Archives/edgar/data/829608/000095014409001620/g17806¢10vk.htm 7/7/2010




FORM 10-K Page 25 of 79

Table of Contents

The health care industry is required to comply with extensive and complex laws and regulations at the federal, state and
local government levels relating to, among other things:

. licensure and certification;

+ relationships with physieians and other referral sources;

¢ quality of medical services,

+  qualifications of medical and support personnel,

«  confidentiality of health-related information and medical records;
¢ billing for services,

*  cost reporting;

»  operating policics and procedures; and

- addition of facilities and services.

Among these laws are the Anti-Kickback Statute and the Stark Law. These laws impact the relationships that we may have
with physicians and other referral sources. The Q1G has enacted safe harbor regulations that outline practices that are deemned
protected from prosecution under the Anti-Kickback Statute. Our current financial relationships with physicians and other
referral sources may not qualify for safe harbor protection under the Anti-Kickback Statute. Failure to meet a safe harbor does
not mean that the arrangement automatically violates the Anti-Kickback Statute, but may subject the arrangement (o greater
scrutiny. Further, we cannot guarantee that practices that are outside of a safe harbor will not be found to violate the Anti-
Kickback Statute.

Additionally, we arc subject to various routine and non-routine reviews, audits and investigations by the Medicare and
Medicaid programs and other federal and state governmental agencies, which have various rights and remedies against us if
they assert that we have overcharged the programs or failed to comply with program requirements.

If we fail to comply with the Anti-Kickback Statute, the Stark Law or other applicable laws and regulations, we could be
subjected to criminal penalties, civil penalties and exclusion of one or more of our inpatient facilities from participation in the
Medicare, Medicaid and other federal and state health care programs. In addition, if we do not operate our inpatient facilities in
accordance with applicable law, our inpatient facilities may lose their licenses or the ability to participate in third party
reimbursement programs. If we become subject to material fines or, if other sanctions or other corrective actions are imposed
on us, our business and consolidated financial condition, results of operations and cash flows could be materially adversely
affected.

While we believe we are in substantial compliance with all applicable laws, we do not always have the benefit of
significant regulatory or judicial interpretation of these laws and regulations. In the future, different interpretations or
enforcement of these laws and regulations could subject our current or past practices to allegations of impropriety or illegality,
and could have a material adverse effect on our business and consolidated financial condition, results of operations and cash

flows by:
«  increasing our liability;
«  increasing our administrative and other costs by requiring us to make changes in our inpatient facilities, equipment or
personnel;
+  increasing or decreasing mandated services;

»  forcing us to restructure our relationships with referral sources and providers; or

. requiring us to implement additional or different programs and systems.

A dctermination that we have violated these laws, or the public announcement that we are being investigated for possible
violations of these laws, could have a material adverse effect on our business, financial condition, results of operations or
prospects and our business reputation could suffer significantly. In addition, we are unable to predict whether other legislation
or regulations at the federal or state level will be adopted or the effect such legislation or regulations will have on us.

The economic downturn and continued deficit spending by the federal government and state budget pressures may result
in a reduction in payments and covered services. Lower reimbursement rates for our services would have an adverse
effect on our business, financial condition and results of operations.

Approximately 42% of our revenue comes from the Medicare and Medicaid programs. Continued deficit spending due to
adverse developments in the United States and global economies, bailout programs directed at specific industries and other
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measures could lead to a reduction in federal government expenditures, including governmentally funded programs such as
Medicare and Medicaid. In addition, state budget pressures may cause reductions in state spending. Given that Medicaid
outlays are a significant component of state budgets, we expect continuing cost containment pressures on Medicaid outlays for
our services. Reductions in expenditures for these programs could have a material adverse effect on our business and our
consolidated financial condition, results of operations and cash flows.

Many of the patients admitted to the units we manage for acute care hospitals are eligible for Mcdicare coverage. As a
result, the providers rely upon payment from Medicare for the services. Many of the patients are also eligible for Medicaid
payments. To the extent that a hospital deems revenue for a program we manage to be inadequate, it may seek to terminate its
contract with us or not renew the contract. Similarly, we may not add new management contracts if prospective customers do
not believe that such programs will generate sufficient revenuc.

Government investigations may reduce our earnings. Companies within the health care industry continue to be the
subject of federal and state investigations, whicl increases the risk that we may become subject to additional
investigations in the future.

Both federal and state government agencies as well as private payors have heightened and coordinated civil and criminal
enforcement efforts as part of numerous ongoing investigations of health care organizations. These investigations relate to a
wide variety of topics, including:

»  cost reporting and billing practices;

+  quality of care;

»  financial relationships with referral sources;

+  medical necessity of services provided; and

+  treatment of indigent patients, including emergency medical screening and treatment requirements.

The QIG and the U.S. Department of Justice have, from time to time, undertaken national enforcement initiatives that focus
on specific billing practices or other suspected areas of abuse. Moreover, heaith care providers are subject to civil and criminal
false claims laws, including the federal Faise Claims Act, which allows private parties to bring whistleblower lawsuits against
private companics doing business with or receiving reimbursement under federal health care programs. Some states have
adopted similar state whistleblower and false claims provisions. Publicity associated with the substantial amounts paid by
other health care providers to settle these lawsuits may encourage our current and former employees and other health care
providers to bring whistleblower lawsuits.

In July 2008, we received a subpoena from the United States Department of fustice requesting certain information
regarding one of our inpaticnt facilities in Chicago, Illinois. We have been cooperating, and will continue to cooperate, with
the Department of Justice in connection with its investigation. A temporary hold prohibiting admissions to this facility of
patients in the custody of the Illinois Department of Children and Family Services remains in effect. We are uncertain when
the hold will be removed. The cutcome of the Department of Justice’s inquiry is uncertain, and adverse developments or
outcomes can result in adverse publicity, significant expenses, monetary damages, penalties or injunctive relief against us that
could significantly reduce our earnings and cash flows and harm our business.

The volatility and disruption of the capital and credit inarkets and adverse changes in the United States and global
economies could impact our ability lo access both available and affordable financing, and without such financing, we
may be unable to acliieve our objectives for strategic acquisitions and internal growth.

The United States and global capital and credit markets have been experiencing extreme volatility and disruption at
unprecedented levels, Significant declines in the United States housing market during the prior year, including falling home
prices, the increasing number of foreclosures and higher unemployment rates, have resulted in significant write-downs of asset
values by financial institutions, including government-sponsored entities and major commercial and investment banks. These
write-downs have caused many financial institutions to seek additional capital, to merge with larger and stronger institutions
and, in some cases, to fail, Many lenders and institutional investors have reduced, and in some cases, ceased to provide
funding to borrowers, including other financial
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institutions or have increased their rates significantly compared to the prior ycar. Lchman Brothers Commercial Paper
(*“Lehman™) is a participant in our revolving credit facility. As a result of Lehman’s bankruptcy filing in September 2008, we
have not been able to access Lehman’s remaining unfunded commitment of approximately $5.9 mitlion as of December 31,
2008.

Our acquisition program requires capital resources. Likewise, the operation of existing inpatient facilities requires ongoing
capital expenditures for renovation, expanston and the upgrade of equipment and technology. While we intend to finance
strategic acquisitions and internal growth with cash flows from operations and borrowings under our revolving credit facility,
we may require sources of capital in addition to those presently available to us. Due to the existing uncertainty in the capital
and credit markets, as well as our level of indebtedness and restrictions set forth in our debt agreements, our access to capital
may not be available on terms acceptable to us or at all, and this may result in our inability to achieve objectives for strategic
acquisitions and capital expenditures. Further, in the event we need additional funds, and we are unable to raise the necessary
funds on acceptable terms, our business and consolidated financial condition, results of operations and cash flows could be
materially adversely affected. If we are not able to obtain additional financing, then we may not be in a position to
consummate acquisitions or undertake capital expenditures,

As a provider of health care services, we are subject to claims and legal actions by patients and others.

We are subject to medical malpractice and other lawsuits due to the nature of the scrvices we provide. Facilities acquired by
us may have unknown or contingent liabilities, including liabilities related to patient care and liabilities for failure to comply
with health care laws and regulations, which could result in large claims and significant defense costs. Although we generally
seek indemnification covering these matters from prior owners of facilities we acquire, material liabilities for past activities of
acquired facilities may exist and such prior owners may not be able to satisfy their indemnification obligations. We are also
susceptible to being named in claims brought related to patient care and other matters at inpatient facilities owned by third
parties and operated by us.

To protect ourselves from the cost of these claims, professional malpractice liability insurance and general liabitity
insurance coverage is maintained in amounts and with self-insured retention common in the industry. We have professional
and general liability insurance in umbrella form for claims in excess of a $3.0 million self-insured retention with an insured
excess limit of $75.0 million for alt of our inpatient facilities. The self-insured reserves for professional and gencral liability
risks arc calculated based on historical claims, demographic factors, industry trends, severity factors and other actuarial
assumptions calculated by an independent third-party actuary, This self-insured reserve is discounted to its present value using
a 5% discount rate. This estimated accrual for professional and general liabilities could be significantly affected should current
and future occurrences differ from historical claim trends and expectations. We have utilized our captive insurance company to
manage the self-insured retention. Whiie claims are monitored closely when estimating professional and general liability
accruals, the complexity of the claims and wide range of potential outcomes oflen hampers timely adjustments to the
assumptions used in these estimates. There are no assurances that our insurance will cover all claims {e.g., claims for punitive
damages) or that claims in excess of our insurance coverage will not arise. A successful lawsuit against us that is not covered
by, or is in excess of, our insurance coverage may have a material adverse effect on our business, financial condition and
results of operations. This insurance coverage may not continue to be available at a reasonable cost, especially given the
significant increase in insurance premiums generally experienced in the health care industry.

We depend on our ability to attract and retain key managemeni personnel.

We are highly dependent on our senior management team, which has many years of experience addressing the broad range
of concerns and issues relevant to our business. Our senior management team includes the talented managers of our divisions,
who have extensive experience in all aspects of health care. We have entered into an employment agreement with Joey A.
Jacobs, our Chief Executive Officer and President, which includes severance, non-competition and non-solicitation provisions.
Key man life insurance policies arc not maintained on any member of senior management. The loss of key management or the
inability to attract, retain and motivate sufficicnt numbers of qualified management personnel could have a material adverse
effect on our business and consolidated financial condition, results of operations and cash flows,

The agreements governing our indebtedness contain various covenants that limit our discretion in the operation of our
business and our failure 10 satisfy requirements in these agreements could have a material adverse effect on our business
and consolidated financial condition, results of operations and cash flows.

Our senior secured credit facilities and the indenture governing the 7%/4% Scnior Subordinated Notes due 2015 (the “7*4%
Notes™) '
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contain, among other things, covenants that may restrict our ability and our subsidiary guarantors’ ability to finance future
operations or capital needs or to engage in other business activities. These debt instruments restrict, among other things, our

ability and the ability of our subsidiaries to:
. incur additional indebtedness and issue preferred stock;
«  redeem or repurchase stock, pay dividends or make other distributions;
+  make certain restricted payments and investments,
. create licns;
»  sell assets, including the capital stock of our restricted subsidiaries;
«  merge or consolidate with other entities; and
*  engage in transactions with affiliates.

In addition, our scnior secured credit facilities require us to meet specified financial ratios and tests that may require that we
take action to reduce our debt or act in a manner contrary to our business objectives. Events beyond our control, including
changes in general business and economic conditions, may affect our ability to meet the specified financial ratios and tests. We
cannot assure you that we will meet the specified ratios and tests or that the lenders under our senior secured credit facilities
will waive any failure to meet the specified ratios or tests. A breach of any of these covenants would result in a default under
our senior secured credit facilities and any resulting acceleration thereunder may result in a default under the indenture
governing the 73/:% Notes. 1f an event of default under our senior secured credit facilities occurs, the lenders could elect to
declare all amounts outstanding thercunder, together with accrued interest, to be immediately due and payable, and terminate
their commitments to make further extensions of credit (including our ability to borrow under our revolving credit facility).
Any breach or default under our debt agreements could have a material adverse effect on our busincss and consolidated
financial condition, results of operations and cash flows.

Our substantial indebtedness could adversely affect our financial condition and our ability to fulfill other vbligations.

As of December 31, 2008, our total outstanding indebtedness was approximately $1,314.4 million. Our indebledness could
have a material adverse effect on our business and consolidated financial position, results of operations and cash flows and
impair our ability to fulfill other obligations in several ways, including:

. increasing our vulnerability to general adverse economic and industry conditions;

*  requiring that a portion of our cash flow from operations be used for the payment of interest on our debt, thereby
reducing our ability to use our cash flow to fund working capital, capital expenditures, acquisitions and general
corporate requirements;

+  limiting our ability to obtain additional financing to fund future working capital, capital expenditures, acquisitions and
general corporate requirements; and

*  placing us at a competitive disadvantage to our competitors that have less indebtedness.
In the event we incur additional indebtedness, the risks described above could increase.
Acquired businesses will expose us to increased aperating risks.

Acquisitions of inpatient facilitics and other businesses may strain our resources, including management, information
systems, regulatory compliance and other areas. Acquisitions expose us to additional business and operating risk and
uncertainties, including:

= our ability to effectively manage the expanded activities;
»  our ability to realize our investment in the increased number of inpaticnt facilities and other businesses;
+  our exposure to unknown liabilities; and

»  our ability to meet contractual obligations,

If we are unable to manage the acquired businesses efficiently or effectively, or are unable 10 attract and retain additional
qualified management personnel to run the expanded operations, it could have a material adverse effect on our business,
financial condition and results of operations.

If we fail to integrate or improve, where necessary, the operations of existing and acquired inpatient facilities, we may be
unable to achieve our growth strategy, which could have a material adverse effect on our business and consolidated
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results of operations and cash flows.

We may be unable to maintain or increase the profitability of, or operating cash flows at, existing behavioral heatth care
facilities and acquired inpatient facilities, fully integrate the operations of an acquired facility or business in an efficient and
cost-effective manner or otherwise achieve the intended benefit of our growth strategy. To the extent that we are unable to
enroll in third party payor plans in a timely manner following an acquisition, we may experience a decrease in cash flow or
profitability. The failure to effectively integrate any acquired businesses could have a material adverse effect on our business
and consolidated financial condition, results of operations and cash flows.

Hospital acquisitions generally require a longer period to complete than acquisitions in many other industries and are
subject to additional regulatory uncertainty. Many states have adopted legislation regarding the sale or other disposition of
facilities operated by not-for-profit entities. In other states that do not have specific legislation, the attorneys general have
demonstrated an interest in these transactions under their general obligations to protect charitable assets from waste. These
legislative and administrative efforts focus primarily on the appropriate valuation of the assets divested and the usc of the
proceeds of the salc by the non-profit seller. In addition, the acquisition of facilities in certain states requires advance
rcgulatory approval under “certificate of need” or state licensure regulatory regimes. These state-level procedures could
seriously delay or even prevent us from acquiring inpatient facilities, even after significant transaction costs have been
incurred, and prevent us from achieving our growth strategy, which could have a material adverse effect on our business and
consolidated financial condition, results of operations and cash flows.

We depend on our relationships with physicians and other health care professionals who provide services at our
inpatient faciiliies.

Our business depends upon the efforts and success of the physicians and other health care professionals who provide health
care services al our inpatient facilities and the strength of the relationships with these physicians and other health care
professionals.

Our business and consolidated financial condition, results of operations and cash flows could be adversely affected if a
significant number of physicians or a group of physicians:

«  terminate their relationship with, or reduce their use of, our inpatient facilities;
+  fail to maintain acceptable quality of care or to otherwise adhere to professional standards;
+  suffer damage to their reputation; or

*  exit the market cntirely.

Failure to maintain effective internal controls in accordance with Section 404 of thie Sarbanes-Oxley Act could have a
material adverse effect on our business and stock price.

Each year we are required to document and test our internal control procedures in order to satisfy the requirements of
Section 404 of the Sarbanes-Oxley Act of 2002, which requires annual management assessments of the effectiveness of our
internal controls over financial reporting and a report by our independent registered public accounting firm addressing the
effectiveness of internal control over financial reporting. During the course of our annual testing we may identify deficiencies
that we may not be able to remediate in time to meet the deadline imposed by the Sarbanes-Oxley Act for compliance with the
requirements of Section 404. In addition, if we fail to maintain the adequacy of our internal controls, as such standards are
modified, supplemented or amended from time to time, we may not be able to ensure that we can conclude on an ongoing
basis that we have effective internal controls over financial reporting in accordance with Section 404 of the Sarbanes-Oxley
Act. Failure to achieve and maintain an effective internal control environment could have a material adverse effect on our
business and stock price.

We may be required to spend substantial amounts to comply with legislative and regulatory Initiatives relating to privacy
and security of patient health information and standards for electronic transactions.

Therc are currently numerous legislative and regulatory initiatives at the federal and state lcvels addressing patient privacy
and security concerns. In particular, federal regulations issued under HIPAA require our facilities to comply with standards to
protect the privacy, security and integrity of health care information. These regulations have imposed extensive administrative
requirements, technical and physical information security requirements, restrictions on the use and disclosure of individually
identifiable patient health and related financial information and have provided patients with additional rights with respect to
their health information. Compliance with these regulations requires substantial expenditures, which could negatively impact
our financial results. In addition, our management has spent, and may spend in the future, substantial time and effort on
compliance measures,

Violations of the privacy and security regulations could subject our inpatient facilities to civil penalties of up to $25,000 per
calendar year for each provision contained in the privacy and security regulations that is viclated and criminal penalties of up
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to $250,000 per violation for certain other violations. Because there is no significant history of enforcement efforts by the
federal government at this time, it is not possible to ascertain the likelihood of enforcement efforts in connection with these

regulations or the
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potential for fines and penalties that may result from the violation of the regulations.

Forward-Looking Statements

This Annual Report on Form 10-K and other materials we have filed or may file with the Securitics and Exchange
Commission (the “SEC™), as well as information included in oral statements or other written statements made, or to be made,
by our senior management, contain, or will contain, disclosures that are “forward-looking statements” within the meaning of
the safe harbor provisions of The Private Securities Litigation Reform Act of 1995, Forward-looking statements include ali
statements that do not relate solely to historical or current facts and can be identified by the use of words such as “may,”
“will,” “expect,” “believe,” “intend,” “plan,” “cstimate,” “project,” “continue,” “should” and other comparable terms. These
forward-looking statements arc based on the current plans and expectations of management and are subject to a number of
risks and uncertainties, including those set forth below, which could significantly affect our current plans and expectations and
future financial condition and results.

We undertake no obligation to publicly update or revisc any forward-looking statements, whether as a result of new
information, future events or otherwise. Stockholders and investors are cautioned not to unduly rely on such forward-looking
statements when evaluating the information presented in our filings and reports.

While it is not possible to identify all these factors, we continue to face many risks and uncertainties that could cause actual
results to differ from those forward-looking statements, including:

«  our substantial indebtedness and adverse changes in credit markets impacting our ability to receive timely additional
financing on terms acceptable to us to fund our acquisition strategy and capital expenditure needs;

«  tisks inherent to the health care industry, including the impact of unforeseen changes in regulation and the potential
adverse impact of government investigations, liabilities and other claims asserted against us;

+  economic downturn resulting in efforts by federal and state health care programs and managed care companies to
reduce reimbursement rates for our services;

+  potential competition that aiters or impedes our acquisition strategy by decreasing our ability to acquirc additional
inpatient facilities on favorable terms;

= our ability to comply with applicable licensure and accreditation requirements;

«  our ability to comply with extensive laws and government regulations related to billing, physician relationships,
adequacy of medical care and licensure;

»  our ability to retain key employees who are instrumental to our operations;
+  our ability to successfully integrate and improve the operations of acquired inpatient facilities,
+  our ability to maintain effective internal controls in accordance with Section 404 of the Sarbanes-Oxley Act;

+  our ability to maintain favorable and continuing relationships with physicians and other health care professionals who
use our inpatient facilities;

»  our ability to ensure confidential information is not inappropriatety disclosed and that we are in compliance with
federal and state health information privacy standards;

«  our ability to comply with federal and state governmental regulation covering health care-related products and services
on-line, including the regulation of medical devices and the practice of medicine and pharmacology;

*  our ahility to obtain adequate levels of general and professional liability insurance;

+  future trends for pricing, margins, revenue and profitability that remain difficult to predict in the industrics that we
serve;

= negative press coverage of us or our industry that may affect public opinion; and
= those risks and uncertainties described from time to time in our filings with the SEC.,

We caution you that the factors listed above, as well as the risk factors included in this Annual Report on Form 10-K, may
not be exhaustive. We operate in a continually changing business environment, and new risk factors emerge from time to time.
We cannot predict such new risk factors nor can we assess the impact, if any, of such new risk factors on our businesses or the
extent to which any factor or combination of factors may cause actual resuits to differ materially from those expressed or
implied by any forward-looking statements.
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Item 1B, Unresolved Staff Comments.

We have no unresolved SEC staff comments,

Ttem 2, Properties.

Page 35 of 79

We operate 95 owned or leased inpatient behavioral health care facilities with over 10,000 licensed beds in 31 states, Puerto

Rico, and the U.S. Virgin Islands. The following table sets forth the name, location, number of licensed beds and the
acquisition date for each of our owned and leased inpatient behaviora! health care facilities.

Date
Acquired/

Facility Location Beds Own/lLease Opened
Cypress Creek Hospital Houston, TX 96 Own 9/01
west Oaks Hospital Houston, TX 160  Own 9/01
Texas NeuroRehab Center Austin, TX 151  Own 11/01
dolly Hill Hospital Raleigh, NC 152 Own 12/01
Riveredge Hospital Forest Park, IL 224  Own 7402
whisper Ridge Behavioral Health System Charlottesville, VA 96 Lcasc 4/03
“edar Springs Hospital Colorado Springs, CO 110 Own 4/03
aurel Ridge Treatment Center San Antonio, TX 194  Own 4/03
san Marcos Treatment Center San Marcos, TX 265 Own 4/03
lhe Oaks Treatment Center Austin, TX 118 Own 4/03
shadow Mountain Behavioral Health System Tulsa, OK 192 Own 4/03
_aure! Oaks Behavioral Health Center Dothan, AL 115  Own 6/03
dili Crest Behavioral Health Services Birmingham, AL 191 Own 6/03
Julf Coast Treatment Center Fort Walton Beach, FL 168 Own 6/03
Vianatee Palms Youth Services Bradenton, FL 60 Own 6/03
davenwyck Hospital Auburn Hills, MI 184  Own 6/03
Jeartland Behavioral Health Services Nevada, MO 159  Own 6/03
3rynn Marr Hospital Jacksonville, NC 88 Own 6/03
3enchmark Behavioral Health System Woods Cross, UT 151  Own 6/03
viacon Behavioral Health Treatment Center Macon, GA 155 Own 6/03
vianatee Adolescent Treatment Services Bradenton, FL 85 Own 6/03
jlliance Health Center Meridian, MS 1949  Own 11/03
Calvary Center Phoenix, AZ 50 Lease 12/03
3rentwood Hospital Shreveport, LA 200 Own 3/04
3rentwood Behavioral Healthcare of Mississippi Flowood, M5 167 Own 3/04
2almetto Lowcountry Behavioral Health North Charleston, SC 112 Own 5/04
3almetto Pee Dee Behavioral Health Florence, SC 59  Own 5/04
“ort Lauderdale Hospital Fort Lauderdale, FL 100 Lease 6/04
Villwood Hospital Arlington, TX 120 Lease 6/04
*ride Institute Eden Prairie, MN 36  Own 6/04
summit Oaks Hospital Summit, NJ 126 Own 6/04
North Spring Behavioral Healthcare Leesburg, VA 77  Own 6/04
2eak Behavioral Health Services Santa Teresa, NM 144  Own 6/04
4]hambra Hospital Rosemead, CA 85 Own 7/05
3elmont Pines Hospital Youngstown, OH 81 Own 7/05
3rocke Glen Behavioral Hospital Fort Washinglon, PA 146 Own 7405
Zolumbus Behavioral Center Columbus, IN 61  Own 7/05
Zumberland Hospital New Kent, VA 136 Own 7/05
“airfax Hospital Kirkland, WA 133 Own 7/05
7ox Run Hospital St. Clairsville, OH 100 Own 7/05
“remont Hospital Fremont, CA 96 Own 7/05
deritage Oaks Hospital Sacramento, CA 76  Own 7/05
‘ntermountain Hospilal Boise, ID 95  Own 7/05
Meadows Hospital Bicomington, IN 78 Own 7/05
Mesilla Valley Hospital Las Cruces, NM 127 Own 7/05
Montevista Hospital Las Vegas, NV 101 Own 7/05
3innacle Pointe Hospital Little Rock, AR 102 Own 7/05
Sierra Vista Hospital Sacramento, CA 72 Own 7/05
htip://www.sec.gov/Archives/edgar/data/829608/000095014409001620/g17806¢10vk.htm 7/7/2010
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streamwood Behavioral Health Streamwood, IL 314 Own 7/05
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Date
Acquired/
Facility Location Beds Own/Lease  Opened
valle Vista Hospital Greenwoed, IN 102 Own 7/05
west Hills Hospital Reno, NV 95 Own 7/05
Willow Springs Center Reno, NV 76 Own 7/05
Canyon Ridge Hospital Chino, CA 59 Own 8/05
Atlantic Shores Hospital Fort Lauderdale, FL 72 Own 1/06
Wellstone Regional Hospital Jeffersonville, IN 100 Own 1/06
Diamond Grove Center Louisville, MS 50  Own 5/06
dickory Trail Hospital DeSoto, TX 86 Own 7/06
National Deaf Academy Mount Dora, FL. 132 Own 7/06
Windmoor Healthcare Clearwater, FL 100 Own 9/06
Jniversity Behavioral Center Orlando, FL 104 Own 9/06
3andy Pines Hospital Tequesta, FL. 80 Own 9/06
Zumberland Hall of Chattanooga Chattanooga, TN 64 Own 12/06
Zumberland Hall Hopkinsville, KY 60 Own 12/06
Nashville Rehabilitation Hospital Nashville, TN 31  Own 12/06
>anamericanc Cidra, Puerto Rico 195 Own 12/06
I'he Pines Residential Treatment Center Portsmouth, VA 424  Own 12/06
dalmetto Summerville Summerville, SC 60 Lease 12/06
[hree Rivers Residential Treatment — Midlands Campus West Columbia, SC 59 Own 12/06
virgin Islands Behavioral Services St. Croix, U.S. Virgin Islands 30 Own 12/06
Virginia Beach Psychiatric Center Virginia Beach, VA 100  Own 12/06
lhree Rivers Behavioral Health West Columbia, SC 86 Own 01/07
Zopper Hills Youth Center West Jordan, UT 153 Own 05/07
VicadowWood Behavioral Health System New Castle, DE 58 Own 05/07
digh Point Treatment Center Cooper City, FL 66  Own 05/07
“ocus by the Sea St. Simons, GA 101  Own 05/07
Arrowhead Behavioral Health Maumee, OH 42 Own 05/07
“riends Hospital Philadelphia, PA 219 Own 05/07
<ingwood Pines Hospital Kingwood, TX 78 Own 05/07
Windsor-Laurelwood Center Willoughby, OH 160 Lease  05/07
_ighthouse Care Center of Augusta Augusta, GA 106 Own 05/07
ighthouse Care Center of Conway Conway, SC 108 Own 05/07
_ighthouse Care Center of Oconee Tamassee, SC 28 Own 05/07
Michiana Behavioral Health Center Plymouth, TN 80 Own 05/07
oplar Springs Hospital Petersburg, VA 199  Own 05/07
River Park Hospitat Huntington, WV 187  Own 05/07
_ighthouse Carc Center of Berkley Summerville, SC *  Own 05/07
fustin Lakes Hospital Austin, TX 48 Lease 08/07
I'he Hughes Center for Exceptional Children Danville, VA 56 Own 09/07
I'he Brook — Dupont Louisvilte, KY 66 Own 03/08
River Point Behavioral Health Jacksonville, FL. 99  QOwn 03/08
Ihe Brook — KMI Louisville, KY 106 Own 03/08
Ihe Vines Ocala, FL 78  Own 03/08
Wekiva Springs Jacksonville, FL. 44 Own 03/08
-incoln Prairie Behavioral Health Center Springfield, IL 120+ Own 05/08
Franklin, TN 80 Own 01/09

olling Hills Hospital

*  We acquired a non-operating facility, Lighthouse Berkley, in the acquisition of Horizon Health. Currently no patients are

being served at ihis facility.

+  Lincoln Prairie currently has 120 beds constructed, of which 80 beds are currently liccnsed. We expect the additional 40

beds to be licensed in 2009.

In addition, our principal executive offices are located in approximately 65,000 square feet of leased space in Franklin,
Tenncssee. We do not anticipate that we will experience any difficulty in renewing our lease upon its expiration in
February 2012, or obtaining different space on comparable terms il'such lease is not renewed. We believe our executive
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offices and our hospital properties and equipment are generally weil maintained, in good operating condition and adequate for
our present needs.

Item 3. Legal Procecdings,

We are subject to various claims and legal actions that arise in the ordinary course of our business. In the opinion of
management, we are not currently a party to any proceeding that would have a material adverse effect on our financial

condition or results of operations.
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Item 4. Submission of Matters to a Vote of Security Holders.

None.

PART Il

Item 5. Market For Registrant’s Common Equity, Related Stockholder Matters and Issuer Purchases of Equity
Securities.

Our common stock trades on The NASDAQ Global Select Market under the symbol “PSYS". The table below sets forth,
for the calendar quarters indicated, the high and low sales prices per share for our commeon stock as reported on The NASDAQ
Global Sclect Market.

High Low

1007

“irst Quarter $42.93 $35.18
second Quarter $42.75 $33.90
Third Quarter $40.00 $31.81
Zourth Quarter $40.71 £31.92
1008

“irst Quartcr $34.31 £27.17
second Quarter $39.62 $30.45
Third Quarter $40.90 $32.89
Tourth Quarter $39.00 $22.86

At the close of business on February 23, 2009, there were approximately 107 holders of record of our common stock.

We currently intend to retain future earnings for use in the expansion and operation of our business. Our Credit Agreement,
as amended, prohibits us from paying dividends on our common stock. Also, the indenture governing our 73/4% Notes
provides certain financial conditions that must be met in order for us to pay dividends. Subject to the terms of applicable
contracts, the payment of any future cash dividends will be determined by our Board of Directots in light of conditions then-
existing, including our earnings, financial condition and capital requirements, restrictions in financing agreements, business
opportunities and conditions, and other factors.

Item 6. Selected Financial Data.

The selected financial data prescnied below for the years ended December 31, 2008, 2007 and 2006, and at December 31,
2008 and 2007, are derived from our audited consolidated financial statements included elsewhere in this Annuai Report on
Form 10-K. The selected financial data for the years ended December 31, 2005 and 2004, and at December 31, 2006, 2005 and
2004, are derived from our audited consolidated financial statements not included herein. The audited consolidated financial
statements for the years ended December 31, 2005 and 2004 and at Deccmber 31, 2006, 2005 and 2004 havc been reclassified
for discontinued operations. The selccted financial data presented below should be read in conjunction with “Management’s
Discussion and Analysis of Financial Condition and Results of Operations™ and with our consolidated financial statements and
notes thereto included elsewhere in this Annual Report on Form 10-K.

2]
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Psychiatric Solutions, Inc.
Selected Financial Data
As of and for the Years Ended December 31,

2008 2007 2006 2005 2004
(In thousands, except per share amounts and operating data)

Income Statement Data:

Levenue $1,765977  $1,460,679  $1,004,422 $ 698,190  $455,151
Zosts and expenses:

Salaries, wages and employee benefits 071,284 812,505 567,762 383,342 246,233

Other operating expenses 467,138 382,381 258,567 196,251 137,924

Provision for doubtful accounts 34,600 27,482 19,437 13,640 10,581

Depreciation and amortization 40,309 30,756 20,333 14,607 9,693

Interest expense 78,648 74,978 40,303 27,056 18,964

Other expenses — 8,179 — 21,871 0,407

Total costs and expenses 1,591,985 1,336,281 906,402 656,767 429,802

ncome from continuing operations before

income taxes 173,992 124,398 98,020 41,423 25,3459
*rovision for income taxes 66,117 47,034 37,011 15,956 9,633
neome from continuing operations $ 107,875 $ 77,364 $ 61,009 § 25467 $ 15716
Vet income $ 104953 $ 76208 § 60,632 § 27,154 § 16,801
3asic earmings per share from continuing

operations $ 194 § 142 % 115§ 057 § 052
3asic earnings per share $ 1.89 % 140 3§ i.Js % 0.61 § 0.55
Shares used in computing basic carnings per

share 55,408 54,258 52,953 44,792 29,140
Diluted earnings per share from continuing

operations $ 192 % 139  § .13 $ 0.55 $§ 045
Diluted earnings per share $ 187 § 137 8 112§ 059 § 048
shares used in computing diluted earnings per

share from continuing operations 56,267 55,447 54,169 46,296 35,146
Balance Sheet Data: i
Cash $ 51,271 $ 39970 S§ 18,520 § 54,533 8§ 33,228
working capital 168,700 157,831 103,287 138,843 44,791
roperty and equipment, net 836,223 692,135 537,468 376,739 216,565
Tl'otal assets 2,504,760 2,178,104 1,579,321 1,174,313 496,522
T'otal debt 1,314,420 1,172,024 743,307 482,389 174,336
stockholders’ equity 889,885 754,742 627,779 539,712 244,515
Dperating Data:
Number of facilities at period end 94 89 72 55 34
Number of licensed beds 10,677 10,092 8,247 6,354 4,260
Admissions 164,675 139,825 106,529 76,752 49,123
2atient days 2,749,643 2,415,042 1,848,675 1,383,440 987,798
4verage length of stay 17 17 17 18 20

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

The following discussion and analysis should be rcad in conjunction with the selected financial data and the accompanying
consolidated financial statements and related notes thercto included in this Annual Report on Form 10-K.

Overview

Our business strategy is to acquire inpatient behavioral health care facilities and improve operating results within new and
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existing inpatient facilities and our other behavioral health care operations. From 2001 to 2004, we acquired 34 inpatient
behavioral health care facilities. During 2005, we acquired 20 inpatient behavioral health care facilities in the acquisition of
Ardent Health Services, Inc. and one other inpatient facility. During 2006, we acquired 19 inpatient behavioral health care
facilities,
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including nine inpatient facilities with the acquisition of the capital stock of Alternative Behavioral Services, Inc. (“ABS™) on
December 1, 2006. During 2007, we acquired 16 inpatient behavioral health care facilities, including 15 inpatient facilities in
the acquisition of Horizon Health Corporation (“Horizon Health”). During 2008, we acquired five inpatient behavioral health
care facilities from UMC and opened Lincoln Prairic Behavioral Health Center, a 120-bed inpatient facility in Springfield,
llinois. In January 2009, we opened Rolling Hills Hospital, an 80-bed inpatient facility in Franklin, Tennessee.

We strive to improve the operating results of new and existing inpatient behavioral health care operations by providing the
highest quality service, expanding referral networks and marketing initiatives and meeting increased demand for behavioral
health care services by expanding our services and developing new scrvices. We also attempt to improve operating results by
maintaining appropriate staffing ratios, controlling contract labor costs and reducing supply costs through group purchasing.
Our same-facility revenue from owned and leased inpatient facilities increased 8.0% for the year ended December 31, 2008
compared to the year ended December 31, 2007. Same-facility growth in 2008 was primarily the result of increases in patient
days and revenue per patient day of 2.6% and 5.2%, respectively. Same-facility growth refers to the comparison of each
inpatient facility owned during 2007 with the comparable period in 2008, adjusted for closures and combinations for
comparability purposes.

Income from eontinuing operations before income taxes increased to $174.0 million, or 9.9% of revenue, in 2008 as
compared to $124.4 million, or 8.5% of revenue, in 2007. Operating results for 2007 include an $8.2 million loss on the
refinancing of long-term debt. Excluding this refinancing loss, income from continuing operations for 2007 was
$132.6 million, or 9.1% of revenue. The $41.4 million increase in income from continuing operations before income taxes and
the refinancing loss in 2008 compared to 2007 was primarily the result of the following:

«  operating results from the May 31, 2007 acquisition of Horizon Health and the March 1, 2008 acquisition of five
behavioral health care facilities from UMC;

+  same-facility growth at our behavioral health care facilities in patient days of 2.6% and revenue per patient day of
5.2%; and

«  areduction in interest expense as a percentage of revenue to 4.4% in 2008 compared to 5.1% in 2007 due primarily to
a decrease in our overall effective interest rate.

Our operating results for 2008 as compared to 2007 were negatively impacted by the following items:

+  one of our behavioral health care hospitals in Chicago experienced a decline in operating results in 2008 as compared
to 2007 primarily due to a hold on admissions placed on this facility by the Illinois Department of Children and Family
Services and costs of professional services related to the United States Department of Justice investigation.

«  our self-insured reserves for general and professional liability risks increased approximately $4.9 million at
December 31, 2008 compared to December 31, 2007, primarily as a result of the revised assessment of certain claims
at amounts higher than originally anticipated and the actuarial implications of such revisions; and

*  an increase in share-based compensation expense of $3.8 million.

Sources of Revenue
Patient Service Revenue

Patient service revenue is generated by our inpatient facilities for services provided to patients on an inpatient and
outpatient basis within the inpatient behavioral health care facility setting, Patient service revenue is recorded at our
established billing rates less contractual adjustments. Contractual adjustments arc recorded to statc our patient service revenue
at the amount we cxpect to collect for the services provided based on amounts reimbursable by Medicare or Medicaid under
provisions of cost or prospective reimbursement formulas or amounts due from other third-party payors at contractually
determined rates. Patient service revenue comprised approximately 90.0% of our total revenue in 2008,

Other Revenue

Other behavioral health care services accounted for 10.0% of our revenue for the year ended December 31, 2008. This
portion of our business primarily consists of our contract management and EAP businesses. Our contract management business
involves the development, organization and management of behavioral health care programs within medical/surgical hospitals.
Our EAP business contracts with employers to assist employees and their dependents with resolution of behavioral eonditions
or other personal concerns. Services provided are recorded as revenue at contractually determined rates in the period the
services are rendered, provided that collectability of such amounts is reasonably assured.
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Results of Operations
The following table illustrates our consolidated results of operations from continuing operations for the years ended
December 31, 2008, 2007 and 2006 (dollars in thousands}:

Results of Operations, Consolidated Psychiatric Solutions
For the Year Ended December 31,

2008 2007 2006
Amount Yo Amount Yo Amount %

Revenue $1,765,977 100.0% $1,460,679 100.0% $1,004,422 100.0%
salaries, wages, and employee

benefits (including share-based

compensation of $19,913, |

$16,104 and $12,535 in 2008, |

2007 and 2006, respectively) 971,284 55.0% 812,505 55.6% 567,762 56.6%
>rofessional fees 179,307 10.1% 144,895 9.9% 94,907 9.4%
supplies 95,088 5.4% 80,170 5.5% 57,207 5.7%
>rovision for doubtful accounts 34,606 2.0% 27,482 1.9% 19,437 1.9%
Jther operating expenses 192,743 10.9% 157,316 10.8% 106,453 10.6%
Jepreciation and amortization 40,309 2.3% 30,756 2.1% 20,333 2.0%
nterest expense, net 78,648 4.4% 74,978 5.1% 40,303 4.0%
Jther expenses:

Loss on refinancing long-term

debt — 0.0% 8,179 0.6% — 0.0%

‘ncome from continuing operations

before income taxes 173,992 9.9% 124,398 8.5% 98,020 9.8%
>rovision for income taxes 66,117 3.8% 47,034 3.2% 37,011 3.7%
ncome from continuing operations $ 107,875 6.1% $ 77,364 5.3% § 61,009 6.1%

Yecar Ended December 31, 2008 Compared To Year Ended December 31, 2007

The following table compares key total facility statistics and same-facility statistics for 2008 and 2007 for owned and

leased inpatient facilities:
Yenr Ended December 31, L
I 2008 2007 Change
| lotal facility results:
Revenue (in thousands) $1.589,903 $1,336,554 19.0%
Number of facilities at peried end 94 89 5.6%
Admissions 164,675 139,825 17.8%
Patient days 2,749,643 2,415,042 13.9% ‘
Average length of stay 16.7 17.3 -3.5% |
Revenue per patient day 3 578 b 553 4.5% |
same-facility resuits:
Revenue (in thousands) $1,437,569 $1,331,141 8.0%
Number of facilities at period end 89 §9 0.0%
Admissions 145,567 139,175 4.6%
Patient days 2,460,223 2,404,421 2.6%
Average length of stay 16.9 17.3 -2.3%
Revenue per patient day 3 583 5 554 52%

Revenue. Revenue from continuing operations increased $305.3 million, or 20.9%, 10 $1.8 billion for the year ended
December 31, 2008 compared to the year ended December 31, 2007. Revenue from owned and leased inpatient facilities
increased $253 .4 million, or 19.0%, to $1.6 billion in 2008 compared to 2007, The increase in revenue from owned and leased
inpatient facilities relates primarily to the acquisitions of Horizon Health in 2007 and five inpatient facilities from UMC in
2008. The remainder of the increase in revenue from owned and leased inpatient facilities is primarily attributable to same-
facility growth in patient days of 2.6% and revenue per patient day of 5.2%. Other revenue was $176.1 million in 2008
compared to $124.1 million in 2007, an increase of $52.0 million, resulting primarily from other operations acquired in the
Horizon Health acquisition, including management contracts and EAP services.

Salaries, wages, and employee benefits. Salaries, wages and employee benefits (“SWB™) expense was $971.3 million in
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of shared-based compensation expense for the years ended December 31, 2008 and 2007, respectively. Based on our stock
option and restricted stock grants outstanding at December 31, 2008, we estimate remaining unrecognized share-based
compensation expense to be approximately $43.6 million with a weighted-average remaining amortization period of 2.6 years.
Excluding share-based compensation expense, SWB expense was $951.4 mitlion, or 53.9% of total revenue, in 2008 compared
to $796.4 million, or 54.5% of total revenue, in 2007. SWB expense for owned and leased inpatient facilitics was

$258.2 million in 2008, or 54.0% of revenue. Same-facility SWB expense for owned and lcased inpatient facilities was
$773.7 million in 2008, or 53.8% of revenue, compared to $723.0 million in 2007, or 54.3% of revenue. SWB expense for
other operations was $66.7 million in 2008 compared to $44.2 million in 2007. The increase in SWB expense from other
operations is primarily the result of the management contract and EAP businesses acquired in the Horizon Health acquisition.
SWB expense for our corporate office was $46.4 million, including $19.9 million in share-based compensation, for 2008
compared to $41.5 million, including $16.1 million in shared-based compensation, for 2007.

Professional fees. Professional fees were $179.3 million in 2008, or 10.1% of total revenue, compared to $144.9 million in
2007, or 9.9% of total revenue. Professional fees for owned and leased inpatient facilities were $146.4 million in 2008, or
9.2% of revenue. Same-facility professional fees for owned and leased inpatient facilities were $131.5 million in 2008, or
9.1% of revenue, compared to $123.9 million in 2007, or 9.3% of revenuc. Professional fees for other operations and our
corporate office increased to $32.9 million in 2008 compared to $20.1 million in 2007, primarily due to the other operations
acquired in the Horizon Health acquisition.

Supplies. Supplies expense was $95.1 million in 2008, or 5.4% of total revenue, compared to $80.2 million in 2007, or
5.5% of total revenue. Supplies expense for owned and leased inpatient facilities was $93.3 million in 2008, or 5.9% of
revenue. Same-facility supplies expense for owned and leased inpatient facilities was $82.7 million in 2008, or 5.8% of
revenue, compared to $78.4 million in 2007, or 5.9% of revenue. Supplics expense for other operations as well as our
corporate office consisted primarily of office supplies and is negligible to our supplies expense overall.

Provision for doubtfui accounts. The provision for doubtful accounts was $34.6 million in 2008, or 2.0% of total revenue,
compared to $27.5 million in 2007, or 1.9% of total revenue. The provision for doubtful accounts at owned and leased
inpatient facilities comprised substantially all of our provision for doubtful accounts.

Other operating expenses. Other operating expenses consist primarily of rent, utilities, insurance, travel, and repairs and
maintenance expenses. Other operating expenses were $192.7 million in 2008, or 10.9% of total revenue, compared to
$157.3 million in 2007, or 10.8% of total revenue. Other operating expenses for owned and ieased inpatient facilities were
$135.3 million in 2008, or 8.5% of revenue. Same-facility other operating expenses for owned and leased inpatient facilities
were $121.3 million in 2008, or 8.4% of revenue, compared to $107.1 miltion in 2007, or 8.0% of revenue. The increase in
same-facility other operating expenses for owned and leased inpatient facilities was primarily the result of an increase in our
self-insured reserves for professional and general liability risks, which is primarily due to the revised assessment of certain
claims at amounts higher than originally anticipated and the actuarial implications of such revisions. Other operating expenses
for other operations increased to $48.8 million in 2008 compared to $41.8 million in 2007, primarily due to the management
contract and EAP businesses acquired in Horizon Health acquisition.

Depreciation and amortization. Depreciation and amortization expense inereased to $40.3 million in 2008 compared to
$30.8 million in 2007, primarily as a result of the acquisitions of inpatient facilities and capital expenditures during 2007 and
2008,

[nterest expense, net. Interest expense, net of interest income, increased to $78.6 million in 2008 compared to $75.0 million
in 2007 primarily as a rcsult of an increase in our long-term debt offset by a reduction in our overall effective interest rate. We
borrowed $443.2 million in May 2007 to finance the Horizon Health acquisition and borrowed $149.3 million in 2008 to
finance the acquisition of five inpatient behavioral health care facilities from UMC, acquisitions of EAP businesses, capital
expenditures and other general corporate purposes. In February 2009, as part of an amendment to our revolving credit facility,
the interest rate margins on borrowings based on LIBOR were increased to a range of 5.0% to 5.75% depending upon a certain
leverage ratio. This interest rate margin was 1.5% at December 31, 2008, For further information on the fcbruary 2009
amendment to our revolving credit facility, see Liquidity and Capital Resources within this Management's Discussion and
Analysis of Financial Condition and Results of Operations.

Loss on refinancing of long-term debt. During 2007 we incurred a loss on refinancing long-term debt of $8.2 million that
consisted primarily of the amount above par value we paid to repurchase our 10%/s% Senior Subordinated Notes due 2013
(“105/s Notes™), the write-off of capitalized financing costs associated with our 10%/s% Notes and the amount paid to exit the
related interest ratc swap agreements.

Loss from discontinued operations, net of taxes. The loss from discontinued operations (net of income tax effect) was
$2.9 million and $1.2 million for the years ended December 31, 2008 and 2007, respectively. During the year ended
December 31, 2008, we elected to dispose of a leased inpaticnt facility and recorded a $1.9 million write-down to fair value of
the assets held-for-sale for this facility. Additionally, two contracts with a Puerto Rican juvenile justice agency to manage
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Year Ended December 31, 2007 Compared To Year Ended December 31, 2006

The following table compares key total facility statistics and same-facility statistics for 2007 and 2006 for owned and
leased inpatient facilities,

Year Ended December 31, %o
2007 2006 Chanpe
lotal facility results:
Revenue (in thousands) $1,336,554 § 958,318 39.5%
Number of facilitics at period end 89 72 23.6%
Admissions 139,825 106,529 31.3%
Patient days 2,415,042 1,848,675 30.6%
Average length of stay 17.3 17.4 -0.6%
Revenue per patient day h 553 b 518 6.8%
same-facility results:
Revenue (in thousands) $1,000,874 $ 937,843 6.7%
Number of facilities at period end 72 72 0.0%
Admissions 106,828 104,526 2.2%
Patient days 1,826,108 1,803,179 1.3%
Average length of stay 17.1 17.3 -1.2%
Revenue per patient day 5 548 3 520 5.4%

Revenue, Revenue from continuing operations increased $456.3 million, or 45.4%, to §1.5 billion in 2007 compared to
2006. Revenue from owned and leased inpatient facilities increased $378.2 million, or 39.5%, to $1.3 billion in 2007
compared to 2006. The increase in revenue from owned and leased inpatient facilities relates primarily to acquisitions. The
remainder of the increase in revenue from owned and leased inpatient facilities is primarily attributable to same-facility growth
in patient days of 1.3% and revenuc per patient day of 5.4%. Other revenue increased to $124.1 million in 2007 compared to
$46.1 million in 2006 primarily as a result of other operations acquired in the Horizon Health and ABS acquisitions.

Sataries, wages, and employee benefits. SWB expense was $812.5 million in 2007 compared to $567.8 million in 2006, an
increase of $244.7 million, or 43.1%. SWB expense includes $16.1 million and $12.5 million of share-based compensation
expense for the years ended December 31, 2007 and 2006, respectively. Excluding share-based compensation expense, SWB
expense was $796.4 million, or 54.5% of total revenue, in 2007 compared to $555.2 mitlion, or 55.3% of total revenue, in
2006. SWB expense for owned and leased inpatient facilities was $726.8 million in 2007, or 54.4% of revenue. Same-facility
SWR cxpense for owned and leased inpatient facilities was $537.5 million in 2007, or 53.7% of revenue, compared to
$512.4 million in 2006, or 54.3% of revenue. SWB expense for other operations increased to $44.2 million in 2007 compared
to $15.8 million in 2006 primarily as a result of other operations acquired in the Horizon Health and ABS acquisitions. SWB
expense for our corporate office was $41.5 million in 2007, including share-based compensation expense of $16.1 million,
compared to $31.6 million in 2006, including share-based compensation of $12.5 million in 2006. This increase in SWB
expense for our eorporate office was primarily the result of hiring additional staff necessary 1o manage the inpatient facilities
acquired during 2006 and 2007.

Professional fees. Professional fees were $144.9 million in 2007, or 9.9% of total revenue, compared to $94.9 million in
2006, or 9.4% of total revenue. Professional fees for owned and leased inpatient facilities were $124.8 million in 2007, or
9.3% of revenue. Same-facility professional fees for owned and leased inpatient facilities were $89.3 million in 2007, or 8.9%
of revenue, compared to $86.1 million in 2006, or 9.1% of revenue. Professional fees for other operations increased to
$14.7 million in 2007 compared to $3.1 million in 2006, primarily as a resuit of the acquisitions of Alternative Behavioral
Services, Inc. and Horizon Health. Professional fees for our corporate office were $5.3 million in 2007 compared to
$4.0 million in 2006,

Supplies. Supplies expense was $80.2 miltion in 2007, or 5.5% of total revenue, compared to $57.2 million in 2006, or
5.7% of total revenue. Supplies expense for owned and leased inpatient facilities was $78.9 million in 2007, or 5.9% of
revenue. Same-facility supplies expense for owned and leased inpatient facilities was $57.8 million in 2007, or 5.8% of
revenue, compared to $55.4 million in 2006, or 5.9% of revenue.

Provision for doubtful accounts. The provision for doubtful accounts was $27.5 million in 2007, or 1.9% of total revenue,
compared to $19.4 million in 2006, or 1.9% of total revenue. The provision for doubtful accounts at owned and leased
inpatient facilitics comprises the majority of our provision for doubtful accounts as a whole.

Other operating expenses. Other operating cxpenses consist primarily of rent, utilities, insurance, travel, and repairs and
maintenance expenses. Qther operating expenses were approximately $157.3 miilion in 2007, or 10.8% of total revenue,
compared to $106.5 million in 2006, or 10.6% of total revenue. Other operating expenses for owned and leased inpatient
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$108.0 million in 2007, or 8.1% of revenuc. Same-facility other operating expenses for owned and leased inpatient facilities
were $76.5 million in 2007, or 7.6% of revenue, compared to $81.1 million in 2006, or 8.6% of revenue. The decrease in

same-facility other operating expenses for owned and leased inpatient facilities was primarily the result of reductions tn risk
management costs as a percent of revenue. Other operating expenses for other operations increased to $41.8 million in 2007
compared to $18.5 million in 2006, primarily as a result businesses acquired in the acquisitions of ABS and Horizon Health.

Depreciation and amortization. Depreciation and amortization expense increased to $30.8 million in 2007 compared to
$20.3 million in 2006, primarily as a result of the acquisitions of ABS and Horizon Health.

Interest expense, net. Interest expense, net of interest income, increased $34.7 million to $75.0 million in 2007 compared to
2006. On December 31, 2007, we had $1.2 biltion in long-term debt compared to $743.3 million at December 31, 2006. The
increase in intcrest expense is primarily the result of debt incurred to finance acquisitions. We borrowed $210.0 million in
December 2006 to finance the acquisition of ABS, and we incurred net borrowings of $443.2 million in May 2007 to finance
the acquisition of Horizon Health.

Loss on refinancing of long-term debt. During 2007 we incurred a loss on refinancing long-term debt of $8.2 miltion that
consisted primarily of the amount above par value wc paid to repurchase our 10%/8% Notes, the write-off of capitalized
financing costs associated with our 103/3% Notes and the amount paid to exit the related interest rate swap agreements.

Loss from discontinued operations, nef of taxes. The loss from discontinued operations (net of income tax effect) was
$1.2 million and $0.4 million for the years ended December 31, 2007 and 2006, respectively. During 2008, we elected 1o
dispose of a leased inpatient facility and two contracts with a Puerto Rican juvenile justice agency to manage inpatient
facilities were terminated. During 2007, we clected to dispose of one inpatient facility. During 2006, we terminated three of
our contracts to manage state-owned inpatient facilities and sold a therapeutic boarding school. Accordingly, these operations
are included in discontinued operations.

Liquidity and Capital Resources

Working capital at December 31, 2008 was $168.7 million, including cash and cash equivalents of $51.3 million, compared
to working capital of $157.8 million, including cash and cash equivalents of $40.0 million, at December 31, 2007. This change
in working capital is primarily attributable to increases in accounts reccivable of $17.6 million, cost report receivables of
$10.9 million, income tax receivable/payable of $20.6 million and deferred tax assets of $7.1 million, offset by increases in
current maturities under our revolving credit facility of $29.3 million and other accrued liabilitics of $19.0 million to purchase
a hospita building previously leased. The increase in accounts receivable is primarily the result of increases in same-facility
revenue and receivables generated from businesses acquired in 2008. Our consolidated day’s sales outstanding were 51 and 53
at December 31, 2008 and 2007, respectively.

In February 2009, our revolving credit facility was amended to:

+  extend the maturity of $200 million capacity to December 31, 2011 with the remaining $100 million capacity to mature
on December 21, 2009, as originally scheduled;

+  revise the interest rate on borrowings to LIBOR plus a spread ranging from 5.0% to 5.75% or prime plus a spread
ranging from 4.0% to 4.75%, depending upon a leverage ratio; and

+  revise the commitment fee on the unused portion of our revolving credit facility to fluctuate between 0.75% and 1.0%,
based upon a leverage ratio.

As a result of the extension of our revolving credit facility, $200 million of the $229.3 million balance outstanding under
the revolving credit facility at December 31, 2008 has been classified as a non-current liability with the remainder classified in
current portion of long-term debt on our consolidated balance shect as of December 31, 2008. On February 25, 2008, wc used
excess cash to reduce the outstanding debt balance on the revolving credit facility to $195.0 million and now have
approximately $97.4 million available under our revolving credit facility.

Cash provided by continuing operating activities was $142.6 million in 2008 compared to $124.4 million in 2007, The
increase in cash flows from continuing operating activities was primarily attributable to improved same-facility operating
margins, the operating results of facilities acquired from Horizon Health and UMC and changes in working capital excluding
accrucd interest, offset by increased payments for income tax and interest. .

Billings for patient accounts receivable are generally submitted to the payor within three days of the patient’s discharge or
completion of services, Interim billings may be utilized for patients with extended lengths of stay. We verify within a
reasonable period of time that claims submitied to third-party payors have been received and are being processed by such
payors. Follow-up regarding the status of each claim is made on a periodic basis until payment on the claim is received. Billing
notices for self-pay accounts receivable are distributed on a periodic basis. Self-pay accounts receivable are tumed over to
collection agencies once internal collection efforts have been exhausted. Accounts receivable under our inpatient management
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monthly. Follow-up collection efforts are made on a periodic basis until payment is received. Our allowance for doubtful
accounts for patient receivables primarily consists of patient accounts that are greater than 180 days past the patient’s
discharge date. Our allowance for doubtful accounts for receivables due under our inpatient management contracts primarily
consists of amounts that are specifically identified as potential collection issues. Accounts receivable are written off when
collection within a reasonable period of time is deemed unlikely.

Cash used by continuing investing activities was $291.5 million in 2008 compared to $538.5 million in 2007. Cash used in
investing activities in 2008 was primarily the result of $166.2 miltion paid for acquisitions of behavioral health care facilities
and $124.0 million paid for purchases of fixed assets. Acquisitions in 2008 consisted primarily of five inpatient behavioral
health care facilities acquired from UMC and EAP acquisitions. Cash used for routine and expansion capital expenditures was
approximately $42.6 million and $80.7 million, respectively, for the year ended December 31, 2008. We expect expansion
expenditures to continue during 2009 as a result of planned capital expansion projects and the censtruction of new facilities,
which are expected to add approximately 500 new beds to our inpatient facilities. We definc expansion capital expenditures as
those that increase the capacity of our facilities or otherwise enhance revenuc. Routine or maintenance capital expenditures
were 2.4% of our net revenue for 2008. Capital expenditures for 2008 also include $0.7 million paid in connection with the
purchase of a previously leased hospital. Remaining payments of $19.0 million related to this purchase are due in 2009, Cash
used in investing activities in 2007 was primarily the result of $462.8 million paid for acquisitions of behavioral health care
facilities, including Horizon Health, and $73.2 million paid for purchases of fixed assets.

Cash provided by financing activities was $155.7 million in 2008 compared to $432.5 million in 2007. Cash provided by
financing activities for 2008 consisted primarily of $149.3 million in net borrowings under our revolving credit facility, which
were used to finance the acquisition of five inpatient behavioral health care facilities from UMC, acquisitions of EAP
businesses, capital expenditures and other general corporate purposes. Cash provided by financing activities for 2008 also
incleded $9.5 million in proceeds from the exercise of stock options and $3.1 million in income tax benefits in excess of share-
based compensation expense on stock options exercised in 2008. Cash provided by financing activities for 2007 consisted
primarily of additional borrowings of $481.9 million, which were used primarily to finance the acquisition of Horizon Health
and to retire approximately $38.6 million of other long-term debt. Additionally, during 2007 we received $17.3 million in
proceeds from the exercise of stock options and $9.4 million in income tax benefits in excess of share-based compensation
expense on stock options exercised in 2007,

We have a universal shelf registration statement on Form S-3 under which we may sell an indeterminate amount of our
common stock, common stock warrants, preferred stock and debt securities. We may from time to time offer these securities in
one or more series, in amounts, at prices and on terms satisfactory to us.

During the fourth quarter of 2007, we entered into an interest rate swap agreement with Merrill Lynch Capital Services, Inc.
to manage our exposure Lo fluctuations in interest rates. With this interest rate swap agreement we exchange the interest
payments associated with a notional amount of $225 million of LIBOR indexed variable rate debt related to our senior secured
term loan facility for a fixed interest rate. This interest rate swap agreement matures on November 30, 2009, The fair value of
our interest rate swap agreement at December 31, 2008 reflected a liability of $6.2 million, which represents the estimated
amount we would have paid if the agreement was canceled.

We are actively seeking acquisitions that fit our corporate growth strategy and may acquire additional inpatient psychiatric
facilities and other operations and will incur continued expenditures on expansion projects. Management continually assesses
our capital needs and, should the need arise, we will seek additional financing, including debt or equity, to fund potential
acquisitions, facility expansions, payment of indebtedness or for other corporate purposes. In negotiating such financing, there
can be no assurance that we will be able to raisc additional capital on terms satisfactory to us. Failure to obtain additional
financing on reasonable terms could have a negative effect on our plans to acquire additional inpatient psychiatric facilities.
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Obligations and Commitments

Payments Due by Period (in thousands)
Less than More than
Total 1 year 1-3 years 3-5 yenrs 5 years

—ong-term debt (1):
Senior Credit Facility:

Revolving line of credit facility, expiring on
December 21, 2009 (extended to
December 31, 20t 1 for $200,000 in
February 2009) and bearing interest of
3.4% at December 31, 2008 § 229,333 $29,333 $200,000 3 — 5 —

Senior secured term loan facility, expiring on
July 1, 2012 and bearing interest of 3.1%

at December 31, 2008 568,625 3,750 7,500 557,375 —
7 3/4% Senior Subordinated Notes due July 15,
2015 475,841 — —_ — 475,841

Morigage loans on facilities, maturing in 2036,
2037 and 2038 bearing fixed interest rates of

5.7%to 7.6% 33,273 423 928 1,051 30,871
1,307,072 33,506 208,428 558,426 506,712
-ease and other obligations 105,558 40,113 19,796 11,360 34,289
lotal contractual obligations $1,412,630 $73,619 $228,224 $569,786 $541,001

(1) Excludes capital lease obligations and other obligations of $7.3 million, which are included in lease and other obligations.

The fair value of our $470.0 million in principal amount of 73/a% Notes was approximately $343.7 million and
$467.1 million as of December 31, 2008 and 2007, respectively. The fair values of our revolving credit facility and senior
secured term loan facility were approximately $195.5 million and $446.4 million, respectively, as of December 31, 2008. The
carrying value of our revolving credit facility and senior secured term loan facility approximated fair value at December 31,
2007, The carrying value of our other long-term debt, including current maturities, of $40.6 million and $42.2 million at
December 31, 2008 and December 31, 2007, respectively, approximated fair value. We had $568.6 million and $229.3 million,
respectively, of variable rate debt outstanding under our revolving credit facility and senior secured term loan facility as of
December 31, 2008, As a result of our interest rate swap agreement to exchange interest rate payments associated with a
notional amount of $225 million of LIBOR-indexed variable rate debt for a fixed rate, the variable rate debt outstanding under
our senior secured term loan facility was effectively $343.6 million as of December 31, 2008, At our December 31, 2008
borrowing level, a hypothetical 10% increase in interest rates would decrease our annual net income and cash flows by
approximately $1.1 million,

Impact of Inflation and Economic Trends

Although inflation has not had a material impact on our results of operations, the health care industry is very labor intensive
and salaries and benefits are subject to inflationary pressures as are supply costs, which tend to cscalate as vendors pass on the
rising costs through price increases. Some of the freestanding owned, leased and managed inpatient behavioral heaith care
facilities we operate are experiencing the effects of the tight 1abor market, including a shortage of nurses, which has caused
and may continue to cause an increase in our SWB expense in excess of the inflation rate. Although we cannot predict our
ability to cover future cost increascs, management believes that through adherence to cost containment policies, labor
management and reasonable price increases, the effects of inflation on future operating margins should be manageable. Our
ability to pass on increased costs associated with providing health care to Medicare and Medicaid paticnts is limited due to
various federal, state and local laws which have been enacted that, in certain cases, limit our ability to increase prices. In
addition, as a result of increasing regulatory and competitive pressures and a continuing industry wide shift of patients into
managed care plans, our ability to maintain margins through price increases to non-Medicare patients is limited.

The behavioral health care industry is typically not directly impacted by periods of recession, erosions of consumer
confidence or other general economic trends as most health care services are not considered a component of discretionary
spending. However, our inpatient facilities may be indirectly negatively impacted to the extent such economic conditions
result in decreased reimbursements by federal or state governments or managed care payors. Discussion concerning the current
economic downturn is included in Part I, Item 1A under the caption “Risk Factors.” We are not aware of any economic trends
that would prevent us from being able to remain in compliance with all of our debt covenants and to meet all required
obligations and commitments in the near future.
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Critical Accounting Policies

Our consolidated financial statements have been prepared in accordance with accounting principles generally accepted in
the United States. In preparing our financial statements, we are required to make estimates and assumptions that affect the
reported amounts of assets, liabilities, revenues, and expenses included in the financial statemnents, Estimates are based on
historical experience and other information currently available, the results of which form the basis of such estimates. While we
believe our estimation processes are reasonable, actual results could differ from our estimates. The following represent the
estimates considered most critical to our operating performance and involve the most subjective and complex assumptions and

assessments.
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Allowance for Doubtful Accounis

Our ability to collect outstanding patient receivables from third-party payors is critical to our operating performance and
cash flows.

The primary collection risk with regard to patient receivables lics with uninsured patient accounts or patient accounts for
which primary insurance has paid, but the portion owed by the patient remains outstanding. We estimate the allowance for
doubtful accounts primarily based upon the age of the accounts since the patient discharge date. We continually monitor our
accounts receivable balances and utilize cash collection data to support our estimates of the provision for doubtful accounts.
Significant changes in payor mix or business office operations could have a significant impact on our results of operations and
cash flows.

The primary collection risk with regard to receivables due under our inpatient management contracts is attributable to
contractual disputes. We estimate the allowance for doubtful accounts for these receivables based primarily upon the specific
identification of potential collection issues. As with our patient receivables, we continually monitor our accounts receivable
balances and utilize cash collection data to support our estimates of the provision for doubtful accounts.

Allowances for Contractual Discounis

The Medicare and Medicaid regulations are complex and various managed care contracts may include multiple
reimbursement mechanisms for different types of services provided in our inpatient facilities and cost settlement provisions
requiring complex calculations and assumptions subject to interpretation. We estimate the allowance for contractual discounts
on a payor-specific basis by comparing our established billing rates with the amount we determine to be reimbursable given
our interpretation of the applicable regulations or contract terms. Most payments are determined based on negotiated per-diem
rates. While the services authorized and provided and related reimbursement are often subject to interpretation that could result
in payments that differ from our estimates, these differences are deemed immaterial. Additionally, updated regulations and
contract renegotiations occur frequently necessitating continual review and assessment of the cstimation process by our
management, We periodically compare the contractual rates on our patient accounting systems with the Medicare and
Medicaid reimbursement rates or the third-party payor contract for accuracy. We also monitor the adequacy of our contractual
adjustments using financial measures such as comparing cash receipts to net patient revenue adjusted for bad debt expense.

As of December 31, 2008, our paticnt accounts receivable balance for third-party payors was $231.6 million. A theorctical
1% change in the amounts duc from third-party payors at December 31, 2008 could have an after tax cffect of approximately
$1.4 million on our financial position and results of operations,

The following table presents the percentage by payor of our net revenue for the years ended December 31, 2008 and 2007
and related accounts receivable at year end {in thousands):

For the Year Ended December M,

2008 2007

Net Accounts Net Accounis

Revenue Receivahble Revenue Receivable
Medicaid 2% 26% 32% 28%
Zommercial/HMO/Private Pay 35% 41% 34% 36%
viedicare 13% 9% 12% 11%%
state agency 15% 17% 16% 17%
Jther §% 7% 6% 8%
100% 100% 100% 100%

The following table presents the percentage by aging category of our accounts receivable at December 31, 2008 and 2007
(in thousands):
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At December 31,

2008 2007
) - 30 days 64% 64%
11 - 60 days 13% 14%
31 - 90 days 8% 8%
N - 120 days 5% 5%
121 - 15Q days 4% 4%
[51 - 180 days 4% 3%
> 180 days 2% 2%
lotal 100% 100%

Our consolidated day’s sales outstanding were 51 and 53 for the years ended December 31, 2008 and 2007, respectively.
Our consolidated collections as a percentage of net revenue less bad debt expcnse was 100.0% and 101.5% for the ycars ended
December 31, 2008 and 2007, respectively.

Professional and General Liability

We are subject to medical malpractice and other lawsuits due to the nature of the services we provide. Our operations have
professional and general liability insurance in umbrella form for claims in excess of $3.0 million with an insured excess limit
of $50.0 million. Effcctive December 31, 2008, we increased this insured excess limit to $75.0 million. The self-insured
reserves for professional and general liability risks are estimated based on historical claims, demographic factors, industry
trends, severity factors, and other actuarial assumptions calculated by an independent third-party actuary, This self-insurance
reserve is discounted to its present value using a 5% discount rate. This estimated accrual for professional and general
liabilities could be significantly affected should current and future occurrences differ from historicat claim trends and
expectations. We have utilized our captive insurance company to manage the self-insurcd retention. While claims are
monitored closely when estimating professional and general liability accruals, the complexity of the claims and wide range of
potential outcomes oflen limits timely adjustments to the assumptions used in these estimates.

fncome Taxes

As part of our process for preparing our consolidated financial statements, our management is required to compute income
taxes in each of the jurisdictions in which we operate. This process involves estimating the current tax benefit or expense of
futurc deductiblc and taxable temporary differences. The tax effects of future deductible and taxable temporary differences are
recorded as deferred tax assets and liabilities which are components of our balance sheet. Management then asscsses our
ability to realize the deferred tax asscts based on reversals of deferred tax liabilities and, if necessary, estimates of future
taxable income. A valuation allowance for deferred tax assets is established when we believe that it is more likely than not that
the deferred tax asset will not be realized. Management must also assess the impact of our acquisitions on the realization of
deferred tax assets subject to a valuation allowance to determine if all or a portion of the valuation allowance will be offset by
reversing taxable differences or future taxable income of the acquired entity. To the extent the valuation allowance can be
reversed due to the estimated future taxable income of an acquired entity, then our valuation allowance is reduced accordingly
as an adjustment to purchase price.

We adopted FASB Interpretation No. 48 (“FIN 48"), Accounting for Uncertainty in Income Taxes - An Interpretation of
FASB Statement No. 109, on January 1, 2007. Applying the provisions of FIN 48 requires significant judgments regarding the
recognition and measurement of each tax position. Changes in these judgments may materially affect the estimate of our
effective tax rate and our operating results.

Share-Based Compensation

We adopted SFAS No. 123R under the modified-prospective transition method on January 1, 2006, which requires us to
measure and recognize the cost of employee services received in exchange for an award of equity instruments based on the
grant-date fair value of such awards. We utilize the Black-Scholes option pricing model to estimate the grant-date fair value of
our stock options. The Black-Scholes model includes certain variables and assumptions that require judgment, such as the
expected volatility of our stock price and the expected term of our stock options. Additionally, SFAS [23R requircs us to use
judgment in the estimation of forfeitures over the vesting period of share-based awards.

Item 7A. Quantitative and Qualitative Disclosures About Market Risk.

Our interest expense is sensitive to changes in the general level of interest rates. With respect to our interest-bearing
liabilities and including our interest rate swap, approximately $734.1 million of our long-term debt outstanding at
December 31, 2008 was subject to a weighted-average fixed interest rate of 7.0%. Our variable rate debt is comprised of our
senior secured term foan facility, which had $343.6 million outstanding at December 31, 2008 (excluding $225 million
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associated with our intcrest rate swap) and on which interest is generally payable at LIBOR plus 1.75 %, and our
$300.0 million revelving credit facility, which had a $229.3 million
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balance outstanding at December 31, 2008 and on which interest is generalty payable at LIBOR plus 1.25% to 2.25%
(depending on a certain leverage ratio). Additionally, we have entered into an interest rate swap agreement with Merrill Lynch
Capital Services, Inc. to exchange the interest payments associated with a notional amount of $225 million of LIBOR indexed
variable rate debt for a fixed rate. A hypothetical 10% increase in interest rates would decrease our net income and cash flows
by approximately $1.1 million on an annual basis based upon our borrowing level at December 31, 2008, In the event we draw
on our revolving credit facility and interest rates change significantly, we expect management would take actions intended to
further mitigate our exposure to such change. Information on quantitative and qualitative disclosure about market risk and the
February 2009 amendment of our revolving credit facility is included in Part 11, Item 7 of this Annual Repert on Form 10-K
under the caption “Management’s Discussion and Analysis of Financial Condition and Results of Operations — Liquidity and
Capital Resources.”

Item 8. Financial Statements and Supplementary Data,

Information with respect to this Item is contained in our consolidated financial statements indicated in the Index on Page F-
1 of this Annual Report on Form 10-K.

Item 9. Changes in and Disagreements With Accountants on Accounting and Financial Disclosure.

Nonc.

Item 9A. Controls and Procedures.
Conclusion Regarding the Effectiveness of Disclosure Controls and Procedures

We carried out an evaluation, under the supervision and with the participation of management, including our Chief
Executive Officer and Chief Accounting Officer, of the effectiveness of the design and operation of our disclosure controls and
procedures as of the end of the period covered by this report pursuant to Exchange Act Rule 13a-15. Based upon that
evaluation, our Chief Executive Officer and Chief Accounting Officer concluded that our disclosure controls and procedures
were effective in ensuring that information required to be disclosed by us (including our consolidated substdiaries) in reports
that we file or submit under the Securities Exchange Act of 1934, as amended, is recorded, processed, summarized and
reported on a timely basis.

Management’s Report on Internal Control Over Financial Reporting

Pursuant to Section 404 of the Sarbanes-Oxley Act of 2002, we have included a report of management’s assessment of
the design and operating cffectiveness of our internal controls as part of this report. Our independent registered public
accounting firm also reported on the effectiveness of our internal control over financial reporiing. Management's report and
the independent registered public accounting firm’s report are included in our 2008 consolidated financial statements
beginning with the index on page F-1 of this report under the captions entitled “Management’s Report on Internal Controi
Over Financial Reporting” and “Report of Independent Registered Public Accounting Firm.”

Changes in Internal Control Over Financial Reporting

There has been no change in our internal control over financial reporting during the fourth quarter ended December 31,
2008 that has materially affected, or is reasonably likely to materially affect, our internal control over financial reporting.
[tem 9B. Other Information.

None.

PART I

Hem 10, Directors and Executive Officers and Corporate Governance.

Directors

The information relating to our directors set forth in the Company’s Proxy Statement relating to the 2009 Annual Meeting
of Stockholders under the caption “Proposal 1: Election of Directors” and “Corporate Governanee — Committees of the Board
of Directors — Audit Committee” is incorporated herein by reference.

Executive Officers of the Registrant

The executive officers of the Company are:
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Name Age Officer Since Positions

Jocy A. Jacobs 55 April 1997 President and Chief Executive Officer

Terrance R. Bridges 56 Juty 2007 Co-Chief Operating Officer

Ronald M. Fincher 55 October 2008 Co-Chief Operating Officer

Jack E. Polson 42 August 2002 Executive Vice President, Chief Accounting Officer

Brent Turner 43 February 2003 Executive Vice President, Finance and Administration
Christopher L. Howard 42 September 2005  Executive Vice President, General Counsel and Secretary
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Joey A. Jacobs, President and Chief Executive Officer. Mr. Jacobs serves as President and Chief Exccutive Officer and was
one of our co-founders in April 1997, Prior to our founding, Mr. Jacobs served for 21 years in various capacities with HCA
Inc. (“HCA,” also formerly known as Hospital Corporation of America, Columbia and Columbia/HCA), most recently as
President of the Tennessee Division. Mr. Jacobs’ background at HCA also includes serving as President of HCA's Central
Group, Vice President of the Western Group, Assistant Vice President of the Central Group and Assistant Vice President of
the Salt Lake City Division.

Terrance R. Bridges, Co-Chief Operating Officer. Mr. Bridges has served as Co-Chief Operating Officer since October 13,
2008. He previously served as Chief Operating Officer since July 1, 2007. Prior to that, Mr. Bridges served as President of
PSI's Western Division after serving as CEO of Fremont Hospital. From 1996-2004, Mr. Bridges worked at Cedars-Sinai
Medical Center where he held administrative director roles. From 1986-1996 Mr. Bridges served as an officer and directed
regional or divisional operations for Community Psychiatric Centers and Ramsay Healthcare Inc.

Ronald M. Fincher, Co-Chief Operating Officer. Mr. Fincher has served as Co-Chief Operating Officer since October 13,
2008. He had served the company as a Division President since April 2003. As a Division President, Mr. Fincher was
responsible for managing the operations of several of our inpatient behavioral health care facilities. Prior to joining us,

Mr. Fincher served as a Regional Vice President of Universal Health Services, Inc, from 2000 until 2003.

Jack E. Polson, Executive Vice President, Chief Accounting Officer. Mr. Polson has served as an Exccutive Vice President
since September 2006 and as Chief Accounting Officer since August 2002. Prior to being appointed Chiel Accounting Officer,
Mr. Polson had served as Controller since June 1997. From June 1995 until joining us, Mr. Polson served as Controller for
Columbia Healthcare Network, a risk-bearing physician health organization. From May 1992 until June 1995, Mr. Polson
served as an Internal Audit Supervisor for HCA.

Brent Turner, Executive Vice President, Finance and Administration. Mr. Turner has served as the Executive Vice
President, Finance and Administration since August 2005 and previously had served as the Vice President, Treasurer and
Investor Relations since February 2003. From April 2002 until joining us, Mr. Turner served as Executive Vice President and
Chief Financial Officer of a privately-held owner and operator of schools for children with learning disabilities. From
November 2001 until March 2002, Mr. Turner served as Senior Vice President of Business Development for The Brown
Schools, Inc., a provider of educational and therapeutic services for at-risk youth. From 1996 until January 2001, Mr. Turner
was employed by Corrections Corporation of America, a private prison operator, serving as Treasurer from 1998 to 2001,

Christopher L. Howard, Executive Vice President, General Counsel and Secretary. Mr. Howard has served as the
Executive Vice President, General Counsel and Secretary since Scptember 2005. Prior to joining us, Mr. Howard was a
member of Waller Lansden Dortch & Davis, LLP, a law firm based in Nashville, Tennessee.

Code of Ethics

We adopted a Code of Ethics that applies to all of our directors, officers and employees. The Code of Ethics is available on
our website at www. psysolutions.com. We will disclose any amendment to, other than technical, administrative or non-
substantive amendments, or waiver of our Code of Ethics granted to a director or executive officer by filing a Current Report
on Form 8-K disclosing the amendment or waiver within four business days, Upon the written request of any person, we will
furnish, without charge, a copy of our Code of Ethics. Requests should be directed to Psychiatric Solutions, Inc., 6640
Carothers Parkway, Suite 500, Franklin, Tennessee 37067, Attention: Christopher L. Howard, Esq., Executive Vice President,
General Counsel and Secretary.

Section 16(a) Compliance

The information relating to Seetion 16(a) beneficial ownership reporting compliance set forth in our Proxy Statement
relating to the 2009 Annual Meeting of Stockholders under the caption “‘Section 16(a) Beneficial Ownership Reporting
Compliance” is incorporated herein by reference.

Item 11. Executive Compensation,

The information set forth in our Proxy Statement relating to the 2009 Annual Meeting of Stockholders under the caption
“Compensation Discussion and Analysis” and “Executive Compensation” is incorporated herein by reference. The
“Compensation Committee Report” also included in the Proxy Statement is expressly not incorporated herein by reference,

Ttem 12, Security Ownership of Certain Beneficial Owncrs and Management and Related Stockholder Matters.

The information set forth in our Proxy Statement relating to the 2009 Annual Meeting of Stockholders under the caption
“Security Ownership of Certain Beneficial Owners and Management” and “Executive Compensation — Equity Compensation
Plan Information® is incorporated herein by reference.
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Item 13. Certain Relationships and Related Transactions, and Director Independence.

The information set forth in our Proxy Statement relating to the 2009 Annual Meeting of Stockholders under the caption
“Corporate Governance — Standards of Independence for the Board of Directors™ and “Certain Relationships and Related
Transactions” is incorporated herein by reference.

Item 14. Principal Accountant Fees and Services.

The information set forth in our Proxy Statement relating to the 2009 Annual Meeting of Stockholders under the caption
“Proposal 3: Ratification of Appointment of Independent Registered Public Accounting Firm” is incorporated herein by
reference.

PART IV

Item 15. Exhibits and Financial Statement Schedules.
(a) The following documents are filed as part of this Annual Report on Form 10-K:

1. Consolidated Financial Statements: The consolidated financial statements of Psychiatric Solutions are included as
follows:

Tage
Report of Independent Registered Public Accounting Firm F-2
Management’s Report on Internal Control Over Financial Reporting F-3
Report of Independent Registered Public Accounting Firm F-4
Consolidated Balance Sheets F-5
Consolidated Statements of Income F-G
Consolidated Statements of Stockholders’ Equity F-7
Consolidated Statements of Cash Flows F-8
Notes to Consolidaied Financial Statements F-10

2. Financial Statement Schedules.

All schedules are omitted because they are not applicable or are not required, or because the required information is
included in the consolidated financial statements or notes in this report.

3. Exhibits. The exhibits which are filed with this report or which are incorporated herein by reference are set forth in the
Exhibit Index on pages 34 through 37.

(b) Exhibits.
Exhibit
Number Description
2.1 Agreement and Plan of Merger by and among PMR Corporation, PMR Acquisition Corporation and Psychiatric

Solutions, Inc., dated May 6, 2002, as amended by Amendment No. 1, dated as of June 10, 2002, and Amendment
No. 2, dated as of July 9, 2002 (included as Annex A to Amendment No. | to the Company’s Registration
Statement on Form §-4, filed on July 11, 2002 (Reg. No. 333-30372)).

2.2 Agreement and Plan of Merger, dated April 8, 2003, by and among Psychiatric Solutions, Inc., PSI Acquisition
Sub, Inc. and Ramsay Youth Services, Inc. (incorporated by reference to Exhibit 2.1 of the Company’s Current
Report on Form 8-K, filed on April 10, 2003),

23 Amended and Restated Stock Purchase Agrecment, dated June 30, 2005, by and among Ardent Health Services
LLC, Ardent Health Services, Inc. and Psychiatric Solutions, Inc. (incorporated by reference to Exhibit 2.1 to the
Company’s Current Report on Form 8-K, filed on July 8, 2005).

24 Amended and Restated Stock Purchase Agreement, dated as of October 27, 2006, by and between FHC Health
Systems, Inc. and Psychiatric Solutions, Inc. (incorporated by reference to Exhibit 2 to the Company’s Current
Report on Form 8-K, filed on December 7, 2006).

25 Agreement and Plan of Merger, dated December 20, 2006, by and among Psychiatric Solutions, Inc., Panther

Acquisition Sub, Inc. and Horizon Health Corporation (incorporated by reference to Exhibit 2.5 to the Company’s
Annual Report on Form 10-K for the year ended December 31, 2006.
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Number Description
3.1 Amended and Restated Certificate of Incorporation of PMR Corporation, filed with the Delaware Secretary of

State on March 9, 1998 (incorporated by reference to Exhibit 3.1 to the Company’s Annual Report on Form 10-K
for the fiscal year ended April 30, 1998).

3.2 Certificate of Amendment to Amended and Restated Certificate of Incorporation of PMR. Corporation, filed with
the Delaware Secretary of State on August 5, 2002 (incorporated by reference to Exhihit 3.2 to the Company’s
Quarterly Report on Form 10-Q for the quarter ended July 31, 2002,

33 Certificate of Amendment 1o Amended and Restated Certificate of Incorporation of Psychiatric Solutions, Inc.,
filed with the Delaware Secretary of State on March 21, 2003 (incorporated by reference to Appendix A of the
Company’s Definitive Proxy Statement, filed on January 22, 2003).

34 Certificate of Amendment to Amended and Restated Certificate of Incorporation of Psychiatric Solutions, Inc.,
filed with the Delaware Secretary of State on December 15, 2005 (incorporated by reference to Exhibit 3.4 to the
Company’s Annual Report on Form 10-K for the fiscal year ended December 31, 2005).

3.5 By-Laws (incorporated by reference to Exhibit 3 to the Company’s Current Report on Form 8-K filed on
November 6, 2007).

4.1 Reference is made to Exhibits 3.1 through 3.5.

42 Common Stock Specimen Certificate (incorporated by reference to Exhibit 4.2 to the Company’s Annual Report
on Form 10-K for the fiscal year ended December 31, 2002).

473 Indenture, dated as of July 6, 2005, by and among Psychiatric Solutions, Inc., the Guarantors named therein and
Wachovia Bank, National Association, as Trustee (incorporated by reference to Exhibit 4.1 to the Company's
Current Report on Form 8-K, filed on July 8, 2005).

44 Form of Notes (included in Exhibit 4.3).

4.5 Thirty-Fifth Supplemental Indenture, dated as of May 21, 2007, by and among Psychiatric Solutions, Inc., the
Guarantors named therein and U.S. Bank National Association, as Trustee (incorporated by reference to Exhibit 4
to the Company’s Current Report on Form 8-K, filed on May 22, 2007).

4.6 Purchase Agreement, dated as of May 24, 2007, among Psychiatric Solutions, Inc., the subsidiaries named as
guarantors thereto, and Citigroup Global Markets Inc. and Merrill Lynch, Pierce, Fenner & Smith Incorporated, as
represcntatives of the initial purchasers named therein (incorporated by reference to Exhibit 4.1 to the Company’s
Current Report on Form 8-K, filed on May 23, 2007).

4.7 Seventeenth Supplemental Indenture, dated as of May 31, 2007, among Psychiatric Selutions, Inc., the subsidiaries
of Psychiatric Solutions, Inc. party thereto as guarantors and U.S. Bank National Association, as Trustee
(incorporated by reference to Exhibit 4.1 to the Company’s Current Report on Form 8-K, filed on June 1,2007).

48 Exchange and Registration Rights Agreement, datcd as of May 31, 2007, among Psychiatric Solutions, Inc., the
subsidiaries of Psychiatric Solutions, Inc. party thereto as guarantors, and Citigroup Global Markets Inc., Merrill,
Lynch, Pierce, Fenner & Smith incorporated, Banc of America Securities LLC, and J.P. Morgan Securities Inc.
(incorporated by refercnce to Exhibit 4.3 to the Company’s Current Report on Form 8-K, filed June on 1, 2007).

10.11 Employment Agreement, dated as of May 10, 2007, between Joey A. Jacobs and Psychiatric Solutions, Inc.
(incorporated by reference to Exhibit 10 to the Company's Current Report on Form 8-K, filed on May 15, 2007).

10.2¢ Form of Indemnification Agreement executed by each director of Psychiatric Solutions, Inc. and Psychiatric
Solutions, Inc. (incorporated by reference to Exhibit 10.4 to the Company’s Annuai Report on Form 10-K for the
fiscal year ended December 31, 2004).

10.3 ISDA Master Agreement, dated as of November 29, 2007, between Merrill Lynch Capital Services, Inc. and
Psychiatric Solutions, Inc. (incorporated by refcrence to Exhibit 10.3 to the Company’s Quarterly Report on
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Exhibit
Number

10.4

10.5

10.6

10.7

10.8%

10.9t

10.10%

0.1t

10.12%

10.13%

10.14%

10.15%

10.16%

10.17%

Description
Second Amended and Restated Credit Agreement, dated as of July 1, 2005, by and among Psychiatric Selutions,
Inc., the subsidiaries named as guarantors thereto, Citicorp North America, Inc., as term loan facility
administrative agent, co-syndication agent and documentation agent, Bank of America, N.A., as revolving loan
facility administrative agent, collateral agent swing line lender and co-syndication agent, and the various other
agents and lenders party thereto. {incorporated by reference to Exhibit 10.1 to the Company’s Current Report on
Form 8-K, filed on July 8, 2005).

Amendment No. 1 to Psychiatric Solutions, Inc.’s Second Amended and Restated Credit Agreement, dated as of
December 1, 2006, by and between Psychiatric Solutions, Inc., BHC Holdings, Inc., Premier Behavioral Solutions,
Inc., Alternative Behavioral Services, Inc., the subsidiaries of Psychiatric Solutions, Inc. party thereto as
guarantors, Citicorp North America, Inc., as Term Loan Facility Administrative Agent, Bank of America, N.A., as
Revolving Credit Facility Administrative Agent, Citigroup Global Markets Inc. and Banc of America Securities
LLC, as the Arrangers (incorporated by reference to Exhibit 10 to the Company's Current Report on Form 8-K,
filed on December 7, 2006).

Amendment No. 2 to Second Amended and Restated Credit Agreement, dated as of December 1, 2006, by and
among Psychiatric Solutions, Inc., BHC Holdings, Inc., Premier Behavioral Solutions, Inc., Alternative Behavioral
Services, Inc., Horizon Health Corporation, ABS LINCS PR, Inc., First Hospital Panamericano, Inc., FHCHS of
Puerto Rico, Inc., First Corrections — Puerto-Rico, Inc., the subsidiaries of Psychiatric Solutions, Inc. party
thercto as guarantors, Citicorp North America, Inc., as term loan facility administrative agent, Bank of America,
N.A., as revolving credit facility administrative agent, Citigroup Global Markets Inc. and Merrill, Lynch, Pierce,
Fenner & Smith Incorporated, as joint lead arrangers and joint book-running managers (incorporated by reference
to Exhibit 10.1 to the Company’s Current Report on Form §-K, filed on June 1, 2007,

Psychiatric Solutions, Inc. 2008 Long Term Equity Compensation Plan (incorporated by reference to Exhibit 10.2
to the Company’s Current Report on Form 8-K, filed February 27, 2008).

Amended and Restated Psychiatric Solutions, Inc, Equity Incentive Plan, as amended by an Amendment adopted
on May 4, 2004 (incorporated by reference to Appendix A to the Company’s Definitive Proxy Statement, filed on
April 9, 2004),

Second Amendment to the Psychiatric Solutions, Inc. Equity Incentive Plan (incorporated by reference to
Appendix A to the Company’s Definitive Proxy Statement, filed on April 22, 2005).

Third Amendment to the Psychiatric Solutions, Inc. Equity Incentive Plan (incorporated by reference to
Appendix B of the Company’s Definitive Proxy Statement, filed on April 21, 2006).

Fourth Amendment to the Psychiatric Solutions, Inc. Equity Incentive Plan (incorporated by reference to
Appendix A to the Company’s Definitive Proxy Statement, filed on April 10, 2008).

Psychiatric Solutions, Inc. Executive Performance Incentive Plan (incorporated by reference to Appendix A of the
Company’s Definitive Proxy Statement, filed on April 21, 2006).

Form of Nonstatutory Stock Option Agrcement under the 1997 Plan (incorporated by reference to Exhibit 10.3 to
the Company’s Quarterly Report on Form 10-Q for the quarter ended March 31, 2007).

Form of Restricted Stock Agreement (incorporated by reference to Exhibit 10.3 to the Company’s Quarterly
Report on Form 10-Q for the quarter ended March 31, 2006).

Amended and Restated Psychiatric Solutions, Inc. Outside Directors’ Non-Qualified Stock Option Plan
(incorporated by reference to Appendix C to the Company’s Definitive Proxy Statement, filed on April 14, 2003).

Amendment to the Amended and Restated Psychiatric Solutions, Inc. Outside Directors” Stock Option Plan
(incorporated by reference to Appendix B to the Company's Definitive Proxy Statement, filed on April 22, 2005).

Form of Qutside Directors’ Non-Qualified Stock Option Agreement (incorporated by reference to Exhibit 10.5 to
the Company’s Annual Report on Form 10-K for the year ended April 30, 1997),
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Number

10.18t

10.19%

10.201

1021+

211

231

31.1*

31.2*

32.1*

. Description
2008 Executive Officer Compensation (incorporated by reference to the Company’s Current Report on Form 8-K,
filed on October 29, 2007).

Psychiatric Solutions, Inc. 2008 Cash Bonus Plans {incorporated by reference to Exhibit 10.1 to the Company's
Current Rcport on Form 8-K, filed on February 27, 2008).

Summary of Director Compensation (incorporated by reference to Exhibit 10.22 to the Company’s Annual Report
on Form 10-K for the year ended December 31, 2006).

Outside Director Retainer Increase (incorporated by reference to the Company’s Currcnt Report on Form 8-K,
filed on October 20, 2008).

List of Subsidiaries.
Consent of Ernst & Young LLP, Independent Registered Public Accounting Firm.

Certification of the Chief Executive Officer of Psychiatric Sclutions, Inc. Pursuant to Rule 13a-14(a) of the
Securities Exchange Act of 1934, as amended, as Adopted Pursuant to Section 302 of the Sarbanes-Oxley Act of

2002,

Certification of the Chief Accounting Officer of Psychiatric Solutions, Inc. Pursuant to Rule 13a-14(a) of the
Securities Exchange Act of 1934, as amended, as Adopted Pursuant to Section 302 of the Sarbanes-Oxley Act of

2002.

Certifications of the Chief Executive Officer and Chicl Accounting Officer of Psychiatric Solutions, Inc. Pursuant
to Rule 13a-14(b) of the Sccurities Exchange Act of 1934, as amended, and 18 U.S.C. Section 1350, as Adopted
Pursuant to Section 906 of the Sarbanes-Oxley Act of 2002.

*  Filed herewith
t Management contract or compensatory plan or arrangement
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM
The Board of Directors and Stockholders of Psychiatric Solutions, Inc.

We have audited the accompanying consolidated balance sheets of Psychiatric Solutions, Inc. as of December 31, 2008 and
2007, and the related consolidated statements of income, stockholders’ equity, and cash flows for each of the three years in the
period ended December 31, 2008. These financial statements are the responsibility of the Company’s management. Qur
responsibility is to express an opinion on these financial statements based on our audits.

We conducted our audits in accordance with the standards of the Public Company Accounting Oversight Board (United
States). Those standards require that we plan and perform the audit to obtain reasonable assurance about whether the financial
statements are free of material misstatement. An audit includes examining, on a test basis, evidence supporting the amounts
and disclosures in the financial statcments. An audit also includes assessing the accounting principles used and significant
estimates made by management, as well as evaluating the overall financial statement presentation. We believe that our audits
provide a reasonable basis for our opinion.

in our opinion, the financial statements referred to above present fairly, in all material respects, the consolidated financial
position of Psychiatric Solutions, Inc. at December 31, 2008 and 2007, and the consolidated results of its operations and its
cash flows for each of the three years in the period ended December 31, 2008, in conformity with U.S. generally accepted
accounting principles.

As discussed in Note 8 to the consolidated financial statements, the Company adopted FASB Interpretation No. 48,
Accounting for Uncertainty in Income Taxes-An interpretation of FASB Statement No. 109, effective January 1, 2007.

We also have andited, in accordance with the standards of the Public Company Accounting Oversight Board (United States),
Psychiatric Solutions, Inc.’s internal control over financial reporting as of December 31, 2008, based on critcria established in
Internal Control-Integrated Framework issued by the Committee of Sponsoring Organizations of the Treadway Commission
and our report dated February 25, 2009 expressed an ungualified opinion thereon,

/s/ Ernst & Young LLP

Nashville, Tenncssee
February 25, 2009

F-2
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MANAGEMENT’S REPORT ON INTERNAL CONTROL OVER FINANCIAL REPORTING

Our management is responsible for establishing and maintaining adequate internal control over financial reporting, as such
term is defined in Exchange Act Rules 13a-15(f) and 15d-15(f). Under the supervision and with the participation of our
management, including our Chief Executive Officer and Chief Accounting Officer, we conducted an evaluation of the
effectiveness of our internal control over financial reporting as of December 31, 2008 based on the framework in Internal
Control—Integrated Framework issued by the Committee of Sponsoring Organizations of the Treadway Commission {COs).
Based on that evaluation, our management concluded that our internal control over financial reporting was cffective as of
December 31, 2008.

Our accompanying consolidated financial statements have been audited by the independent registered public accounting firm
of Ernst & Young LLP. Reports of the independent registered public accounting firm, including the independent registered
public accounting firm's report on our internal control over financial reporting, are included in this document.

F.3
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

The Board of Directors and Stockholders of Psychiatric Solutions, Inc.

We have audited Psychiatric Solutions, Inc.’s intemal control over financial reporting as of December 31, 2008, based on
criteria established in Internal Control—Integrated Framework issued by the Committce of Sponsoring Organizations of the
Treadway Commission (the COSO criteria). Psychiatric Solutions, Inc.’s management is responsiblc for maintaining effective
internal control over financial reporting, and for its assessment of the effectiveness of internal control over financial reporting
included in the accompanying Management’s Report on Internal Contro! Over Financial Reporting. Our responsibility is to
express an opinion on the Company’s intemal contro] over financial reporting based on our audit.

We conducted our audit in accordance with the standards of the Public Company Accounting Oversight Board (United States).
Those standards require that we plan and perform the audit to obtain reasonable assurance about whether effective internal
control over financial reporting was maintained in all material respects. Our audit included obtaining an understanding of
internal control over financial reporting, assessing the risk that a material weakness exists, testing and evaluating the design
and operating effectiveness of internal control based on the assessed risk, and performing such other procedures as we
considered necessary in the circumstances. We believe that our audit provides a reasonable basis for our opinion.

A company’s internal control over financial reporting is a process designed to provide reasonable assurance regarding the
reliability of financial reporting and the preparation of financial statements for external purposes in accordance with generally
accepted accounting principles. A company’s internal control over financial reporting includes those policies and procedures
that (1) pertain to the maintenance of records that, in reasonable detail, accurately and fairly reflect the transactions and
dispositions of the assets of the company; (2) provide reasonable assurance that transactions are recorded as necessary to
permit preparation of financial statements in accordance with generally accepted accounting principles, and that receipts and
expenditures of the company are being made only in accordance with auvthorizations of management and directors of the
company; and (3} provide reasonable assurance regarding prevention or timely detection of unauthorized acquisition, use, or
disposition of the company’s assets that could have a material effect on the financial statements.

Because of its inherent limitations, internal control over financial reporting may not prevent or detect misstatemnents. Also,
projections of any evaluation of effectiveness to future periods are subject to the risk that controls may become inadequate
because of changes in conditions, or that the degree of compliance with the policies or procedures may deteriorate.

In our opinion, Psychiatric Sclutions, Inc. maintained, in all material respects, effective internal control over financial
reporting as of December 31, 2008, based on the COSO criteria,

We have also audited, in accordance with the standards of the Public Company Accounting Oversight Board (United States),
the consolidated balance sheets of Psychiatric Solutions, Inc. as of December 31, 2008 and 2007 and the related consolidated
staiements of income, stockholders’ equity and cash flows for each of the three years in the period ended December 31, 2008
of Psychiatric Solutions, Inc. and our report dated February 25, 2009 expressed an unqualified opinion thereon.

/s/ Ernst & Young LLP

Nashville, Tennessee
February 25, 2009
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PSYCHIATRIC SOLUTIONS, INC.
CONSOLIDATED BALANCE SHEETS
(in thousands)

December 31,
2008 2007
ASSETS
~urrent assets:
"Cash and cash equivalents $ 51,271 § 39970
Accounts receivable, less allowance for doubtful accounts of $48,882 and $35,398,
respectively 248,236 230,600
Prepaids and other 101,363 68,235
lotal current assets 400,870 338,805
>roperty and equipment:
Land 176,933 153,550
Buildings 673,071 540,081
Equipment 98,503 74,921
Less accumulated depreciation (112,284) (76,417)
836,223 692,135
Zost in excess of net assets acquired 1,201,492 1,071,275
Dther assets 66,175 75,889
lotal assets $2,504,760  $2,178,104
LIABILITIES AND STOCKHOLDERS’ EQUITY
Current liabilities:
Accounts payable § 35401 % 3099
Salaries and benefits payable 85,813 82,101
Other accrued liabilities 76,542 61,861
Current portion of long-term debt 34,414 6,016
[otal current liabilities 232,170 180,974
~ong-term debt, less current portion 1,280,006 1,166,008
Jeferred tax liability 69,471 49,131
Dther liabilities 28,271 23,090
['otal liabilities ’ 1,609,918 1,419,203
Minority interest 4,957 4,159
stockholders® equity:
Common stock, $0.01 par value, 125,000 shares authorized; 55,934 and 55,107 issued and
outstanding, respectively 359 551
Additional paid-in capital 608,341 574,943
Accumulated other comprehensive loss (3,695) (479)
Retained earnings 284,680 179,727
Fotal stockholders’ equity 889 885 754,742
lotal liabilities and stockholders’ equity $2,504,760 52,178,104

See accompanying notes.
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PSYCHIATRIC SOLUTIONS, INC.
CONSOQLIDATED STATEMENTS OF INCOME
{in thousands, except for per share amounts)

Year Ended December 31,

2008 2007 2006

Revenuc $1,765,977  $1,460,679  $1,004,422
3alaries, wages and employee benefits (including share-based compensation of

$19,913, $16,104 and $12,535 for the years ended December 31, 2008, 2007

and 2006, respectively) 971,284 812,505 567,762
*rofessional fees 179,307 144,895 94 907
supplies 95,088 80,170 57,207
entals and leases 23,181 20,404 12,801
Jther operating expenses 169,562 136,912 03,652
3rovision for doubtful accounts 34,606 27,482 19,437
Depreciation and amortization 40,309 30,756 20,333
nterest expense 78,648 74,978 40,303
oss on refinancing long-term debt —= 8,179 —

1,591,985 1,336,281 906,402

‘ncome from continuing operations before income taxes 173,992 124,398 98,020
3rovision for income taxes 66,117 47.034 37,011
ncome from continuing operations 107,875 77.364 61,009
_oss from discontinued operations, net of income tax benefit of $131, $127 and

$228 for 2008, 2007 and 2006, respectively (2,922) (1,156} (377)
Net income $ 104953 § 76208 § 60,632
3asic earnings per share:

Income from continuing operations $ 194 % 142§ 1.15

Loss from discontinued operations, net of taxes {0.05) (0.02) —

Net income 5 189 8 140 3 1.15
Diluted earnings per share:

Income from continuing operations $ 192 % 139 % 1.13

Loss from discontinued operations, net of taxes (0.05) (0.02) (0.01)

Net income $ 187 3 137 & 1.12
shares used in computing per share amounts:

Basic 55,408 54,258 52,953

Diluted 56,267 55,447 54,169

See accompanying notes.
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PSYCHIATRIC SOLUTIONS, INC.
CONSOLIDATED STATEMENTS OF STOCKHOLDERS’ EQUITY
(in thousands)
Accumulnted
Additional Other
Common Stock Paid-In Comprehensive Retained
Shares Amount Capital Loss Earnings Totsl
3alance at December 31, 2005 52,430 $ 524 $465,768 $ -_ $ 43,420 $539,712
Share-based compensation — — 12,535 — — 12,535
Common stock issued in
acquisition 130 | 4,276 — — 4,277
Exercise of stock options and
grant of restricted stock, net
of issuanece costs 861 9 6,260 — — 6,269
Income tax benefit of stock
option exercises — — 4354 — — 4,354
Net income — — — — 60,632 60,632
3alance at December 31, 2006 53,421 534 523,193 — 104,052 627,779
Comprehensive income:
Net income — — — — 76,208 76,208
Change in fair value of
intcrest rate swap, net of tax
benefit of $308 — — — 479 — (479
Total comprehensive income 75,728
Share-based compensation — — 16,104 — — 16,104
Common stock issued in
acquisition 243 2 8,998 — —_ 9,000
Exercise of stock options and
grants of restricted stock, net
of issuance costs 1,443 15 17,220 — — 17,235
Cumulative adjustment for
adoption of FIN 48 — — — — (533) (533)
Income tax benefit of stock
option exercises - — 9,428 — — 9,428
3alance at December 31, 2007 55,107 551 574,943 479 179,727 754,742
Comprehensive income:
Net income — — — — 104,953 104,953
Change in fair value of
interest rate swap, net of tax
benefit of $2,154 — — —_ (3,216) — (3,216)
Total comprehensive income 101,737
Share-based compensation — — 19,913 — ¢ — 19,913
Common stock issued in )
acquisition 27 —_ 1,000 — —_ 1,000
Exercisc of stock options and
grants of restricted stock, net
of issuance costs 800 8 9,433 — — 9.441
Income tax benefit of stock
option exercises — — 3,052 — — 3,052
3alance at December 31, 2008 55,934 § 559 $608.,341 $ {3,695) $284,680 $889,885

See accompanying notes.
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PSYCHIATRIC SOLUTIONS, INC.
CONSOLIDATED STATEMENTS OF CASH FLOWS
{in thousands)

Year Ended December 31,
2008 10067 2006

Jperating activities:
Net income $ 104,953 $ 76,208 $ 60,632

adjustments to reconcile net income to net cash provided by continuing
operating activities:

Depreciation and amortization 40,309 30,756 20,333
Amortization of lean costs and bond premium 2,213 2,151 1,672
Share-based compensation 19,913 16,104 12,535
Loss on refinancing long-term debt — 8,179 —
Change in income tax assets and liabilities (5,034) 8,639 35,322
Loss from discontinued operations, net of taxes 2,922 1,156 377
Changes in operating assets and liabilities, net of effect of acquisitions:
Accounts receivable (16,756) (13,387) {8.475)
Prepaids and other current assets {4,175) 6,093 {10,294)
Accounts payable 2,388 (7.517) 227
Salaries and benefits payable 1,723 2,351 5,294
Accrued liabilities and other liabilities {5,806) (6,346) 5,259
Net cash provided by continuing operating activities 142,550 124,387 122,582
Vet cash (used in) provided by discontinued operating activities (807) 1,134 971
Net cash provided by operating activities 141,783 125,521 123,853
[nvesting activities:
Zash paid for acquisitions, net of cash acquired {166,156) (462,820) (385,078)
Zapital purchases of leasehold improvements, equipment and software {123,985) (73,222) {33,816)
Other assets {1.318) (2,451) (594)
et cash used in continuing investing activities (291,459) {538,493) (419,488)
Net cash provided by discontinued investing activities 5,244 1,909 —
et cash used in investing activities {286,215) {536,584) {419,488)
{Continued)
F-8
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PSYCHIATRIC SOLUTIONS, INC.
CONSOLIDATED STATEMENTS OF CASH FLOWS
(in thousands)

Yenr Ended December 31,

2008 2007 2006

Financing activities:
Net increase (decrease) in revolving credit facility, less acquisitions $149,333 $(21,000) $101,000
Jorrowings on long-term debt — 481,875 150,000
rincipal payments on long-term debt {6,067) (41,281) (463)
2ayment of loan and issuance costs (59) (6,661} (1,576)
Refinancing of long-term debt — (7,127) —
Zxcess tax benefit from share based payment arrangements 3,052 9428 4354
3roceeds from exercises of commeoen stock options 9,474 12,279 6,309
Net cash provided by financing activities 155,733 432,513 259,622
et increase (decrease) in cash 11,301 21,450 (36,013)
Zash and cash equivalents at beginning of the year 39,970 18,520 54,533
~ash and cash equivalents at end of the year $ 51,271 $ 32970 $ 18,520
supplemental Cash Flow Information:

Interest paid $ 82,704 $ 62,864 $ 40,177

Income taxes paid (refunded) $ 68,15] $ 25,924 $ (2,656)
Effect of Acquisitions:

Assets acquired, net of cash acquired $172,875 $318,348 $432,533

Liabilities assumed (5.719) (37,826) (32,819)

Common stock issued (1,000) (9,000) (4,277)

Long-term debt assumed — (8,702) (10,359)

Cash paid for acquisitions, net of cash acquired $166,156 $462,820 $385,078

See accompanying notes.
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PSYCHIATRIC SOLUTIONS, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
December 31, 2008

1. Summary of Significant Accounting Policies
Description of Business

Psychiatric Solutions, Inc. was incorporated in 1988 as a Delaware corporation and has its corporate office in Franklin,
Tennessee. Psychiatric Solutions, Inc. and its subsidiaries (“we,” (“us” or “our”) are a leading provider of inpatient behavioral
health care services in the United States. Through our owned and leased facilities, we operated 94 owned or leased inpatient
behavioral health care facilities with approximately 10,000 beds in 31 states, Puerto Rico and the U.S. Virgin Islands at
December 31, 2008. Our other behavioral health care business primarily consists of our contract management and employee
assistance program (“EAP”) businesses. Our contract management business involves the development, organization and
management of behavioral health care and rehabilitation programs within medical/surgical hospitals. Our EAP business
contracts with employers to assist employecs and their dependents with resolution of behavioral conditions or other personal
concerms.

Recent Developments

Effective March 1, 2008, we completed the acquisition of five inpatient behavioral heaith care facilities from United Medical
Corporation (“UMC™), which are located in Florida and Kentucky and include approximately 400 beds. During the second
quarter of 2008, we opened Lincoln Prairie Behavioral Health Center, a 120-bed inpatient facility in Springfield, Illinois.

Basis of Presentation

The accompanying consolidated financial statements have been prepared in accordance with U.S. generally accepted
accounting principles (“GAAP™). The preparation of financial statements in conformity with U.S. generally accepted
accounting principles requires management to make estimates and assumptions that affect the amounts reported in the
consolidated financial statements and accompanying notes. Aetual results could differ from those estimates. The majority of
our cxpenses are “cost of revenue” items. Costs that could be classified as gencral and administrative expenses at our corporate
office, excluding share-based compensation expense, were approximately 2.6% of net revenue for the year ended

December 31, 2008.

The consolidated financial statements include all wholly-owned subsidiaries and entities controlled by Psychiatric Solutions,
Inc. The consolidated financial statements include one inpatient behavioral health care facility in which we own a controlling
interest and account for the ownership interest of the non-controlling partner as minority interest. All significant intercompany
balances and transactions are eliminated in consolidation.

Cash and Cash Equivalents

Cash consists of demand deposits held at financial institutions. We place our cash in financial institutions that are federally
insured. At December 31, 2008, the majority of our cash is deposited with two financiat institutions. Cash equivalents are
short-term investments with original maturities of three months or less.

Accounts Receivable

Accounts receivable vary according to the type of service being provided. Accounts receivable for our owned and leased
facilities segment is comprised of patient service revenue and is recorded net of allowances for contractual discounts and
estimated doubtful accounts. Such amounts are owed by various governmental agencies, insurance companies and private
patients. Medicare comprised approximately 9% and 11% of net patient receivables for our owned and leased facilities at
December 31, 2008 and 2007, respectively. Medicaid comprised approximately 26% and 28% of net patient receivables for
our owned and leased facilities at December 31, 2008 and 2007, respectively. Concentration of credit risk from other payors is
reduced by the large number of patients and payors.

Accounts receivable for our management contracts and EAP services is comprised of contractually determined fees for
services rendered. Such amounts are recorded net of estimated allowances for doubtful accounts. Concentration of credit risk is
reduced by the large number of customers.

Allowance for Doubtfuf Accounts

OQur ability to collect outstanding patient receivables from third party payors is critical to our operating performance and cash
flows.

The primary collection risk with regard to patient receivables is uninsured patient
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UNITED STATES SECURITIES AND EXCHANGE COMMISSION
WASHINGTON, D.C. 20549

° FORM 10-K

(Mark One)

%] Annual report pursuant to Section 13 or 15(d) of the Securities Exchange Act of 1934
for the fiscal year ended December 31, 2009 or

(I Transition report pursuant to Section 13 or 15(d) of the Securities Exchange Act of

1934
for the transition period from to

Commission file number 0-20488

Psychiatric Solutions, Inc.

(Exact Name of Registrant as Specified in lts Charter)

Delaware 23-2491707
{State or Other Jurisdiction of Incorporation or (LR.S. Employer Identification No.)
Organization)

6648 Carothers Parkway, Suite 500
Franklin, TN 37067
{(Address of Principal Executive Offices, Including Zip Code)

(615) 312-5700
(Registrant’s Telephone Number, Including Area Code)

Securities registered pursuant to Section 12{b} of the Act:

Title Of Each Class Name of Each Exchange On Which Registered
Common Stock, $.01 par value NASDAQ Global Select Market

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

Indicate by check mark if the registrant is a well-known seasoned issuer, as defined in Rule 405 of the Securities Act. &
Yes [ONo

Indicate by check mark if the registrant is not required to file reports pursuant to Section 13 or Section 15(d) of the Act. O
Yes MNo

Note — Checking the box above will not relieve any registrant required to file reports pursuant to Section 13 or Section 15
(d) of the Exchange Act from their obligations under those Sections.

Indicate by check mark whether the registrant (1) has filed all reports required to be filed hy 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. &1 Yes [l No

Indicated by check mark whether the registrant has submitted electronically and posted on its corporate Web site, if any,
every Interactive Data File required-to be submitted and posted pursuant to Rule 405 of Regulation S-T during the preceding
12 months (or for such shorter period that the registrant was required to submit and post such files). Oves [ONo

Indicate by check mark if disctosure of delinquent filers pursuant to Item 405 of Regulation §-K is not contained herein,
and will not be contained, to the best of registrant’s knowledge, in definitive proxy or information statements incorporated by
reference in Part 111 of this Form 10-K or any amendment to this Form 10-K. [J
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Indicate by check mark whether the registrant is a large accelerated filer, an accclerated filer, a non-accelerated filer or a
smaller reporting company. See the definitions of “large accclerated filer,” “accelerated filer” and “smaller reporting
company” in Rulc 12b-2 of the Exchange Act. (Check one):

Large accelerated filer 1 Accelerated filer O Non-accelerated filer O Smaller Reporting Company O
(Do not check if a smaller reporting company)

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

As of June 30, 2009, the aggregate market value of the shares of common stock of the registrant held by non-affiliates of
the registrant was approximately $1.0 bitlion. For purposes of calculating such aggregate market value, shares owned by
directors, executive officers and 5% beneficial owners of the registrant have been excluded.

As of February 22, 2010, 56,263,260 shares of the registrant’s common stock were outstanding.

DOCUMENTS INCORPORATED BY REFERENCE

Portions of the registrant’s definitive proxy statement for its 2010 annual meeting of stockholders to be held on May 18,
2010 are incorporated by reference into Part 111 of this Form 10-K.
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PART 1

Unless the context otherwise requires, all references in this Annual Report on Form 10-K to “Psychiatric Solutions,” "the
Company,” “we,” “us” or “our" mean Psychiatric Solutions, Inc. and its consolidated subsidiaries.

Item 1. Business

Overview

We are a leading provider of inpatient behavioral health care services in the United States. We operate 94 inpatient
behavioral health care facilities with approximately 11,000 beds in 32 states, Puerto Rico, and the U.S. Virgin Islands. In 2009,
we opened Rolling Hills Hospital, an 80-bed inpatient facility in Franklin, Tennessee, acquired a 131-bed inpatient behavioral
health care facility located in Fargo, North Dakota, acquired a 90-bed inpatient behavioral health care facility Jocated in
Panama City, Florida, and sold our employee assistance program (“EAP™) business for approximately $68.5 million, net of
fees and expenses. We generated revenue of approximately $1.8 billion and $1.7 billion for the years ended December 31,
2009 and 2008, respectively. We believe that our primary focus on the provision of inpatient behavioral health care services
allows us to operate more efficiently and provide higher quality care than our competitors.

Qur inpatient behavioral health care facilities accounted for 93.0% of our revenue for the year ended December 31, 2009.
These inpatient facilities offer a wide range of inpatient behavioral health care services for children, adolescents and adults.
We offer these services through a combination of acule inpatient behavioral facilities and residential treatment centers
(“RTCs"). Our acutc inpatient behavioral facilities provide the most intensive level of care, including 24-hour skilled nursing
observation and care, daily interventions and oversight by a psychiatrist and intensive, highly coordinated treatment by a
physician-led team of mental health professionals. Our RTCs offer longer term treatment programs primarily for children and
adolescents with chronic behavioral health problems. Our RTCs provide physician-led, multi-disciplinary treatments that
addrcss the overall medical, psychiatric, social and academic needs of the patients.

Other behaviora! health care services accounted for 7.0% of our revenue for the year ended December 31, 2009. This
portion of our business primarily consists of our contract management business and a managed care plan in Puerto Rico. Our
contract management business involves the development, organization and management of behavioral health and rehabilitation
programs within medical/surgical hospitals.

Psychiatric Solutions was incorporated in the State of Delaware in 1988. Our principal executive offices are located at 6640
Carothers Parkway, Suite 500, Franklin, Tennessee 37067. Our telephone number is (615) 312-5700. Information about
Psychiatric Solutions and our filings with the Securities and Exchange Commission can be found at our website at
www. pyysolutions. com.

Qur Industry

According to the National Association of Psychiatric Health Systems’ 2008 Annual Survey, an estimated 26.2% of
Americans ages 18 and older, or slightly morc than onc in four adults, suffer from a diagnosablc mental disorder in a given
year, and about 6%, or about one in seventeen, suffer from a serious mental illness.

The behavioral health care industry is highly fragmented with only a few large national providers. During the 1990s, the
behavioral health care industry experienced a significant contraction following a long period of growth. The reduction was
largely driven by third-party payors who decreased reimbursement, implemented more stringent admission criteria and
decreased the authorized length of stay. We believe this reduced eapacity has resulted in an underserved patient population.

Reduced capacity, mental health parity legislation, and increased demand for behavioral health care services have resulted
in favorable industry fundamentals over the last several years. Behavioral health care providers have enjoyed increased
reimbursement rates and admissions and stabilized lengths of stay. According to the National Association of Psychiatric
Health Systems, inpatient admissions increased approximately 3.5% from 2006 to 2007, and total inpatient days of care
increased 3.2% from 2006 to 2007. In order to meet strong demand, facilities have been adding beds resulting in a 2% increase
in licensed beds within existing facilities from 2006 to 2007. Following a rapid decrease during the early 1990s, inpatient
average length of stay stabilized between 9 and 11 days from 1997 to 2007. The inpatient average length of stay was 9.7 days
and 9.6 days in 2007 and 2006, respectively. The average inpatient net revenuc per day in 2007 was $616 for facilitics with
less than fifty beds, $685 for facilities with between fifty and one hundred beds and 8615 for facilities with more than one
hundred beds. The average residential net revenue per day in 2007 was $346 for facilities with less than fifty beds, $420 for
facilities with between fifty and one hundred beds and $358 for facilities with more than one hundred beds. Total patient days
of care decreased 3.3% from 2006 to 2007 for RTC facilities, while average length of stay increased 2.4% to 168 days in 2007
from 164 days in 2006.

Our Competitive Strengths
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We believe the following competitive strengths contribute to our strong market share in each of our markets and will enable
us to continue to successfully grow our business and increase our profitability:

3
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« Singular focus on behavioral health care — We focus primarily on the provision of inpatient behavioral health care
services. We believe this atlows us to operate more efficiently and provide higher quality care than our competitors. In
addition, we believe our focus and reputation have helped us to develop important relationships and extensive referral
networks within our markets and to attract and retain qualified behavioral health care professionals.

+ Sirong and susiainable market position — Our inpatient facilities have an established presence in each of our markets,
and many of our owned and leased inpatient facilities have the leading market share in their respective service areas. We
believe that the relationships and referral networks we have established wilt further enhance our presence within our
markets. In addition, many of the states in which we operate require a certificate of need to open a behavioral health care
facility, which may be difficult to obtain and may further preclude new market participants.

» Demonstrated ability to identify and integrate acquisitions — We attribute part of our success in integrating acquired
inpaticnt facilitics to our due diligence review of these facilities prior to completing the acquisitions as well as our
ability to retain key employees at the acquired facilities. We empioy a disciplined acquisition strategy that is based on
defined criteria including quality of service, return on invested capital and strategic benefits. We also have a
comprehensive post-acquisition strategic plan to facilitatc the integration of acquired facilities that includes improving
facility operations, retaining and recruiting psychiatrists and expanding thc breadth of services offercd by the facilities.

+ Diversified payor mix and revenue base — As we have grown our business, we have focused on diversifying our
sources of revenue. For the year ended December 31, 2009, we received 28.7% of our revenue from Medicaid, 13.5%
from Medicare, 37.5% from HMO/PPO, commerciat and private payors, 14.9% from various state agencies and 5.4%
from other payors. We receive Medicaid payments from more than 30 states. Substantially all of our Medicaid payments
relate to the carc of children and adolescents. We believe that children and adolescents are a patient class that is less
susceptible to reductions in reimbursement rates. For the year ended December 31, 2009, no single inpatient facility
represented more than 2.2% of our revenue.

= Experienced management team — Qur senior management team has extensive experience in the health care industry.
Joey A. Jacobs, our Chairman, President and Chief Exccutive Officer, has over 30 years of experience in various
capacities in the health care industry. Our senior management operates as a cohesive, complementary group and has
extensive operating knowledge of our industry and understanding of the regulatory environment in which we opetate.
Qur senior managers employ conservative fiscal policies and have a successful track record in both operating our core
business and integrating acquired assets.

 Consistent free cash flow and minimal maintenance capital requirements — We gencratc consistent free cash flow by
profitably opcrating our business, actively managing our working capital and having low maintenance capital
expenditure requirements. As the behavioral health care business does not require the procurement and replacement of
expensive medical equipment, our maintenance capital expenditure requirements are less than that of other facility-
based health care providers. Historically, our maintenance capital expenditures have amounted to approximately 2% to
3% of our revenue. In addition, our accounts receivable management is less complex than medical/surgical hospital
providers because there are fewer billing codes for inpatient behavioral health care services.

Our Growth Strategy

We have experienced significant growth in our operations as measured by the number of our facilities, admissions, patient
days, revenue and net income. We intend to continue growing our business and increasing our profitability by improving the
performance of our inpaticnt facilitics and through strategic acquisitions. The principal elements of our growth strategy are to:

»  Continue to Drive Same-Facility Growth — We increased our same-facility revenue by approximately 5.3% for the
vear ended December 31, 2009 compared to the vear ended December 31, 2008. Same-facility revenue also increased
by approximately 8.4%, 6.9%, and 9.0% for the years ended December 31, 2008, 2007, and 2006, respectively,
compared to the immediately preceding years. Same-facility revenue refers to the comparison of the inpatient facilitics
we owned during a prior period with the comparable period in the subsequent period, adjusted for closures and
combinations for comparability purposes. We intend to continue to increase our same-facility revenue by increasing
our admissions and paticnt days and obtaining annual reimbursement rate increases. We plan to accomplish these goals

by:
* continuing to provide high quality service;
+ expanding bed capacity at our facilities to meet demand;

= cxpanding our services and developing new services 10 take advantage of increased demand in select markets
where we operatc;

» building and expanding relationships that enhance our presence in local and regional markets; and
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« developing formal marketing initiatives and expanding referral networks.

+  Grow Through Strategic Acquisitions — Our industry is highly fragmented and we plan to selectively pursue the
acquisition of additional inpatient behavioral health care facilities. There are approximately 500 freestanding acute and
residential treatment facilities in the United States and the top two providers operate approximately one-third of these
facilities. We believe there are a number of acquisition candidates available at attractive valuations. We believe our
focus on inpatient behavioral health care provides us with a strategic advantage when assessing a potential acquisition.
We employ a disciplined acquisition strategy that is based on defined criteria, including quality of service, return on
invested capital and strategic benefits,

»  Enhance Operating Efficiencies — Our management team has extensive experience in the operation of multi-facility
health care services companies. We intend to focus on improving our profitability by maintaining appropriate staffing
ratios, controlling contract labor costs and reducing supply costs through group purchasing. We believe that our focus
on cificient operations increases our profitability and will attract qualified behavioral health care professionals and
patients,

Services
Inpatient Behavioral Health Care Facilities

We operate 86 owned and 8 leased inpatient behavioral health care facilitics. These facilities offer a wide range of inpatient
behavioral health care services for children, adolescents and adults, Qur inpatient facilities work closely with mental health
professionals, including: licensed professional counselors, therapists and social workers; psychiatrists; non-psychiatric
physicians; emergency rooms; school systems; insurance and managed care organizations; company-sponscred EAPs; and law
cnforcement and community agencies that interact with individuals who may need treatment for mental iliness or substance
abuse. During the year ended December 31, 2009, our inpatient behavioral health care facilities produced approximately
93.0% of our revenue.

Through the diversity of programming and levels of care available, a patient can receive a seamless treatment experience
from acute care to residential long-term care to group home living to outpatient treatment. This seamless system provides the
continuity of care needed to step the patient down and allow the patient to develop and use successful coping skills and
treatment interventions to sustain long-term treatment success. Treatment modalities include comprehensive assessment,
multi-diseiplinary treatment planning including the patient and family, group, individual and family therapy services, medical
and denta) services, educational services, recreational services and discharge planning services. Specialized interventions such
as skills training include basie daily living skills, social skills, work/school adaptation skills and symptom management skills.
Collateral consultations are provided to signifieant others such as family members, teachers, employers and other professionals
when needed to help the patient successfuily reintegrate back into his or her world. Disorders treated and services offered at
our inpatient facilities include:

' * bipolar disorder rehabilitation care

+ major depression day treatment

= schizophrenia detoxification

partial hospitalization

attention deficithyperactivity disorder

» impulse disorder therapeutic foster care

oppositional and conduct disorders intensive outpatient

rapid adoption services

developmentally delayed disorders

independent living skills

neurological disorders

vocational training

acute ealing disorders

reactive attachment disorder

» dual diagnosis

chemical dependency

Acute inpatient hospitatization is the most intensive level of care offered and typically involves skilled nursing observation
and care, daily oversight by a psychiatrist, and intensive, highly coordinated treatment by a physician-led team of mental
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health professionals. Every patient admitted to our acute inpatient facilities is assessed by a medical doctor within 24 hours of
admission. Patients with non-complex medical conditions are monitored during their stay by the physician and nursing staff at
the inpatient facility. Patients with more complex medical needs are referred to more appropriate facilities for diagnosis and
stabilization prior to treatment. Patients admitted to our acute inpatient facilities also receive comprehensive nursing and
psychological assessments within 24 to 72 hours of admission. Oversight and management of a patient’s medication is
performed by licensed psychiatrists on staff at the facility, and individual, family, and group therapy is performed by licensed
counselors as appropriate to the patient’s assessed needs. Education regarding a patient’s illnesses is also provided by trained
mental health professionals.

Our RTCs provide longer term treatment programs for children and adolescents with long-standing behavioral/mental
health problems. Our RTCs provide twenty-four hour care which includes individualized therapy that usually consists of one-
on-one sessions with a licensed counselor, as well as process and rehabilitation group therapy. Another key component of the
treatment of children and adolescents in our inpatient facilities is family therapy. Participation of the child’s or adolescent’s
immediate family is strongly encouraged in order to increase the chance of success once the resident is discharged.
Medications for residents are managed by
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licensed psychiatrists while they remain at the inpatient facility. Our RTCs also provide academic programs conducted by
certified teachers to child and adolescent residents. These programs are individualized for each resident upon admission. Upon
discharge, academic reports are forwarded to the resident’s school. Specialized programs for children and adolescents in our
RTCs include programs for sexually reactive children, sex offenders, reactive attachment disorders, and children and
adolescents who are developmentally delayed with a behavioral component. Qur RTCs often receive out-of-state refcrrals to
their programs due to the fack of specialized programs for these disorders within a patient’s own state.

Our inpaticnt facilities’ programs are designed to meet the needs of various referral sources to provide services to patients
with multiple issues and specialized needs. We belicve that our success rate with these difficult to treat cases has expanded our
network of referrals. The services provided at each inpatient facility are continually asscssed and monitored through an
ongoing quality improvement program. The purpose of this program is to strive for the highest quality of care possible for
individuals with behavioral health issues, and includes regulat site visits to each inpatient facility in order to assess compliance
with legal and regulatory standards, as well as adherence to our compliance program. Standardized performance measures
based on a national outcomes measurement database comparing our inpatient facilities’ performance with national norms are
also reported and reviewed and corrective steps are taken when necessary.

Other Belravioral Health Care Services

Other behavioral health care services accounted for 7.0% of our revenuc for the year ended December 31, 2009. This
portion of our business primarily consists of our contract management business and a managed care plan in Puerto Rico.

Through our contract management business we develop, organize and manage behavioral health and rehabilitation
programs within third-party general medical/surgical hospitals. Our broad range of services can be customized into individual
programs that meet specific inpatient facility and community requirements. Qur conlract management business is dedicated to
providing high quality programs with integrity, innovation and sufficient flexibility to develop customized individual
programs. We provide our customers with a variety of management options, including clinical and management infrastructure,
personnel recruitment, staff orientation and supervision, corporate consultation and performance improvement plans. Under
the management contracts, the hospital is the actual provider of the mental health services and utilizes its own facilities,
support services, and generally its own nursing staff in connection with the operation of its programs. Our management
contracts generally have an initial term of two to five years and are extended for successive one-year periods unless terminated
by either party.

Seasonality of Services

Due to the large number of children and adolescent patients served, our inpatient behavioral health care facilities typically
experience lower patient volumes and revenue during the summer months, the year-end holidays and other periods when
school is out of session.

Marketing

Our local and regional marketing is Jed by clinical and business development representatives at each of our inpatient
facilitics. These individuals manage relationships among a variety of rcferral sources in their respective communities. Our
national marketing efforts are focused on increasing the census at our RTCs from various state referral sources by developing
relationships and identifying contracting opportunities in their respective territorics.

Com petition

The inpatient behavioral health carc industry is highly fragmented and is subject to continual changes in the method in
which services are provided and the types of companies providing such services. We primarily compete with regional and
local competitors. Some of our competitors are owned by governmentai agencies and supported by tax revenue and others are
owned by nonprofit corporations and may be supported 1o a large extent by endowments and charitable contributions.

In addition, we compete for patients with other providers of mental health care services, including other inpatient
behavioral health care facilities, medical/surgical hospitals, independent psychiatrists and psychologists. We also compete with
hospitals, nursing homes, clinics, physicians’ offices and staffing companies for the services of registered nurses and other
professionals. We attempt to differentiate ourseives from our competition through our singular focus on the provision of
behavioral heatth carc services, our reputation for the quality of our services, recruitment of first rate medical staff and
accessibility to our facilities. In addition, we believe that the active development of our rcferral network and participation in
selected managed care provider panels enable us to successfully compete for patients in need of our services.

Reimbursement .

Our inpatient owned and leased facilities receive payment for services from the federal government, primarily under the
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Medicare program; state governments, primarily under their respective Medicaid programs; private insurers, including
managed care plans; and directly from patients. Most of our inpatient behavioral health facilities are certified as providers of
Medicare and/or Medicaid
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services by the appropriate governmental authorities. The requirements for certification are subjccet to change, and, in order to
remain qualified for such programs, it may be necessary for us to makc changes from time to time in our inpatient facilities,
equipment, personnel and scrvices. If an inpatient facility loses its certification, it will be unable to receivc payment under the
Medicare or Medicaid programs. Although we intcnd to continue participating in such programs, there can be no assurance
that we witl continue to qualify for participation.

Patient service revenue is recorded net of contractual adjustments at the time of billing by our patient accounting systems at
the amount we expect to collect. This amount is calculated automatically by our patient accounting systems based on
contractually determined rates, or amounts reimbursable by Medicare or Medicaid under provisions of cost or prospective
reimbursement formulas, or a combination thereof. Most payments are determined based on negotiated per-diem rates. An
estimate of contractual allowanccs is manually recorded for unbilled services based upon these contractually negotiated rates.

Any co-payments and deductibles due from patients are estimated at the time of admission based on the patient’s insurance
plan, and payment of these amounts is requested prior to discharge. If the payment is not received prior to discharge or
completion of service, collection efforts are made through our normal billing and collection process.

Our consolidated day’s sales outstanding were 49 and 52 for the years ended December 31, 2009 and 2008, respectively.

Medicare

Medicare provides insurance benefits to persons age 65 and over and some disabled persons. The Ccenters for Medicare and
Medicaid Services (“CMS”) implemented a three-year transition period to reimbursement based on an inpatient services
prospective payment system (“PPS”) from reimbursement based on a reasonable cost basis, starting with the cost reporting
periods beginning on or after January 1, 2005. PPS was fuily implemented for cost reporting periods beginning on or afier
January 1, 2008. Inpatient psychiatric facilities received a 2.19% increase in the Medicare prospective base rate beginning
July 1, 2009.

Under CMS regulations, the PPS base per diem is adjusted for specific patient and facility characteristics that increase the
cost of patient care. Payment rates for individual inpatient facilitics are adjusted to reflect geographic differences in wages and
rural providers and teaching facilities receive an increased payment adjustment. Additionally, the base rate is adjusted by
factors that influence the cost of an individual patient’s care, such as each patient’s diagnosis related group, certain other
medical and psychiatric comorbidities (i.e., other coexisting conditions that may complicate treatment) and age. Because the
cost of inpatient behavioral care tends to be greatest at admission and a few days thereafier, the per diem rate is adjusted for
each day to reflect the number of days the patient has been in the facility. Medicare pays this per diem amount, as adjusted,
regardless of whether it is more or less than a hospital’s actual costs. Please see wiww.cms. hhs, gov/inpatiemt PsvehfFacil PPS for
additional information.

Medicare generally deducts from the amount of its payments to hospitals an amount for patient “deductible or coinsurance,”
ot the amount that the patient is cxpeeted to pay. These deductible or coinsurance amounts that are not paid by the patient
result in “bad debis.” Medicare will reimburse 70% of these bad debts to the extent that neither a Medicare patient, a guarantor
or any secondary payor for that patient pays the Medicare coinsurance amount, provided that a reasonable collection effort or
the patient’s indigence is docurncnted.

Recovery Audit Contractors

In 2005, CMS began using recovery audit contractors (“RACs”) to detect Medicare overpayments not identified through
existing claims review mechanisms. The RAC program relies on private auditing firms examining Medicare claims filed by
health care providers. The RAC program began as a demonstration project in three states (New York, California, and Florida),
and was made permanent by the Tax Relief and Health Care Act of 2006. The Act requircd CMS to have RACs in place in all
50 states no later than 2010.

RACs perform post-discharge audits of medical records to identify Medicare overpayments resulting from incorrect
payment amounts, non-covered services, incorrectly coded services, and duplicate services. CMS has given RACs the
authority to look back at claims up to three years old, provided that the claim was paid on or after October 1, 2007. Claims
identified as overpayments will be subject to the Medicare appeals process.

RACs are paid a contingency fee based on the overpayments they identify and collect. Therefore, we antieipate that RACs
will review claims submitted by our facilities in an attempt to identify possible overpaymenis. Although we believe the claims
for reimbursement submitted to the Medicare program are accurate, we cannot predict whether we will be subject to RAC
audits in the future, or if audited, what the result of such audits might be.

Medicaid

Medicaid, a joint federal-state program that is administered by the respective states, provides health care benefits to
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qualifying individuals who are unable to afford medical care. All Medicaid funding is generally conditioned upon financial
appropriations to state Medicaid agencies by the state legislatures. Many states face pressures to control their budgets, which
has led some state
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legislatures to reduce such appropriations.

Some states may adopt health care reform measures that could modify the manner in which all health services are delivered
and reimbursed, especially with respect to Medicaid recipients and other individuals funded by public resources. Most states
have applied for and been granted federal waivers from current Medicaid regulations in order to allow them to serve some or
all of their Medicaid participants through managed care providers. The majority of our Medicaid payments relate to the care of
children and adolescents. We believe that children and adolescents are a patient class that is less susceptible to reductions in
reimbursement rates.

Managed Care and Commercial Insurance Carriers

Our inpatient facilities are also reimbursed for certain behavioral health care services by private payors including health
maintenance organizations (“HMQs”), preferred provider organizations (“PPQOs”), commercial insurance companies,
employers and individual private payors. Our inpatient facilities offer discounts from established charges to certain large group
purchasers of health care services. Generally, patients covered by HMOs, PPOs and other private insurers are responsible for
payment of cerlain co-payments and deductibles.

The Mental Health Parity Act of 1996 (“MHPA"™) was a federal law that required annual or lifetime limits for mental health
benefits be no lower than the dollar limits for medical/surgical benefits offered by a group health plan. MHPA applied to group
health plans or health insurance coverage offered in connection with a group health plan that offered both mental health and
medical/surgical benefits. However it did not require plans to offer mental health benefits. MHPA was scheduled to “sunset”
on December 31, 2003; however, MHPA has been extended several times on a year o year basis, most recently through the
end of 2009. The Mental Health and Addiction Equity Parity Act of 2008 (the “2008 MHPA™) was passed in October of 2008
and will take cfTect for plan years beginning after July 1, 2010. The 2008 MHPA will substantially increase the mental health
benefits protection afforded by MHPA and will expand the coverage of MHPA to include substance abuse treatment. On
February 2, 2010, CMS published interim final rules governing implementation of the 2008 MHPA. Among the changes in the
interim final rules is an expansion of the parity requirements for aggregate lifetime and annual dollar limits to include
protections for substance use disorder benefits. Approximately 45 states have also enacted some form of mental health parity

laws.

Annual Cost Reports

All facilities participating in the Medicare program and some Medicaid programs, whether paid on a reasonable cost basis
or under a PPS, are required to meet certain financial reporting requirements. Federal regulations require submission of annual
cost reports identifying costs associated with the services provided by each facility to Medicare bencficiaries and Medicaid
recipients. Annual cost reports required under Medicare and some Medicaid programs are subject to routine governmental
audits, which may result in adjustments to the amounts ultimately determined to be due to us under those reimbursement
programs for periods prior to full implementation of PPS. These audits often require several years to reach the final
determination of amounts earned under the programs. Nonetheless, once the Medicare fiscal intermediaries have issued a final
Notice of Program Reimbursement (“NPR”) after an audit, any disallowances of claimed costs are due and payable within
30 days of receipt of the NPR. Providers have rights to appeal, and it is common to contest issues raiscd in audits of prior
years’ cost rcports.

Regulation and Other Factors
Licensure, Certification and Accreditation

Health care facilities are required to comply with extensive regulation at the federal, state and local levels. Under these laws
and regulations, health care facilities must meet requirements for state licensure as well as additional qualifications to
participate in government programs, including the Medicare and Medicaid programs. These requirements relate 1o the
adequacy of medical care, equipment, personnel, operating policies and procedures, fire prevention, maintenance of adequate
records, hospital use, rate-setting, and compliance with building codes and environmental protection laws, Facilities are
subjcet to periodic inspection by governmental and other authorities to assure continued compliance with the various standards
necessary for licensing and accreditation.

All of the inpatient facilities operated by us are properly licensed under applicable state laws. Most of the inpatient facilities
operated by us are certified under Medicare and/or Medicaid programs and accredited by The Joint Commission, a functional
prerequisite to participation in the Medicare and Medicaid programs. Should any of our inpatient facilities lose its
accreditation by The Joint Commission, or otherwise lose its certification under the Medicare and/or Medicaid programs, that
inpatient facility may be unable to receive reimbursement from the Medicare and/or Medicaid programs. If a provider for
whom we provide contract management services is excluded from any federal health care program, no services furnished by
that provider would be reimbursed by any federal hcalth care program. If onc of our facilities is excluded from a federal health
care program, that facility would not be eligible for reimbursement by any federal health care program. Additionally, many
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private third-party payers require Joint Commission accreditation and/or Medicare certification in order to contract with a
facility.

We believe that the inpatient facilities we own and operate are in substantial compliance with current applicable federal,
state, local and independent review body regulations and standards. The requirements for licensure, certification and
accreditation are subject to
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change and, in order to remain qualified, it may be necessary for us to affect changes in our inpatient facilities, equipment,
personnel and services, Additionally, certain of the employed and contracted personnel working at our inpatient facilities are
subject to state laws and regulations governing their particular area of professional practice.

Fraud and Abuse Laws

Participation in the Medicare and/or Medicaid programs is heavily regulated by federal law and CMS regulation. Ifa
hospital fails to substantially comply with the numerous federal laws governing that facility’s activitics, the facility’s
participation in the Medicare and/or Medicaid programs may be terminated and/or civit or criminal penalties may be imposed.

The portion of the Social Security Act commonly known as the “Anti-Kickback Statute™ prohibits the payment, receipt,
offer or solicitation of anything of value with the intent of generating referrals or orders for services or items covered by a
federal or statc health care program. Violations of the Anti-Kickback Statute may be punished by criminal or civil penalties,
exclusion from fedcral and state health care programs, imprisonment and damages up to three times the total dollar amount
involved. While evidence of intent is a prerequisite to any finding that the Anti-Kickback Statute has been violated, the statute
has been interpreted broadly by federal regulators and courts to prohibit the payment of anything of value if even one purpose
of the payment is to influence the referral of Medicare or Medicaid business.

The Health Insurance Portability and Accountability Act of 1996 (“HIPAA™) broadened the scope of the fraud and abuse
laws by adding several criminal statutes that are not related to receipt of payments from a federal health care program. HIPAA
created civil penalties for proscribed conduct, including upcoding and billing for medically unnecessary goods or services.
HIPAA established new enforcement mechanisms to combat fraud and abuse. These new mechanisms include a bounty
system, where a portion of any payments recovered is returned to the government agencics, as well as a whistleblower
program. HIPAA also expanded the categories of persons that may be excluded from participation in federal and state health
care programs.

The Office of Inspector General (the “OIG™) of the Department of Health and Human Services (“HHS”) is responsible for
identifying fraud and abuse activities in government programs. In order to fulfill its duties, the OIG performs audits,
investigations and inspections.

The OIG is authorized to publish regulations outlining activities and business relationships that would be deemed not to
violate the Anti-Kickback Statute. These regulations are known as “safc harbor™ provisions. The safe harbor provisions
delincate standards that, if complied with, protect conduct that might otherwise be deemed to violate the Anti-Kickback
Statute. While compliance with the safe harbor provisions effectively insulates a practice from being found in violation of the
Anti-Kickback Statute, the failure of a particular activity to comply with the safe harbor provisions does not mean that the
activity violates the Anti-Kickback Statute. Rathcr, failure to comply with the safe harbor provisions simply denies us the
opportunity to avail ourselves of the affirmative defense of safe harbor compliance. We have a variety of financial
relationships with physicians who refer patients to our owned and Icased facilities, as well as to behavioral health and
rehabilitation programs we manage, including employment contracts, professional service agreements with independent
contractor agreements and medical/clinical director agreements. We use our best efforts to structure each of our arrangements,
especially each of our business rclationships with physicians, to fit as closely as possible within the applicable safe harbors.
We cannot guarantee that these arrangements will not be scrutinized by government authorities or, if scrutinized, that they will
be determined to be in compliance with the Anti-Kickback Statute or other applicable laws. If we violate the Anti-Kickback
Statute, we would be subject to criminal and civil penalties and/or possible exclusion from participating in Medicare, Medicaid
or other governmental health care programs.

We provide unit management scrvices to acute care hospitals. Some of our management agreements provide for fees
payable to us that are not fixed fees, but may vary based on revenue, the level of services rendered or the number of patients
treated in the unit. We belicve that the management fees reflect fair market value for the services rendcred and are not
determined in a manner that takes into account the volume or value of any referrals. These management agreements satisfy
many but not all of the requirements of the Personal Services and Management Contract Safe Harbor, We believe our
management agreements comply with the Anti-Kickback Statute. As discussed above, the preamble to the Safe Harbor
regulations specifically indicates that the failure of a particular business arrangement to comply with a Safe Harbor does not
determine whether the arrangement violates the Anti-Kickback Statute.

The Social Sccurity Act also includes a provision commonly known as the “Stark Law.” This law prohibits physicians from
referring Medicare and Medicaid patients 10 health care entities in which they or any of their immediate family members have
an ownership or other financial interest for the furnishing of any “designated health services™. These types of referrals are
commonly known as “self referrals.” A violation of the Stark Law may result in a denial of payment, require refunds to
paticnts and the Medicare program, civil monetary penalties of up to $15,000 for each violation, civil monetary penalties of up
to $100,000 for circumvention schemes, civil monetary penalties of up to $10,000 for each day that an entity fails to report
required information, exclusion from the Medicare and Medicaid programs and other federal programs, and additionally could
result in penaltics for false claims. There are ownership and compensation arrangement exceptions for many customary

http://www.sec.gov/Archives/edgar/data/829608/000095012310016990/g221936e10vk htm 7/7/2010




elOvk Page 18 of 116

financial arrangements between physicians and facilities, including employment contracts, personal services agrecments,
leases and recruitment agreements. We have structured our financial arrangements with physicians to comply with the
statutory exceptions included in the Stark Law and subsequent regulations. However, future Stark Law regulations may
interpret provisions of this law in a manner different from the manner in which we have interpreted them. We cannot predict
the effect such future regulations will have on us.

http://www.sec.gov/Archives/edgar/data/829608/000095012310016990/g22196e10vk.htm 7/7/2010




elOvk Page 19 0f 116

Table of Contents

Many states in which we operate also have adopted, or are considering adopting, laws similar to the Anti-Kickback Statute
and/or the Stark Law. Some of these state laws, commonly known as “all payor” laws, apply even if the government is not the
payor. These statutes typically provide criminal and civil penalties as remedies. While there is little precedent for the
interpretation or enforcement of these state laws, we have attempted to structure our financial relationships with physicians
and others in accordance with these laws. However, if a state determines that we have violated such a law, we may be subject
to criminal and civil penalties.

Emergency Medical Trearment and Active Labor Act

The Emergency Medical Treatment and Active Labor Act (“EMTALA™) is a federal law that requires any Medicare
participating hospital to conduct an appropriatc medical screening examination, within the capabilities of the facility, of every
person who presents at the hospital seeking treatment on an urgent basis. If the patient is suffering from an emergency medical
condition, the facility must either stabilize that condition or make an appropriate transfer of the patient to a facility that can
stabilize the condition. The obligation to screen and stabilize emergency medical conditions exists regardless of a patient’s
ability to pay for treatment. There are severe penalties under EMTALA if a hospital fails to scrcen or appropriately stabilize or
transfer a patient, or if the hospital delays appropriate treatment, in order to first inguire about the patient’s ability to pay.
Penalties for violations of EMTALA include civil monetary penaltics and exclusion from participation in the Medicare
program. In addition, an injured patient, the patient’s family or a medical facility that suffers a financial loss as a direct result
of another hospital’s violation of the law can bring a civil suit against the hospital.

The regulations adopted to implement EMTALA do not provide an abundance of specific guidance. These regulations
effectively limit the types of emergency services that a hospital subject to EMTALA is required to provide to those services
that are within the capability of the hospital. Although we believe that our inpatient behavioral health care facilities comply
with the EMTALA regulations, we cannot predict whether CMS will implement additional requirements in the future or the
cost of compliance with any such regulations.

The Federal False Claims Act

The federal False Claims Act prohibits providers from, among other things, knowingly submitting false claims for payment
to the federal government. This law has been used not only by the federal government, but also by individuals who bring an
action on behalf of the government under the law’s “qui tam” or “whistleblower” provisions. When a private party brings a qui
tam action under the federal False Claims Act, the defendant will generally not be aware of the lawsuit until the government
determines whether it will intervene in the litigation,

Civil liability under the federal False Claims Act can be up to three times the actual damages sustained by the government
plus civil penaltics for each separate false claim. There are many potential bascs for liability under the federal False Claims
Act, including claims submitted pursuant to a referral found to violate the Anti-Kickback Statute or the Stark Law. Although
liability under the federal False Claims Act arises when an entity knowingly submits a false claim for reimbursement to the
federal government, or knowingly and improperly avoids or decreases an obligation to pay money to the federal government,
the federal False Claims Act defines the term “knowingly” broadly. Although simple negligcnce will not give risc to liability
under the federal False Claims Act, submitting a claim with reckless disregard to its truth or falsity can constitute the knowing
submission of a false claim. Additionally, the Fraud Enforcement and Recovery Act of 2009 (“FERA”™) substantially
broadened the scope of the False Claims Act. Most notably, FERA expands the definition of “falsc claim” to include claims
made to contractors for funds spent on thc government’s behalf and the retention of government overpayments, expands
whistleblower protections, eases restrictions on the flow of information between the government and gu! tam relators, and
increascs funding for government investigation and prosecution of alleged false claims. From time to time, companies in the
health care industry, including us, may be subject to actions under the federal False Claims Act.

HIPAA Transaction, Privacy and Security Requirements

HIPAA requires health plans, health care clearinghouses and health care providers (“Covered Entities™) to use standard data
formats and code sets when electronically transmitting information in connection with various transactions, including health
claims and equivalent encounter information, health care payment and remittance advice and health claim status, and
establishes standards to protect the confidentiality, availability and integrity of health information maintained by Covered
Entitics, regardless of format, In 2009, the Health Information Technology for Economic and Clinical Health Act (*“HITECH™)
amended HIPAA to include a requirement that Covered Entities, such as us, self-report breaches of unsecured protected health
information to affected patients, the HHS, and in some cases, the media. HITECH also modifies the responsibilities of HIPAA
“business associates,” such as our managed unit division, and substantially increases the civil monetary penalties for HIPAA
violations. We believe our inpatient facilities and, where applicable, other operations are in substantial compliance with the
HIPAA regulations.
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Other Medical Record Disclosure Laws

Disclosure of health records relating to drug and alcohol treatment is regulated by the Federal Confidentiality of Alcohol
and Drug Abuse Patient Records law. This law prohibits the disclosure and use of alcohol and drug abuse patient records that
are maintained by any federally assisted alcohol and drug abuse programs. The privacy protections afforded substance abuse
treatment records are much more stringent than the HIPAA privacy rules and in most cases permit disclosure only when the
patient has specifically consented to disclosure. Violations of this law could result in criminal penalties, including fines of up
to $500 for first offenses and up to $5,000 for each subsequent offense.

Additionally, some states have laws specifieally dealing with the disclosure of medical records related to treatment for
substance abuse and/or menial health disorders. Both HIPAA and the Federal Confidentiality of Alcohol and Drug Abuse
Patient Records law provide a baseline level of protection for disclosure of health records. As such, they supersede state laws
that are more lenient on the same subject. However, the federal laws give way (o any state law that provides more stringent
protection of health records.

Certlficates of Need (“CON")

The construction of new health care facilities, the acquisition ot expansion of existing facilities, the transfer or change of
ownership and the addition of new beds, scrvices or equipment may be subject to laws in certain states that require prior
approval by state regulatory agencics. These CON laws generally require that a state agency determine the public need for
construction or acquisition of facilities or the addition of new services. Failure to obtain necessary state approval can result in
the inability to expand facilities, add services, or complete an acquisition. Violations of these state laws may result in the
imposition of civil sanctions or revocation of a facility’s license,

Corporate Practice of Medicine and Fee Splitting

Some states have laws that prohibit unlicensed persons or business entities, including corporations or business
organizations that own hospitals, from employing physicians. Some states also have adopted laws that prohibit direct and
indirect payments or fee-splitting arrangements between physicians and unlicensed persons or business entities. Possible
sanctions for violation of these restrictions include loss of a physician’s license, civil and criminal penalties and rescission of
business arrangements. These laws vary from state to state, are often vague and have seldom been interpreted by the courts or
regulatory agencies. Although we attempt to structure our arrangements with health care providers to comply with the relevant
state laws and the few available regulatory interpretations, there can be no assurance that government officials charged with
responsibility for enforcing these laws will not assert that we, or certain transactions in which we are involved, are in violation
of such laws, or that such laws ultimately will be interpreted by the courts in a manner consistent with our interpretation.

Health Care Industry Investigations

Significant media and public attention has focused in recent years on the hospital industry. Because the law in this area is
complex and constantly evolving, ongoing or future governmental investigations or litigation may result in interpretations that
are inconsistent with industry practices, including our practices, It is possible that governmental entities could initiate
investigations of, or litigation against, inpatient facilitics owned, leased, or managed by us in the future and that such matters
could result in significant penalties as well as adverse publicity.

Risk Management

As js typical in the healih care industry, we arc subject to claims and legal actions by patients in the ordinary course of
business. To cover these claims, we maintain professional malpractice liability insurance and general liability insurance in
amounts we believe to be sufficient for our operations, although it is possible that some claims may exceed the scope of the
coverage in effect, At various times in the past, the cost of malpracticc insurance and other liability insurance has fluctuated
significantly. Therefore, there can be no assurance that such insurance will continue to be available at reasonable prices which
would allow us to maintain adequate levels of coverage.

Conversion Legistation

Many states have adopted legislation regarding the saie or other disposition of hospitals operated by not-for-profit entities.
In other states that do not have such legislation, the attorneys general have demonstrated an interest in these transactions under
their general obligations to protect charitable asscts. These legislative and administrative efforts primarily focus on the
appropriate valuation of the assets divested and the use of the proceeds of the sale by the not-for-profit seller. These reviews
and, in some instances, approval processes can add additional time to the closing of a not-for-profit hospital acquisition. Future
actions by state legislators or attorneys general may seriously delay or even prevent our ability to acquirc certain hospitals.
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Regulatory Compliance Program

We are committed to ethical business practices and to operating in accordance with all applicable laws and regulations. Our
compliance program was established to ensure that all employees have a solid framework for business, legal, ethical, and
employment practices. Qur compliance program establishes mechanisms 1o aid in the identification and correction of any
actual or perceived violations of any of our policies or procedures or any other applicable rules and regulations. We have
appointed a Chief Compliance Officer as well as compliance coordinators at each inpatient facility. The Chief Compliance
Officer heads our Compliance Committee, which consists of senior management personnel and two members of our board of
directors. Employee training is a key component of the compliance program. Ail employees receive training during orientation
and annually thereafter.

Insurance

We are subject to medical malpractice and other lawsuits due to the nature of the services we provide. Our operations have
professional and general liability insurance in umbrella form for claims in excess of a $3.0 million self-insured retention with
an insured excess limit of $75.0 million. The self-insured reserves for professional and general liability risks arc calculated
based on historical claims, demographic factors, industry trends, severity factors, and other actuarial assumptions calculated by
an independent third-party actuary. This estimated accrual for professional and general liabilities could be significantly
affected should current and future occurrences differ from historical claim trends and expectations. We have utilized our
captive insurance company to manage the self-insured retention. While claims are monitored closely when estimating
professional and general liability accruals, the complexity of the claims and wide range of potential outcomes often hampers
timely adjustments to the assumptions used in these estimates.

Employees

As of December 31, 2009, we employed approximately 23,000 cmployees, of whom approximately 16,000 are full-time
employees. Approximately 22,000 employees staff our owned and Jeased inpatient behavioral health care facilities,
approximately 1,100 employees stafT our other behavioral health care businesses and approximately 200 employees are in
corporate management including finance, accounting, legal, operations management, development, reimbursement,
compliance, risk management, information systems, internal audit and human resources. We consider our employee relations
to be in good standing.

Available Information

We make available free of charge through our website, which you can find at www, psysolutions.com, our Annual Reports
on Form 10-K, Quarterly Reports on Form 10-Q, Current Reports on Form 8-K, and amendmcnts to these reports filed or
furnished pursuant to Section 13(a) or 15(d) of the Exchange Act as soon as reasonably practicable after we clectronically file
such material with, or furnish it to, the Securities and Exchange Commission.

Segments

See Note 13 to our Consolidated Financial Statements included elsewhere in this Annual Report on Form 10-K for financial
information about our segments, as defined by U.S. generally accepted accounting principles.

Executive Officers

Information regarding our executive officers is set forth in Part 111, Item 10 of this Annual Report on Form 10-K and is
incorporated herein by reference.

Ttem 1A. Risk Factors

The following are some of the risks and uncertainties that could cause our actual financial condition, results of operations,
business and prospects to differ materially from those contemplated by the forward-looking statements contained in this
Annual Report on Form 10-K or our other filings with the SEC. These risks, as well as the risks described in
“Reimbursement,” “Regulation and Other Factors,” and “Forward-Looking Statements” should be carefully considered before
making an investment decision regarding us. The risks and uncertainties described below are not the only ones we facc and
there may be additional risks that we are not presently aware of or that we currently consider not likely to havc a significant
impact. If any of the following risks actually occurred, our business, financial condition and operating results could suffer, and
the trading price of our common stock could decline.

If we fail to comply with extensive laws and government regulations, we could suffer penalties, lose our licenses or he
excluded from health care pragrams. Also, any changes to the laws and regulations governing our business, or the
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interpretation and enforcement of those laws or regulations, could have a material adverse effect on our business and
consolidated financial condition, results of operations and cash flows.

The health care industry is required to comply with extensive and complex laws and regulations at the federal, state and
local government levels relating to, among other things:

« licensure and certification;

‘ + rclationships with physicians and other referral sources;

12
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« quality of medical services;

+ qualifications of medical and support personnel;

+ confidentiality of health-related information and medical records;
* billing for services;

*  cost reporting;

« operating policies and procedures; and

= addition of facilities and services.

. Among these laws are the Anti-Kickback Statute and the Stark Law. These laws impact the relationships that we may have
| with physicians and other referral sources. The OIG has enacted safe harbor regulations that outline practices that are deemed
protected from prosecution under the Anti-Kickback Statute. Our current financial relationships with physicians and other
referral sources may not qualify for safe harbor protection under the Anti-Kickback Statute. Failure to meet a safe harbor does
not mean that the arrangement automatically violates the Anti-Kickback Statute, but may subject the arrangement to greater
scrutiny. Further, we cannot guarantee that practices that are outside of a safe harbor will not be found to viclate the Anti-
Kickback Statute.

Additionally, we are subject to various routine and non-routine reviews, audits and investigations by the Medicare and
Medicaid programs and other federal and state governmental agencies, which have various rights and remedies against us if
they assert that we have overcharged the programs or failed to comply with program requirements.

If we fail to comply with the Anti-Kickback Statute, the Stark Law or other applicable laws and regulations, we could be
subjected to criminal penalties, civil penalties and exclusion of one or more of our inpatient facilities from participation in the
Mcdicare, Medicaid and other federal and state health care programs. In addition, if we do not operate our inpatient facilities in
accordance with applicable law, our inpatient facilities may lose their licenses or the ability to participate in third party
reimbursement programs. If we become subject to material fines or, if other sanctions or other corrective actions are imposed
on us, our business and consolidated financial condition, results of operations and cash flows could be materially adversely
affected.

While we believe we arc in substantial compliance with all applicable laws, we do not always have the benefit of
significant regulatory or judicial interpretation of these laws and regulations. In the future, different interpretations or
enforcement of these laws and regulations could subject our current or past practices to allegations of impropriety or itlegality,
and could have a material adverse effect on our business and consolidated financial condition, results of operations and cash
flows by:

* increasing our liability;

* increasing our administrative and other costs by requiring us to make changes in our inpatient facilitics, equipment or
personnel;

< increasing or decreasing mandatcd services;

= forcing us to restructure our relationships with referral sources and providers; or

*  requiring us to implement additional or different programs and systems.

A determination that we have violated these laws, or the public announcement that we are being investigated for possible
violations of these laws, could have a material adverse effect on our business, financial condition, results of operations or
prospects and our business reputation could suffer significantly. In addition, we are unable to predict whether other legislation
or regulations at the federal or state level will be adopted or the effect such legislation or regulations will have on us.

Health care reform measures could adversely affect our business.

The United States Congress is currently considering a variety of bifls intended to significantly reform the U.S. health care
system. All versions of the proposed legislation are intended, among other things, to increase access to health insurance and
slow the rate of growth of health care spending. Any adopted rcform measures could adversely impact the amount paid for
services we provide to our patients who are covered by Medicare, Medicaid and other governmental agencics or third party
payors. While we cannot predict what, if any, legislative or regulatory proposals will be adopted, adoption of such proposais
could affect our reimbursement and materially harm our business, financial condition and results of operations.

The economic downturn and continued deficit spending by the federal government and state budget pressures may resulf in
a reduction in payments and covered services. Lower reimbursement rates for our services would have an adverse effect on
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our business, financial condition and results of operations.
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Approximately 57.1% of our revenue comes from the Medicare and Medicaid programs and various state agencies.
Continued deficit spending du¢ to adverse developments in the United States and global economies, bailout programs dirccted
at specific industries and other governmental measures could lead to a reduction in federal government expenditures, including
governmentally funded programs such as Medicare and Medicaid. In addition, state budget pressures may cause reductions in
state spending. Given that Medicaid outlays are a significant component of state budgets, we expect continuing cost
containment pressures on Medicaid outlays for our services. Reductions in expenditures for these programs could have a
material adverse effect on our business and our consolidated financial condition, results of operations and cash flows.

Many of the patients admitted to the units we manage for acute care hospitals are eligible for Medicare coverage. As a
result, the providers rely upon payment from Medicare for the services. Many of the patients are also eligible for Medicaid
payments. To the extent that a hospital deems revenue for a program we manage to be inadequate, it may seek to terminate its
contract with us or not renew the contract, Similarly, we may not add new management contracts if prospective customers do
not believe that such programs will generate sufficient revenue.

Government investigations may reduce our earnings. Compuanies within the health care industry continue 10 be the subject
of federal and state investigations, which increases the risk that we may become subject to additional investigations in the

future.

Both federal and state government agencies as well as private payors are devoting increased attention and resources to anti-
fraud initiatives against health care providers and have heightened and coordinated civil and criminal enforcement efforts as
part of numerous ongoing investigations of health care organizations. These investigations relate to a wide varicty of topics,
including:

» cost reporting and billing practices,

+ quality of carg;

= financial relationships with referral sources;

+ medical necessity of services provided; and

» treatment of indigent patients, including emergency medical screening and treatment requirements.

The QIG and the U.S. Department of Justice have, from time to time, undertaken national enforcement initiatives that focus
on specific billing practices or other suspected areas of abuse. Moreover, health care providers are subject to civil and criminal
false claims laws, including the federal False Claims Act, which allows private parties to bring whistlcbiower lawsuits against
private companies doing business with or recetving reimbursement under federal health carc programs. Some states have
adoptcd similar state whistlcblower and false claims provisions. Publicity associated with the substantial amounts paid by
other health care providers to settle these lawsuits may encourage our current and former employees and other health care
providers to bring whistleblower lawsuits.

In July 2008, we received a subpoena from the United States Department of Justice requesting certain information
regarding one of our inpatient facilities in Chicago, Illinois. We have been cooperating, and will continue to cooperate, with
the Department of Justice in connection with its investigation. A hold prohibiting admissions to this facility of patients in the
custody of the 1llinois Department of Children and Family Services remains in effect. We arc uncertain when the hold will be
removed. The outcome of the Department of Justice’s inquiry is uncertain, and adverse developments or outcomes can result
in adverse publicity, significant expenses, monetary damages, penalties or injunctive relief against us that could significantly
reduce our earnings and cash flows and harm our business.

The velatility and disruption of the capital and credit markets and adverse changes in the United States and global
econemies could impact our ability to access both available and affordable financing, and without such financing, we may
be unable to achleve our objectives for strategic acquisitions and infernal growth.

The United States and global capital and credit markets have been experiencing extreme volatility and disruption at
unprecedented levels. Significant declines in the United States housing market. including falling home prices, the increasing
number of foreclosures and higher unemployment rates, have resulted in significant write-downs of asset values by financial
institutions, including government-sponsored entities and major commercial and investment banks. These write-downs have
caused many financial institutions to seek additional capital, to merge with larger and stronger institutions and, in some cases,
to fail. Many lenders and institutional investors have reduced, and in some cases, ceased to provide funding to borrowers,
including other financial institutions or have increased their rates significantly compared to the prior year.

Our acquisition program requires capital resources. Likewise, the operation of existing inpatient facilities requires ongoing
capital expenditures for renovation, expansion and the upgrade of equipment and technology. While we intend to finance
strategic acquisitions and intemal growth with cash flows from operations and borrowings under our revolving credit facility,
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we may require sources of capital in addition to those presently available to us. Due to the existing uncertainty in the capital
and credit markets, as well as our level of indebtedness and restrictions set forth in our debt agreements, additional capital may
not be available on terms acceptable to us or at ali, and this may result in our inability to achieve objectives for strategic
acquisitions and capital expenditures.
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Further, in the event we need additional funds, and we are unable to raise the necessary funds on acceptable terms, our
business and consolidated financial condition, results of operations and cash flows coutd be materially adversely affected. If
we are not able to obtain additional financing, then we may not be able to consummate acquisitions or undertake capital

cxpenditures.

As a provider of health care services, we are subject to claims and legal actions by patients and others.

We arc subject to medical malpractice and other lawsuits due to the nature of the services we provide. Facilities acquired by
us may have unknown or contingent liabilities, including liabilities related to patient care and liabilities for failurc to comply
with health care laws and regulations, which could result in large claims and significant defense costs. Although wc generally
seck indemnification covering these matters from prior owners of facilities we acquire, material liabilities for past activitics of
acquired facilities may exist and such prior owners may not be able to satisfy their indemnification obligations. We are also
susceptible to being named in claims brought related to patient care and other matters at inpatient facilities owned by third
partics and managed by us,

A stockholder lawsuit alleging violation of federal securitics laws was filed during the third quarter of 2009. We believe the
lawsuit is without merit and are defending it vigorously. We believe the ultimate outcome of the lawsuit will not have a
material adverse effect on our results of operations, financial position or cash flows; however, there can be no assurance that
an adverse determination will not have a material adverse effect on us.

To protect ourselves from the cost of these claims, professional malpractice liability insurance and general liability
insurance coverage is maintained in amounts and with self-insured retention common in the industry. We have professional
and general liability insurance in umbrclla form for claims in excess of a $3.0 million self-insured retention with an insured
excess limit of $75.0 million for all of our inpatient facilities. The self-insured reserves for professional and general liability
risks are calculated based on historical claims, demographic factors, industry trends, severity factors and other actuarial
assumptions calculated by an independent third-party actuary. This estimated accrual for professional and general liabilities
could be significantly affected should current and future occurrences differ from historical claim trends and expectations. We
have utilized our captive insurance company to manage the self-insured retention. While claims are monitored closely when
estimating professional and general liability accruals, the complexity of the claims and wide range of potential outcomes often
hampers timely adjustments to the assumptions used in these estimates. There are no assurances that our insurance will cover
all claims (e.g., claims for punitive damages) or that claims in excess of our insurance coverage will not arise. A successful
lawsuit against us that is not covered by, or is in excess of, our insurance coverage may have a material adverse cffect on our
business, financial condition and results of operations. This insurance coverage may not continue to be available at a
reasonable cost, especially given the significant increase in insurancc premiums generally experienced in the health care
industry.

We depend on our ability lo attract and retain key management personnel.

We arc highly dependent on our senior management team, which has many years of experience addressing the broad range
of concerns and issues relevant to our business. Our senior management team includes the talented managers of our divisions,
who have extensive experience in all aspects of health care. The loss of key management or the inability to attract, retain and
motivatc sufficient numbers of qualified management personnel could have a material adverse effect on our business and
consolidated financial condition, results of operations and cash flows.

The agreements governing our indebtedness contain various covenants that limit our discretion in the operation of our
business and our failure (o satisfy requirements in these agreements could have a material adverse effect on our business
and consolidated financial condition, results of operations and cash flows,

Our senior secured credit facilities and the indentures governing the 7%/:% Senior Subordinated Notes due 2015 (the “7%:%
Notes™) contain, among other things, covenants thal may restrict our ability and our subsidiary guarantors’ ability 1o finance
future operations or capital needs or to engage in other business activitics. These debt instruments restrict, among other things,
our ability and the ability of our subsidiaries to:

= incur additiona! indebtedness and issue preferred stock;

» redeem or repurchase stock, pay dividends or make other distributions;
» make certain restricted payments and investments;

s create liens;

« sell assets, including the capital stock of our restricted subsidiaries;

= merge or consolidate with other entities; and
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In addition, our senior secured credit facilities require us to meet specified financial ratios and tests that may require that we
take action to reduce our debt or act in a manner contrary to our business objectives. Events beyond our control, including
changes in general business and economic conditions, may affect our ability to meet the specified financial ratios and tests. We
cannot assure you that we will meet the specified ratios and tests or that the lenders under our senior secured credit facilities
will waive any failure to meet the specified ratios or tests. A breach of any of these covenants would result in a default under
our senior secured credit facilities and any resulting acceleration thereunder may result in a default under the indentures
governing the 7%/4% Notes. If an event of default under our senior secured credit facilities occurs, the lenders could elect to
declare all amounts outstanding thereunder, together with accrued interest, to be immediately due and payable, and terminate
their commitments to make further extensions of credit {including our ability to borrow under our revolving credit facility).
Any breach or default under our debt agreements could have a material adverse effect on our business and consolidated
financial condition, results of operations and cash flows.

Qur substantial indebtedness could adversely affect our financial condition and our ability to fulfill other obligations.

As of December 31, 2009, our total outstanding indebtedness was approximately $1.2 billion. Our indebtedness could have
a matetial adverse effect on our business and consolidated financial position, results of operations and cash flows and impair
our ability to fulfill other obligations in several ways, including:

» increasing our vulnerability to general adverse economic and industry conditions;

«  requiring that a portion of our cash flow from operations be used for thc payment of interest on our debt, thereby
reducing our ability to use our cash flow to fund working capital, capital expenditures, acquisitions and general
corporate requirements;

» limiting our ability to obtain additional financing to fund future capital expenditures, acquisitions, working capital and
general corporate requircments; and

« placing us at a competitive disadvantage to our competitors that have less indcbtedness.

In the event we incur additional indebtedness, the risks described above could increase.

Acquired businesses expose us (o increased operating risks,

Acquisitions of inpatient facilities and other businesses may strain our resources, including management, information
systems, regulatory compliance and other areas. Acquisitions expose us to additional busincss and operating risk and
unccrtainties, including:

» our ability to effectively manage the expanded activities;

+ our ability to realize our investment in the increased number of inpatient facilities and other businesses;
»  our exposure 1o unknown liabilities; and

= our ability to mect contractual obligations.

If we are unable to manage the acquired businesses efficiently or effectively, or are unable to attract and retain additional
qualified management personnel to run the expanded operations, it could have a material adverse cffect on our business,
financial condition and results of operations.

If we fail to integrate or improve, where necessary, the operations of existing and acquired inpatient facilities, we may he
unable to achieve our growth strategy, which could have a material adverse effect on our business and consolidated
financial condition, results of aperations and cash flows,

We may be unable to maintain or increasc the profitability of, or operating cash flows at, existing behavioral health care
facilities and acquired inpatient facilities, fully intcgrate the operations of an acquired facility or business in an efficient and
cost-effective manner or otherwise achieve the intcnded benefit of our growth strategy. To the extent that we are unable to
enroll in third party payor plans in a timely manner following an acquisition, we may experience a decrease in cash flow or
profitability. The failure to effectively integrate any acquired businesses could have a material adverse effect on our business
and consolidated financial condition, results of operations and cash flows.

Hospital acquisitions generally require a longer period to complete than acquisitions in many other industries and are
subject to additional regulatory uncertainty. Many states have adopted legislation regarding the sale or other disposition of
facilities operated by not-for-profit entities. In other states that do not have specific legislation, the attorneys general have
demonstrated an interest in these transactions under their general obligations to protect charitable assets from waste. These
legislative and administrative efforts focus primarily on the appropriate valuation of the assets divested and the use of the
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proceeds of the sale by the non-profit seller. In addition, the acquisition of facilities in certain states requires advance
regulatory approval under “certificate of need” or state licensure regulatory regimes. These state-level procedures could
seriously delay or even prevent us from acquiring inpatient facilities, even after significant transaction costs have been
incurred, and prevent us from achieving our growth strategy, which could have a material adverse effect on our business and
consolidated financial condition, results of operations and cash flows.
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We depend on our relationships with physicians and other health care professionals who provide services at our inparient
facilities.

Our business depends upon the efforts and success of the physicians and other health care professionals who provide health
care services at our inpatient facilities and the strength of the relationships with these physicians and other health care
professionals.

Our business and consolidated financial condition, results of operations and cash flows could be adversely affected if a
significant number of physicians or a group of physicians:

+ terminate their relationship with, or reduce their use of, our inpatient facilities;
«  fail to maintain acceptable quality of care or to otherwise adhere to professional standards;
» suffer damage to their reputation; or

« exit the market entirely.

Failure to maintain effective internal controls in accordance with Section 404 of the Sarbanes-Oxley Act could have a
material adverse effect on our business and stock price.

Each year we are required to document and test our internal control procedures in order to satisfy the requirements of
Section 404 of the Sarbanes-Oxley Act of 2002, which requires annual management asscssments of the effectiveness of our
internal controls over financial reporting and a report by our independent registered public accounting firm addressing the
effectivencss of internal control over financial reporting. During the course of our annual testing we may identify deficiencies
that we may not be able to remediate in time to meet the deadline imposed by the Sarbanes-Oxley Act for compliance with the
requirements of Section 404. In addition, if we fail to maintain the adequacy of our internal controls, as such standards are
modificd, supplemented or amended from time to time, we may not be able to ¢nsure that we can conclude on an ongoing
basis that we have effective internal controls over financial reporting in accordance with Section 404 of the Sarbanes-Oxlcy
Act. Failure to achieve and maintain an effective internal control environment could have a material adverse effect on our
business and stock price.

We may be required to spend substantial atnounts to comply with legislative and regulatory initiatives relating to privacy
and security of patient health information and standards for electronic transactions.

There are currently numerous legislative and regulatory initiatives at the federal and state levels addressing patient privacy
and security concerns. In particular, federal regulations issued under HITECH require our facilitics to comply with additional
standards to protect the privacy, security and integrity of health care information. These regulations may require extensive
administrative requirements, technical and physical information security requirements, restrictions on the use and disclosure of
individually identifiable patient heaith and related financial information and have provided patients with additional rights with
respect to their health information. Compliance with these regulations requires substantial expenditures, which could
negatively impact our financial results. In addition, our management has spent, and may spend in the future, substantial time
and effort on compliance measures.

Forward-Looking Statements

This Annual Report on Form 10-K and other matcrials we have filed or may file with the Securities and Exchange
Commission (the “SEC™), as well as information included in oral statements or other written statements made, or to be made,
by our senior management, contain, or will contain, disclosures that are forward-looking statements. Forward-looking
statements include all statements that do not relate solely to historical or current facts and can be identified by the use of words
such as “may,” “will,” “expect,” “believe,” “intend,” “plan,” “estimate,” “project,” “continue,” “should” and other comparable
terms. These forward-looking statements are based on the current plans and cxpectations of management and are subject to a
number of risks and uncertainties, including those set forth below, which could significantly affect our current plans and
expectations and future financial condition and results.

We undertake no obligation to publicly update or revise any forward-looking statements, whether as a result of new
information, future events or otherwise. Stockholders and investors are cautioned not to unduly rely on such forward-looking
statements when evaluating the information presented in our filings and reports.

While it is not possible to identify all these factors, we continue to face many risks and uncertainties that could cause actual
results to differ from those forward-looking statements, including:

s risks inherent to the heaith care industry, including the impact of unforcseen changes in regulation and the potential
adverse impact of government investigations, liabilities and other claims asserted against us;
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* uncertainty as to changes in U.S. general economic activity and the impact of these changes on our business;
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+  economic downturn resulting in efforts by federal and state health care programs and managed care companies to
reduce reimbursement rates for our services;

«  health care reform proposals that, if adopted, could adversely impact reimbursement rates for our services;

» potential competition that alters or impedes our acquisition strategy by decreasing our ability to acquire additional
inpatient facilities on favorable terms;

» our ability to comply with applicable licensure and accreditation requirements;

+  our ability to comply with extensive laws and government regulations related to billing, physician relationships,
adequacy of medical care and licensure,

+ our ability to retain key employces who are instrumental to our operations;
+ our ability to successfully integrate and improve the operations of acquired inpatient facilities;
«  our ability to maintain effective internal controls in accordance with Section 404 of the Sarbanes-Oxley Act;

« our substantial indebtedness and adverse changes in credit markets impacting our ability to receive timely additional
financing on terms acceptable to us to fund our acquisition strategy and capital expenditure needs;

- our ability to maintain favorable and continuing relationships with physicians and other health care professionals who
use our inpatient facilities;

+  our ability to ensure confidential information is not inappropriately disclosed and that we are in compliance with
federal and statc health information privacy standards;

+  our ability to comply with federal and state governmental regulation covering health care-related products and services
on-line, including the regulation of medical devices and the practice of medicine and pharmacology;

+ our ability to obtain adequate lcvels of general and professional liability insurance;

- future trends for pricing, margins, revenue and profitability that remain difficuit to predict in the industries that we
SErve;

« fluctuations in the market value of our common stock;
* negative press coverage of us or our industry that may affect public opinion; and
» those risks and uncertainties described from time to time in our filings with the SEC.

We caution you that the factors listed above, as well as the risk factors included in this Annual Report on Form 10-K, may
not be exhaustive. We operate in a continually changing business environment, and new risk factors emerge from time to time.
We cannot predict such new risk factors nor can we assess the impact, if any, of such new risk factors on our businesses or the
extent 1o which any factor or combination of factors may cause actual results to differ materially from those expressed or
implied by any forward-looking statements.

Itcm 1B. Unresolved Staff Comments.

We have no unresolved SEC staff comments.

Item 2. Properties.

We operate 94 owned or leased inpatient behavioral health care facilities with approximately 11,000 licensed beds in 32
states, Puerto Rico, and the U.S. Virgin Islands. The following table sets forth the name, location, number of licensed beds and
the acquisition date for each of our owned and leased inpatient behavioral health care facilities.

Date
Facility Location Beds Own/Lease  Aequired/Opened
Cypress Creek Hospital Houston, TX 96 Own 9/01
West Oaks Hospital Houston, TX 160 Own 9/01
Texas NeuroRehab Center Austin, TX 151 Own 11/01
Holly Hill Hospital Raleigh, NC 152 Own 12/01
Riveredge Hospital Forest Park, 1L 224 Own 7/02
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Date
Facility Location Beds Own/Lease Acquired/Opened
Jefferson Trail Treatment Center for Children Charlottesville, VA 100 l.ease 4/03
Cedar Springs Hospital Colorado Springs, CO 110 Own 4/03
Laure! Ridge Treatment Center San Antonio, TX 252 Own 4/03
San Marcos Treatment Center San Marcos, TX 265 Own 4/03
Shadow Mountain Behavioral Health System Tulsa, OK 209 Own 4/03
Laurel Oaks Behavioral Health Center Dothan, AL 115 Own 6/03
Hill Crest Behavioral Health Services Birmingham, AL 205 Own 6/03
Gulf Coast Treatment Center Fort Walton Beach, FL 168 Own 6/03
Manatee Palms Youth Services Bradenton, FL 60 Own 6/03
Havenwyck Hospital Auburn Hills, M1 184 Own 6/03
Heartland Behavioral Heaith Services Nevada, MO 159 Own 6/03
Brynn Marr Hospital Jacksonvitle, NC 88 Own 6/03
Benchmark Behavioral Health System Woods Cross, UT 151 Own 6/03
Macon Behavioral Health Treatment Center Macon, GA 155 Own 6/03
Manatee Adolescent Treatment Services Bradenton, FL 85 Own 6/03
Gulf Coast RTCs Crestview, FL 254t Lease 6/03
Alliance Health Center Meridian, MS 194 Own 11/03
Calvary Center Phoenix, AZ 50 Lease 12/03
Brentwood Hospital Shreveport, LA 200 Own 3/04
Brentwood Behavioral Healthcare of Mississippi Flowood, MS 107 Own 3/04
Palmetto Lowcountry Behavioral Health North Charleston, SC 112 Own 5/04
Palmetto Pee Dee Behavioral Health Florencc, SC 59 Own 5/04
Fort Lauderdale Hospital Fort Lauderdale, FL 100 Lease 6/04
Millwood Hospital Arlington, TX 120 Lease 6/04
Pride Institute Eden Prairie, MN 42 Own 6/04
Surnmit Qaks Hospital Summit, NI 126 Own 6/04
North Spring Behavioral Healthcare Leesburg, VA 77 Own 6/04
Peak Behavioral Health Services Santa Teresa, NM 84 Own 6/04
Alhambra Hospital Rosemcad, CA 97 Own 7/05
Belmont Pines Hospital Youngstown, OH 102 Own 7/05
Brooke Glen Behavioral Hospital Fort Washington, PA 146 Own 7/05
Columbus Behavioral Center Columbus, IN 61 Own 7/05
Cumberland Hospital New Kent, VA 136 Own 7/05
Fairfax Hospital Kirkland, WA 133 Own 7/05
Fox Run Hospital St. Clairsville, OH 100 Own 7/05
Fremont Hospital Fremont, CA 96 Own 7/05
Heritage Oaks Hospital Sacramento, CA 76 Own 7/05
Intermountain Hospital Boise, ID 125 Own 705
Meadows lospital Bloomington, IN 78 Own 7/05
Mesilla Valley Hospital Las Cruces, NM 168 Own 7/05
Montevista Hospital Las Vegas, NV 101 Own 7/05
Pinnacle Pointe Hospital Little Rock, AR 124 Own 7/05
Sierra Vista Hospital Sacramento, CA 72 Own 7/05
Strcamwood Behavioral Health Streamwood, IL 371 Own 7/05
Valle Vista Hospital Greenwood, IN 102 Own 7/05
West Hills Hospital Reno, NV 95 Own 7/05
Willow Springs Center Reno, NV 76 Own 7/05
Canyon Ridge Hospital Chino, CA 106 Own 8/05
Atlantic Shorcs Hospital Fort Lauderdale, FL 72 Own 1/06
Wellstone Regional Hospital Jeffersonville, IN 100 Own 1/06
Diamond Grove Center Louisville, MS 55 Own 5/06
Rickory Trail Hospital DeSoto, TX 86 Own 7/06
National Deaf Academy Mount Dora, FL 132 Own 7/06
Windmoor Healthcare Clearwater, FL 100 QOwn 9/06
University Behavioral Center Orlando, FL 104 Qwn 9/06
Sandy Pines Hospital Tequesta, FL 80 Own 9/06
Cumberland Hall Hopkinsville, KY 64 Own 12/06
http://www sec.gov/Archives/edgar/data/829608/000095012310016990/g22196e10vk.htm 7/7/2010
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Panamericano Cidra, Puerto Rico 240 Own 12/06
The Pines Residential Treatment Center Portsmouth, VA 424 Own 12/06
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Date
Facility Location Beds Qwn/Lease Acquired/Opened
Palmetto Summerville Summerville, SC 60 Lease 12/06
Three Rivers Residential Treatment — Midlands Campus West Columbia, SC 59 Own 12/06
Virgin Islands Behavioral Services St. Croix, U.S. Virgin Islands 30 Own 12/06
Virginia Beach Psychiatric Center Virginia Beach, VA 100 Own 12/06
Three Rivers Behavioral Health West Columbia, SC 118 Own 01/07
Copper Hills Youth Center West Jordan, UT 153 Own 05/07
MeadowWood Behavioral Health System New Castle, DE 58 Own 05/07
High Point Treatment Center Cooper City, FL 68 Own 05/07
Focus by the Sea St. Simons, GA 101 Own 05/07
Arrowhead Behavioral Health Maumee, OH 42 Own 05/07
Friends Hospital Philadelphia, PA 219 Own 05/07
Kingwood Pines Hospital Kingwood, TX 78 Own 05/07
Windsor-Laurelwood Center Willoughby, OH 160 Lease 05/07
Lighthouse Care Center of Augusta Auvgusta, GA 106 Own 05/07
Lighthouse Care Center of Conway Conway, SC 108 Own 05/07
Michiana Behavioral Health Center Plymouth, IN 80 Own 05/07
Poplar Springs Hospital Petershurg, VA 199 Own 05/07
River Park Hospital Huntington, WV 187 Own 05/07
Lighthouse Carc Center of Berkley Summerville, SC * Own 05/07
Austin Lakes Hospital Austin, TX 43 Lease 08/07
The Hughes Center for Exceptionai Children Danville, VA 56 Own 09/07
The Brook — Dupont Louisville, KY 66 Own 03/08
River Point Behavioral Health Jacksonville, FL 99 Own 03/08
The Brook — KMI Louisviile, KY 106 Own 03/08
The Vines QOcala, FL 83 Own 03/08
Wekiva Springs Jacksonville, FL 68 Own 03/08
Lincoln Prairie Behavioral Health Center Springfield, IL 80 Own 05/08
Rolling Hills Hospital Franklin, TN 80 Own 01/09
Prairie St. John’s Fargo, ND 131 Own 09/09
Emerald Coast Behavioral Hospital Panama City, FL 90 Own 09/09

¥ We acquired a non-operating facility, Lighthouse Berkley, in the acquisition of Horizon Health, Currently no patients are

being served at this facility.
t  Operated beds.

In addition, our principal executive offices are located in approximately 65,000 squarc feet of leased space in Franklin,
Tennessee. We do not anticipate that we will experience any difficulty in renewing our lease upon its expiration in
February 2012, or obtaining different space on comparable terms if such tease is not renewed. We believe our executive
offices and our hospital properties and equipment are generally well maintained, in good operating condition and adequate for

our present needs.

Item 3. Legal Procecdings.

A stockholder lawsuit alleging violations of federal securities laws was filed during the third quarter of 2009. We believe
the lawsuit is without merit and are defending it vigorously,

We are subject to various claims and legal actions that arise in the ordinary course of our business. In the opinion of
management, we are not currently a party to any proceeding that would have a material adversc effect on our financial

condition or results of operations.

Item 4. Submission of Matters to a Vote of Security Holders.

None.
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Item 5. Market For Registrant’s Common Equity, Related Stockholder Matters and Issuer Purchases of Equity
Sccurities.

Our common stock trades on The NASDAQ Global Select Market under the symbo) “PSYS™. The table below sets forth,
for the calendar quarters indicated, the high and low sales prices per share for our common stock as reported on The NASDAQ
Global Select Market.

High Low
1008
Tirst Quarter $34.31 - $27.17
second Quarter $39.62 $30.45
Chird Quarter $40.90 $32.89
Fourth Quarter $39.00 $22.86
2009
Tirst Quarter $28.74 $12.49
second Quarter $23.25 $13.03
Third Quarter $30.14 $20.98
Fourth Quarter $27.99 $17.63

At the close of business on February 22, 2009, there were approximately 191 holders of record of our common stock.

We currently intend to retain future earnings for use in the expansion and operation of our business. Our Credit Agreement,
as amended, prohibits us from paying dividends on our common stock. Also, the indenture governing our 73/4% Notes
provides certain financial conditions that must be met in order for us to pay dividends. Subject to the terms of applicable
contracts, the payment of any future cash dividends will be determined by our Board of Directors in light of conditions then-
existing, including our carnings, financial condition and capital requirements, restrictions in financing agreements, business
opportunities and conditions, and other factors.

Item 6. Selected Financiat Data.

The sclected financial data presented below for the years ended December 31, 2009, 2008 and 2007, and at December 31,
2009 and 2008, are derived from our audited consolidated financial statements included elsewhere in this Annual Report on
Form 10-K. The selected financial data for the years ended December 31, 2006 and 2005, and at December 31, 2007, 2006 and
2005, are derived from our avdited consolidated financial statements not included herein. The audited consolidated financial
statements for the years ended December 31, 2006 and 2005 and at December 31, 2007, 2006 and 2005 have been reclassified
for discontinued operations. The selected financial data presented betow should be read in conjunction with “Management’s
Discussion and Analysis of Financial Condition and Results of Operations” and with our consolidated financial statements and
notes thereto included elsewhere in this Annual Report on Form 10-K.
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Psychiatric Solutions, Inc.
Selected Financial Data
As of and for the Years Ended December 31,

2009 2008 2007 2006 2005
(In thousands, exccpt per share amounts and operating data)

Income Statement Data:

Revenue $1,805,361 $1.696,116 $1,414700 § 991,724 $ 689,408
Zosts and expenses:

Salarics, wages and employee benefits 1,005,204 938,363 787,301 559,715 377,762

Other operating expenses 452,356 438,499 365,258 255,206 193,851

Provision for doubtful accounts 36,414 34,334 27,343 19,304 13,678

Depreciation and amortization 44,778 38,843 30,113 20,001 14,335

Interest expense 71,549 75,982 73,887 39,967 26,169

Other expenses — — 8,179 — 21,871

Total costs and expenses 1,610,301 1,526,021 1,292,081 §94,253 647,066

ncome from continuing operations before

income taxes 195,060 170,095 122,619 97.471 41,742
3rovision for income taxes 74,889 64,457 46,200 36,785 16,080
‘ncome from continuing operations $ 120,17 $ 105638 % 76419 § 60,686 § 256062
Net income attributable to PSI stockholders $ 117617 $ 104953 § 76208 § 60632 § 27,154
3asic earnings per share from continuing

operations attributable to PS! stockholders $ 216 % 1.89 § 140 8 15 8 0.57
3asic earnings per share attributable to PS]

stockholders b 212 % 1.89 § 140 § 1.15 5 0.61
Shares used in computing basic earnings per

share 55,564 35,408 54,258 52,953 44,792
Diluted camings per share from continuing

operations atiributable to PSI stockholders $ 214 & 187 % 137 § 1,12 § .55
Diluted earnings per share atiributable to PSI1

stockholders $ 210 % 1.87 % 1.37 8 112§ 0.59
shares used in computing diluted earnings per

share 56,116 56,267 55,447 54,169 46,296
Balance Shceet Data:
Cash $ 6815 $ 51,271 % 39970 % 18520 § 54,533
Working capital 177,918 233,906 161,681 103,287 138,843
roperty and equipment, net 931,730 820,453 678,012 529.658 368,977
Fotal assets 2,507,240 2,505,990 2,179,505 1,581,746 1,176,131
Fotal debt 1,187,079 1,314,397 1,172,024 743,307 482,389
Stockholders’ equity 1,030,335 889,885 754,742 627,779 539,712
Jperating Data:
Number of facilities at period end 94 ot 86 70 55
Number of licensed beds 11,290 10,520 9,931 8,114 6,396
Admissions 177,967 163,616 138,454 106,451 76,795
3atient days 2,881,063 2,749,658 2,406,368 1,875,635 1,413,231
Average length of stay 16 17 17 18 18
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Item 7. Management’s Discussion and Analysis of Financial Condition and Results of Operations.

The following discussion and analysis should be read in conjunction with the selected financial data and the accompanying
consolidated financial statements and related notes thereto included in this Annual Report on Form 10-K.

Overview

Our business strategy is to acquire inpatient behavioral health care facilities and improve operating results within our
inpatient facilities and our other behavioral health care operations. From 2001 to 2004, we acquired 34 inpatient behavioral
hcalth care facilities. During 2005, we acquired 20 inpatient behavioral health care facilities in the acquisition of Ardent Health
Services, Inc. and one other inpatient facility. During 2006, we acquired 19 inpatient behavioral health care facilities,
including nine inpatient facilities with the acquisition of the capital stock of Alternative Behavioral Services, Inc. on
December 1, 2006, During 2007, we acquired 16 inpatient behavioral health care facilities, including 15 inpatient facilities in
the acquisition of Horizon Health Corporation (“Horizon Health”). During 2008, we acquired five inpaticnt behavioral health
care facilities from United Medical Corporation (*UMC”} and opened Lincoln Prairic Behavioral Health Center, an 80-bed
inpatient facility in Springfield, Hlinois. During 2009, we opened Rolling Hilis Hospital, an 80-bed inpatient facility in
Franklin, Tennessee, acquired two inpatient behavioral health care facilities, and completed the sale of our EAP business.

We strive to improve the operating results of our inpatient behavioral health care operations by providing the highest
quality service, expanding referral networks and marketing initiatives and meeting increased demand for behavioral health care
services by expanding our services and developing new services. We also attempt to improve operating results by maintaining
appropriate staffing ratios, controlling contract labor costs and reducing supply costs through group purchasing. Our same-
facility revenue from owned and lcased inpatient facilities increased 5.3% for the year ended December 31, 2009 compared to
the year ended December 31, 2008, primarily as a result of increases in same-facility patient days and same-facility revenue
per patient day. Same-facility patient days increased 3.5% and same-facility revenue per patient day increased 1.8% in 2009
compared to 2008, Same-facility growth refers to the comparison of each inpatient facility owned during 2008 with the
comparable period in 2009, adjusted for closures and combinations for comparability purposes.

Income from continuing operations before income taxes increased to $195.1 million, or 10.8% of revenue, for the year
ended December 31, 2009 compared to $170.1 million, or 10.0% of revenue, for the same period of 2008. This increase in
income from continuing operations before income taxes for the year ended December 31, 2009 compared to the same period of
2008 was primarily the result of same-facility revenue growth at our behavioral health care facilities of 5.3% for 2009 as
compared to 2008 and a reduction in interest expense as a percentage of revenue to 4.0% in 2009 compared to 4.5% in 2008.

Sources of Revenue
Patient Service Revenue

Patient service revenue is generated by our inpatient facilities for services provided to patients on an inpatient and
outpaticnt basis within the inpaticnt behavioral health care facility setting. Patient service revenue is recorded at our
established billing rates less contractual adjustments. Contractual adjustments are recorded to state our patient service revenue
at the amount we expect to collect for the services provided based on amounts reimbursable by Medicare or Medicaid under
provisions of cost or prospective reimbursement formulas or amounts due from other third-party payors at contractually
determined rates, Patient service revenue comprised approximatety 93.0% of our total revenue in 20:09.

Other Revenue

Other behavioral health care services accounted for 7.0% of our revenue for the year ended December 31, 2009. This
portion of our business primarily consists of our contract management business and a managed care plan in Puerto Rico. Our
contract management business involves the development, organization and management of behavioral health and rehabilitation
programs within medical/surgical hospitals. Services provided are recorded as revenue at contractually determined rates in the
period the services are rendered, provided that collectability of such amounts is reasonably assured.

Results of Operations

The following table illustrates our consolidated results of operations from continuing operations for the years ended
December 31, 2009, 2008 and 2007 {dollars in thousands):
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Tablc of Confents

Results of Qperations, Consolidated Psychiatric Sotutions
For the Year Ended December 31,

2009 2008 2007
Amount Y Amount %o Amount %
Revenue $1,805,301 100.0% 51,696,116 100.0% 51,414,700 100.0%
salaries, wages, and employee

benefits (including share-based

compensation of $17,505,

$19,913 and $16,104 in 2009,

2008 and 2007, respectively) 1,005,204 55.7% 938,363 55.3% 787,301 55.7%
>rofessional fecs 166,785 9.2% 162,491 9.6% 135,803 9.6%
Supplies 92,572 5.1% 92,393 5.5% 77,738 5.5%
>rovision for doubtful accounts 36,414 2.0% 34,334 2.0% 27,343 1.9%
Jther operating expenses 192,999 10.7% 183,615 10.8% 151,717 10.7%
Depreciation and amortization 44,778 2.5% 38,843 2.3% 30,113 2.1%
nterest expense, net 71,549 4.0% 75,982 4.5% 73,887 5.2%
Jther expenses:

Loss on refinancing long-term

debt — 0.0% — 0.0% 8,179 0.6%
‘ncome from continuing operations

before income taxes 195,060 10.8% 170,095 10.0% 122,619 8.7%
rovision for income taxes 74,889 4.1% 64,457 3.8% 40,200 3.3%
ncome from continuing operations 120,171 6.7% 105,638 6.2% 76,419 5.4%

Less: Net income attributable to

noncontrolling interest {93) 0.0% (604) 0.0% ~ (285) 0.0%
‘ncome from continuing operations
attributable to PSI stockholders § 120,078 6.7% $ 105,034 6.2% § 76,134 5.4%

Year Ended December 31, 2009 Compared To Year Ended December 31, 2008

The following table compares key total facility statistics and same-facility statistics for 2009 and 2008 for owned and
leased inpatient facilities:

Yeur Ended December 31, LA
2009 2008 Change
T'otal facility results:
Revenue (in thousands) $1,678,449 $1,571,141 6.8%
Number of facilities at period end 94 91 33%
Admissions 177,967 163,616 B.8%
Patient days 2,881,063 2,749,658 4.8%
Average length of stay 16.2 16.8 -3.6%
Revenue per patient day 3 583 3 571 2.1%
jame-facility results:
Revenue (in thousands) $1,654,258 $1,571,141 5.3%
Number of facilities at period end | 9i 0.0%
Admissions 174,874 163,616 6.9%
Patient days 2,845,536 2,749,658 31.5%
Average length of stay 16.3 16.8 -3.0%
Revenue per patient day 3 581 b 571 1.8%

Revenue. Revenue from continuing operations increased $109.2 million, or 6.4%, to $1.8 billion for the year ended
December 31, 2009 compared to the year ended December 31, 2008. Revenue from owned and leased inpatient facilities
increased $107.3 million, or 6.8%, to $1.7 billion in 2009 compared 1o 2008. The increase in revenue from owned and leased
inpatient facilities relates primarily to same-facility growth in patient days of 3.5% and revenue per patient day of 1.8%. Other
revenue was $126.9 miltion in 2009 compared to $125.0 miltion in 2008.

Salaries, wages, and employee benefits. Salaries, wages and employee benefits (“SWB”) expense was $1.0 billion in 2009
compared to $938.4 million in 2008, an increase of $66.8 million, or 7.1%. SWB cxpense includes $17.5 million and
$19.9 million of shared-based compensation expense for the years ended December 31, 2009 and 2008, respectively. Based on
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restricted stock grants outstanding at December 31, 2009, we estimate remaining unrecognized share-based compensation
expensc to be approximately $31.3 million with a weighted-average remaining amortization period of 2.1 years. Excluding
share-based compensation expense, SWB expense was $987.7 million, or 54.7% of total revenue, in 2009 compared to
$918.5 million, or 54.2% of tota! revenue, in 2008, SWB expense for owned and leased inpatient facilities was $905.5 million
in 2009, or 53.9% of revenue. Same-facility SWB expense for owned and leased inpatient facilities was $891.9 million in
2009, or 53.9% of revenue, compared to $842.5 million in 2008, or 53.6% of revenuc. This increase in same-facility SWB
expense for owned and lcased inpaticnt facilities is primarily the result of a shift from utilization of contract labor included in
professional fees to the utilization of employecs and an increase in health insurance claims for health insurance coverage for
our employees and their dependents. SWB expense for other operations was $48.5 million in 2009 compared to $49.0 million
in 2008. SWB expense for our corporate office was $51.2 million, including $17.5 million in share-based compensation, for
2009 compared to $46.4 miilion, including $19.9 million in share-based compensation, for 2008. This incrcase in SWB for our
corporate office primarily relates to the increase in corporale employees to support our operations and an increase in incentive
compensation expense.

Professional fees. Professional fees were $166.8 million in 2009, or 9.2% of total revenue, compared to $162.5 millien in
2008, or 9.6% of total revenue. Professional fees for owned and leased inpatient facilities were $150.3 million in 2009, or
9.0% of revenue. Same-facility professional fees for owned and leased inpatient facilities were $148.3 million in 2009, or
9.0% of revenue, compared to $142.9 million in 2008, or 9.1% of revenue, Professional fees for other operations and our
corporate office decreased to $16.5 million in 2009 comparcd to $19.5 million in 2008.

Supplies. Supplies expense was $92.6 million in 2009, or 5.1% of total revenue, compared to $92.4 million in 2008, or
5.5% of total revenue. Supplies expense for owned and leased inpatient facilities was $91.9 million in 2009, or 5.5% of
revenue. Same-facility supplies expense for owned and leased inpatient facilities was $90.6 million in 2009, or 5.5% of
revenue, compared to $91.6 million in 2008, or 5.8% of revenue.

Provision for doubtful accounts. The provision for doubtful accounts was $36.4 million in 2009, or 2.0% of total revenue,
compared to $34.3 million in 2008, or 2.0% of total revenue. The provision for doubtful accounts at owned and leased
inpatient facilities comprised substantially all of our provision for doubtful accounts.

Other operating expenses, Other operating expenses consist primarily of rent, utilities, insurance, travel, and rcpairs and
maintenance expenses. Other operating expenses were $193.0 million in 2009, or 10.7% of total revenue, compared to
$183.6 million in 2008, or 10.8% of total revenue. Other operating expenses for owned and leased inpatient facilities were
$133.4 million in 2009, or 7.9% of revenue. Same-facility other operating expenses for owned and leased inpatient facilities
were $131.7 million in 2009, or 8.0% of revenue, compared to $131.8 million in 2008, or 8.4% of revenue. This decrease in
othcr operating expenses as a percent of revenue is primarily a result of a normalization of professional and general liability
reserve activity compared with 2008. Other operating cxpenses for other operations and our corporate office increased to $59.6
million in 2009 compared to $51.6 million in 2008. This increase in other operating expenses for other operations and our
corporate office was primarily the result of claims expense from a new at-risk contract within our managed care plan in Puerto
Rico.

Depreciation and amortization. Depreciation and amortization expense increased to $44.8 million in 2009 compared to
$38.8 million in 2008, primarily as a result of depreciation on expansion projects at existing inpatient facilities and facilities
acquired/opened in 2008 and 2009.

Interest expense, net. Interest expense, net of interest income, decreased to $71.5 million in 2009 compared to $76.0 million
in 2008 primarily as a result of a reduction in interest rates on our variable rate debt.

Income attributable to noncontrolling interest. We own controlling interests in two joint ventures that own two of our
inpaticnt behavioral health carc facilities. Income attributable to noncontrolling interest represents the pro rata portion of each
joint venture’s net profit belonging te the noncontrolling partner,

Loss from discontinued operations, net of taxes. The loss from discontinued operations, net of income tax effect, was
$2.5 million for the year ended December 31, 2009 compared to $81.000 for the year ended December 31, 2008. During 2009,
we completed the sale of our EAP business, elected to close and make The Oaks Treatment Center and Cumberland Hall of
Chattanooga available for sale, and terminated one contract with a South Carolina juvenile justice agency. We also clected to
close and make Nashville Rehabilitation Hospital available for sale and transferred its behavioral health services to Rolling
Hills Hospital in the first quarter of 2009. During the year ended December 31, 2008, we clected to dispose of a leased
inpatient facility and terminate two contracts with a Puerto Rican juvenile justice agency to manage inpatient facilities.
Accordingly, these operations are included in discontinued operations.

Year Ended December 31, 2008 Compared To Year Ended December 31, 2007

The following table compares key totat facility statistics and same-facility statistics for 2008 and 2007 for owned and
teased inpatient facilities.
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Year Ended December 31, %
2008 2007 Change
Total facility results:
Revenue {in thousands) 51,571,141 $1,314,203 19.6%
Number of facilities at period end 91 86 5.8%
Admissions 163,616 138,454 18.2%
Patient days 2,749,658 2,406,368 14.3%
Average length of stay 16.8 174 -34%
Revenue per patient day 3 571 $ 546 4.6%
same-facility results:
Revenue (in thousands) 51,419,504 $1,309,453 8.4%
Number of facilities at period end 86 86 0.0%
Admissions 144,563 137,830 4.9%
Patient days 2,472,292 2,399,812 3.0%
Average length of stay 17.1 174 -1.7%
Revenue per patient day 5 574 $ 546 5.1%

Revenue. Revenue from continuing operations increased $281.4 million, or 19.9%, to 1.7 billion for the year ended
December 31, 2008 compared to the year ended December 31, 2007. Revenue from owned and leased inpatient facilities
increased $256.9 million, or 19.6%, to $1.6 billion in 2008 compared to 2007. The increase in revenue from owned and leased
inpatient facilities relates primarily to the acquisitions of Horizon Health in 2007 and five inpatient facilities from UMC in
2008. The remainder of the increase in revenue from owned and leased inpatient facilities is primarily attributable to same-
facility growth in patient days of 3.0% and revenue per patient day of 5.1%. Other revenuc was $125.0 million in 2008
compared to $100.5 million in 2007, an increase of $24.5 million, resulting primarily from the managemcnt contract business
purchased in the Horizon Health acquisition.

Salaries, wages, and employee benefits. SWB expense was $938 .4 million in 2008 compared to $787.3 million in 2007, an
increase of $151.1 million, or 19.2%. SWB expense includes $19.9 million and $16.1 million of shared-based compensation
expense for the years ended December 31, 2008 and 2007, respectively. Excluding share-based compensation expense, SWB
expense was $918.5 million, or 54.2% of total revenue, in 2008 compared to $771.2 million, or 54.5% of total revenue, in
2007. SWB expense for owned and leased inpatient facilities was $843.0 million in 2008, or 53.7% of revenue, Same-facility
SWDB expense for owned and leased inpatient facilities was $759.3 million in 2008, or 53.5% of revenue, compared to
$707.3 million in 2007, or 54.0% of revenue. SWB expense for other operations increased to $49.0 million in 2008 compared
to $35.1 million in 2007, primarily as a result of the management contract business purchased in the Horizon Health
acquisition. SWB expense for our corporate office was $46.4 million, including $19.9 million in share-based compensation,
for 2008 compared to $41.5 million, including $16.1 million in share-bascd compensation, for 2007.

Professional fees. Professional fees were $162.5 million in 2008, or 9.6% of total revenue, compared to $135.8 million in
2007, ar 9.6% of total revenue. Professional fees for owned and leased inpatient facilities were $143.0 million in 2008, or
9.1% of revenue. Same-facility professional fees for owned and leased inpatient facilities were $128.2 million in 2008, or
9,0% of revenue, compared to $120.8 million in 2007, or 9.2% of revenue. Professional fees for other operations and our
corporate office increased to $19.5 million in 2008 compared to $14.2 million in 2007, primarily due to the other operations
acquircd in the Horizon Health acquisition.

Supplies. Supplies expense was $92.4 million in 2008, or 5.5% of total revenue, compared to $77.7 million in 2007, or
5.5% of total revenue. Supplies expense for owned and leased inpatient facilities was $91.6 million in 2008, or 5.8% of
revenue. Same-facility supplies expense for owned and leascd inpatient facilities was $81.2 million in 2008, or 5.7% of
revenue, compared to $76.7 mitlion in 2007, or 5.9% of revenue. Supplies expense for other operations as well as our
corporate office consisted primarily of office supplies and is negligible to our supplies expense overall.

Provision for doubtful accounts. The provision for doubtful accounts was $34.3 million in 2008, or 2.0% of total revenue,
compared to $27.3 million in 2007, or 1.9% of total revenue. The provision for doubtful accounts at owned and leased
inpatient facilities comprised substantially all of our provision for doubtful accounts.

Other operating expenses. Other operating expenses consist primarily of rent, utilities, insurance, travel, and repairs and
maintenance expenses. Other operating expenses were $183.6 miliion in 2008, or 10.8% of total revenue, compared to
$151.7 million in 2007, or 10.7% of total revenue. Other operating expenses for owned and leased inpatient facilities were
$132.0 million in 2008, or 8.4% of revenue. Same-facility other operating expenses for owned and lcased inpatient facilities
were $118.2 million in 2008, or 8.3% of revenue, compared to $104.3 million in 2007, or 8.0% of revenue. The increase in
same-facility other operating expenses for owned and leased inpatient facilities was primarily the result of an increase in our
sclf-insured reserves for professional and general liability risks, which is primarily due to the revised assessment of certain
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actuarial implications of such revisions. Other operaling expenses for other operations and our corporate office increased to
$51.6 million in 2008 compared to $46.3 million in 2007, primarily due to the management contract business purchased in the
Horizon Health acquisition.

Depreciation and amortization. Depreciation and amortization expense increased to $38.8 million in 2008 compared to
$30.1 million in 2007, primarily as a result of the acquisitions of inpatient facilities and capital expenditures during 2007 and
2008.

Interest expense, net. Interest expense, net of interest income, increased to $76.0 million in 2008 compared to $73.9 million
in 2007 primarily as a result of an increase in our Jong-term debt offset by a reduction in our overall effective interest rate. We
borrowed $443.2 million in May 2007 to finance the Horizon Health acquisition and borrowed $149.3 million in 2008 to
finance the acquisition of five inpatient behavioral health care facilities from UMC, acquisitions of EAP businesses that were
later moved to discontinued operations, capital expenditures and other general corporate purposes. In February 2009, as part of
an amendment to our revolving credit facility, the interest rate margins on borrowings based on LIBOR were increased to a
range of 5.0% to 5.75% depending upon a certain levcrage ratio. This intcrest rate margin was 1.5% at December 31, 2008.
For further information on the February 2009 amendment to our revolving credit facility, see Liquidity and Capital Resources
within this Management’s Discussion and Analysis of Financial Condition and Results of Operations.

Income atiributable to noncontrolling interest. During 2008 and 2007, we owned a controlling interest in a joint venture
that owned one of our inpatient behaviorai health care facilities. Income attributable to noncontrolling interest represents the
pro rata portion of each joint venture’s net profit belonging to the noncontrolling partner.

Loss on refinancing of long-term debt. During 2007 we incurred a loss on refinancing long-term dcbt of $8.2 million that
consisted primarily of the amount above par value we paid to repurchase our 105/3% Senior Subordinated Notes due 2013
(“105/3 Notes™), the write-off of capitalized financing costs associated with our 10%/s% Notes and the amount paid to exit the
related interest rate swap agreements.

(Loss) income from discontinued operations, net of faxes. The loss from discontinued operalions, net of income tax effect,
was $81,000 for the year ended December 31, 2008 compared to income from discontinued operations, net of income tax
effect, of $74,000 for the year ended December 31, 2007, During 2009, we completed the sale of our EAP business, elected to
close and make The Qaks Treatment Center and Cumberland Hall of Chattanooga available for sale, and terminated one
contract with a South Carolina juvenile justice agency. We also elected to close and make Nashville Rehabilitation Hospital
available for sale. During the ycar ended December 31, 2008, we clected to dispose of a leased inpatient facility and recorded a
$1.9 tnillion write-down to fair value of the asscts held-for-sale for this facility. Additionally, two contracts with a Puerto
Rican juvenile justice agency to manage inpatient facilities were terminated in 2008. During the year ended December 31,
2007, we elected to dispose of one inpatient facility. Accordingly these operations are included in discontinued operations.

Liquidity and Capital Resources

We currently have $295.7 million available for borrowings under our $300 million revolving credit facility. Additionally,
our cash flow from continuing operating activities was $205.4 million for the year ended December 31, 2009 and we had
$177.9 million of working capital at December 31, 2009. We belicve that our cash flow from operations, revolving credit
facility availability and working capital are sufficient to fund our known futurc cash requirements for operations and capital
expenditures. We historically spend approximately 2% to 3% of our revenue on routine capital expenditures and currently
have plans for construction projects with expected costs of approximately $57 million over the next year, which will add
approximately 300 new beds to our inpatient facilities.

As part of our long-term growth strategy we are actively seeking acquisitions that fit our corporate growth strategy and may
acquire additional inpatient behavioral health care facilities and other operations as well as incur expenditures for the
expansion of our inpatient facilitics. Management continually assesses our capital needs and, should the necd arise, we will
seek additional financing, including debt or equity, to fund potential acquisitions, facility expansions, repayment of
indebtedness or for other corporate purposes. In negotiating such financing, there can be no assurance that we will be able to
raise additional capital on terms satisfactory to us. Failure to obtain additional financing on reasonable terms could have a
negative effect on our plans to acquire additional inpatient psychiatric facilities or expand our facilities.

Working capital at December 31, 2009 was $177.9 million, including cash and cash equivalents of $6.8 million, compared
to working capital of $233.9 million, including cash and cash equivalents of $51.3 million, at December 31, 2008. The
$44.5 million decrease in cash and cash equivalents is primarily a result of principal payments in cxcess of borrowings to
reduce debt by $127.9 million, cash used for acquisitions of $32.9 million and capital expenditurcs of $150.0 million, offset by
cash provided by continuing operations of $205.4 million and cash received on the sale of our EAP business of 568.5 million,
net of fees and expenses. The net reduction in debt included a $229.3 million reduction in our revolving credit facility such
that there was no balance outstanding at December 31, 2009, thereby increasing our borrowing availability to $295.7 million
from $63.9 million at Dccember 31, 2008.
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our EAP business that was sold in the fourth quarter of 2009 for approximately $68.5 million, net of fces and expenses.
Excluding net current assets held for sale of discontinued operations, working capital was $158.6 million and $161.6 million at
December 31, 2009 and 2008, respectively. This change in working capital is primarily attributable to increases in accounts
receivable of $8.0 million and decreases in other accrued liabilities of $19.0 million to purchase a hospital building previously
leased and current maturitics under our revolving credit facility of $29.3 million, offset by decreases in cash of $44.5 million,
income tax receivable of $6.3 million and deferred tax assets of $4.5 million, and an increase in accrued interest expense of
$4.8 million.

Cash provided by continuing operating activities was $205.4 million in 2009 compared to $139.3 million in 2008. The
increase in cash flows from continuing operating activities was primarily the result of cash provided by improved operating
results, improved collections on accounts receivable and a reduction in payments for income taxes and interest. Income tax
payments decrcased to $49.9 million in 2009 compared to $68.1 million in 2008, primarily as a result of applying income tax
overpayments for 2008 to income taxes due for 2009. Interest payments dccreased to $62.0 million in 2009 compared to
$79.8 million in 2008, primarily due to dccreasing interest rates on our variable rate debt and timing of interest payments.
During 2009, the balancc of accounts receivabie increased $3.9 million, nct of acquisitions, compared to an increase of $17.8
million, net of acquisitions, during 2008, primarily as a result of improved collections on our accounts receivables. The
increase in the balance of accounts recejvable, net of acquisitions, during 2008 was primarily the result of post-acquisition
receivables gencrated in 2008 from the five facilities acquirced from UMC in March 2008, for which no accounts receivable
were purchased. Our consolidated days sales outstanding were 49 and 52 at December 31, 2009 and 2008, respectively.

Billings for patient accounts receivable are generally submitted to the payor within three days of the patient’s discharge or
completion of services. Interim billings may be utilized for patients with extended lengths of stay. We verify within a
reasonable period of time that claims submitted to third-party payors have been received and are being processed by such
payors, Follow-up regarding the status of each claim is made on a periodic basis until payment on the claim is received. Billing
notices for self-pay accounts receivable are distributed on a periodic basis. Self-pay accounts receivable are turned over to
collection agencies once internal collection efforts have been exhausted. Accounts receivable under our inpatient management
contracts are billed at least monthly. Follow-up collection efforts are made on a periodic basis until payment is received. Qur
allowance for doubtful accounts for patient receivables primarily consists of patient accounts that are greater than 180 days
past the patient’s discharge date. Our allowance for doubtful accounts for receivables due under our inpatient management
contracts primarily consists of amounts that are specifically identified as potential collection issues. Accounts receivable are
nol written off until collection within a reasonable period of time is deemed unlikely.

Cash used by continuing investing activitics was $181.7 million in 2009 compared to $244.4 million in 2008. Cash used in
investing activities in 2009 primarily consisted of $130.7 million paid for purchases of fixed assets, $32.9 miilion paid for
acquisitions and $19.3 million paid for the acquisition of the real estate of previously leased facilities. Cash used for routine
and expansion capital expenditures was approximately $53.3 million and $77.4 million, respectively, for the year ended
December 31, 2009, We expect expansion expenditures to continue during 2010 as a result of planned capital expansion
projects and the construction of new facilities, which arc expected to add approximately 300 new beds to our inpatient
facilities. We define expansion capital expenditures as those that increase the capacity of our facilities or otherwise enhance
revenue. Routine or maintenance capital expenditures were 3.0% of our net revenue for 2009. Cash provided by discontinued
investing activities in 2009 primarily consisted of $68.5 million in proceeds from the sale of our EAP business, net of fecs and
expenses. Cash used in continuing investing activities in 2008 consisted prirnarily of $121.2 million in cash paid for
acquisitions and $121.9 million paid for purchases of fixed assets. Acquisitions in 2008 consisted primarily of five inpatient
behavioral health care facilitics acquired from UMC. Cash used in discontinued investing activities in 2008 consisted primarily
of cash paid for acquisitions of EAP businesses.

Cash used in financing activities was $136.8 million in 2009 compared to cash provided by financing activities of
$155.7 million in 2008. Cash used in financing activities for 2009 consisted primarily of $229.3 miliion of net payments on
our revolving credit facility, $9.9 million paid for loan and issuance costs and $5.1 million principal payments on long-term
debt, offset by $106.5 million received from the issuance of $120 million of our 73/s% Notes at a discount of 11.25%. Cash
provided by financing activities in 2008 primarily resulted from $149.3 million borrowed under our revolving credit facility
used to finance the acquisition of five inpatient behavioral health care facilities from UMC and certain EAT acquisitions,
capital expenditures and other general corporate purposes.

We have filed a universal shelf registration statement on Form $-3 and an acquisition shelf registration statement on Form
§-4. The universal shelf registration statement permits us to sell, in one or more public offerings, an indeterminatc amount of
our common stock, common stock warrants, preferred stock and debt securities, or any combination of such securities, at
prices and on terms satisfactory to us. The acquisition shelf registration statement enables us to issue up to 5 milltion shares of
our common stock in one or more business combination transactions, including acquisitions by us of other businesses, assets,
properties or securities. To date, no securities have been issued pursuant to either registration statement.
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Obligations and Commitments

Payments Due by Period (in thousands)

Less than More than
Total 1 year 1-3 years 3-5 years 5 years
_ong-term debt (1):
Senior Credit Facility:
Senior secured term loan facility, expiring on
July 1, 2012 and bearing interest of 2.0%
at December 31, 2009 § 564,875 $ 3,750 $561,125 § — $ —
7 3/4% Senior Subordinated Notes due July 15,
2015 582,666 — — — 582,666
Mortgage loans on facilities, maturing in 2036,
2037 and 2038 bearing fixed interest rates of
5.7%to 7.6% 32,850 450 588 1,118 30,294
1,180,391 4,200 562,113 1,118 612,960
ease and other obligations 86,786 14,872 20,988 14,410 36.516
lotal contraciual obligations $1,267,177 $19,072 £583,101 $15,528 $649 476

(1) Excludes capital leasc obligations and other obligations of $6.7 million, which are included in lease and other obiigations.

The fair value of our $470.0 million in principal amount of 73/4% Notes was approximately $453.6 million and
$343.7 million as of December 31, 2009 and 2008, respectively. The fair value of our $120.0 million in principal amount of
73/4% Wotes issued in May 2009 was approximately $111.6 million as of December 31, 2009. The fair value of our senior
secured term loan facility was approximately $536.6 million as of December 31, 2009. The fair values of our revolving credit
facility and senior secured term loan facility were approximately $195.5 million and $446.4 million, respectively, as of
December 31, 2008. The carrying value of our other long-term debt, including current maturities, of $39.5 million and
$40.6 million at December 31, 2009 and 2008, respectively, approximated fair value. We had $564.9 million of variable rate
debt outstanding under our senior secured term loan facility as of December 31, 2009. At our December 31, 2009 borrowing
level, a hypothetical 10% increase in interest rates would decrease our annual net income and cash {lows by approximately
$0.7 million.

Impact of Inflation and Economic Trends

Although inflation has not had a material impact on our resulis of operations, the health care industry is very labor intensive
and salaries and benefits are subject to inflationary pressures as are supply costs, which tend to escalate as vendors pass on the
rising costs through price increases. Some of the freestanding owned, leased and managed inpatient behavioral health care
facilities we operate are experiencing the effects of the tight labor market, including a shortage of nurses, which has caused
and may continue to cause an increase in our SWB expense in excess of the inflation rate, Although we cannot predict our
ability to cover future cost increases, management believes that through adherence to cost containment policies, labor
management and reasonable price increases, the effects of inflation on future operating margins should be manageable. Our
ability to pass on increased costs associated with providing health care to Medicare and Medicaid patients is limited due to
various fcderal, state and local laws which have been enacted that, in certain cases, limit our ability to increase prices. In
addition, as a result of increasing regulatory and competitive pressures and a continuing industry wide shifi of patients into
managed care plans, our ability to maintain margins through price increascs to non-Medicare patients is limited.

The behavioral health care industry is typically not directly impacted by periods of recession, erosions of consumer
confidence or other general economic trends as most health care services are not considered a component of discretionary
spending. However, our inpatient facilities may be indirectly negatively impacted to the extent such economic conditions
result in decreased reimbursements by federal or state governments or managed care payors. Discussion concerning the current
economic downturn is included in Part I, item 1A under the caption “Risk Factors.” We are not aware of any economic trends
that would prevent us from being able to remain in compliance with all of our debt covenants and to meet all required
obligations and commitments in the near future.

Critical Accounting Policies

Our consolidated financial statements have been prepared in accordance with GAAP. In preparing our financial statements,
we are required to make estimates and assumptions that affcct the reported amounts of assets, liabilities, revenues, and
expenses included in the financial statements. Estimates are based on historical experience and other information currently
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available, the results of which form the basis of such estimates. While we believe our estimation processes are reasonable,
actual results coutd differ from our estimates. The following represent the estimates considered most critical to our operating
performance and involve the most subjective and complex assumptions and assessments.

Allowance for Doubtful Accounts

Our ability to collect outstanding patient receivables from third-party payors is critical to our operating performance and
cash flows.
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The primary collection risk with regard to patient receivables lics with uninsured patient accounts or patient accounts for
which primary insurance has paid, but the portion owed by the patient remains outstanding. We cstimate the allowance for
doubtful accounts primarily based upon the age of the accounts since the patient discharge date. We continually monitor our
accounts receivable balances and utilize cash coltection data to support our estimates of the provision for doubtful accounts.
Significant changes in payor mix or business office operations could have a significant impact on our results of operations and
cash flows.

The primary collection risk with regard 1o receivables due under our inpaticnt management contracts is attributable to
contractual disputes. We estimate the allowance for doubtful accounts for these receivables based primarily upon the specific
identification of potential collection issues. As with our patient receivables, we continually monitor our accounts reccivable
balances and utilize cash collection data to support our estimates of the provision for deubtful accounts.

Allowances for Contractual Discounts

The Medicare and Medicaid regulations are complex and various managed care contracts may include multiple
reimbursement mechanisms for different types of services provided in our inpatient facilitics and cost settlement provisions
requiring complex calculations and assumptions subject to interpretation. We estimate the allowance for contractual discounts
on a payor-specific basis by comparing our established billing rates with the amount we determine to be reimbursable given
our interpretation of the applicable regulations or contract terms. Most payments are determined based on negotiated per-diem
rates. While the services authorized and provided and related reimbursement are often subject to intcrpretation that could result
in payments that differ from our estimates, these differences are dcemed immaterial. Additionally, updated regulations and
confract renegotiations occur frequently necessitating continual review and assessment of the estimation process by our
management. We periodically compare the contractual rates on our patient accounting systems with the Medicare and
Medicaid reimbursement rates or the third-party payor contract for accuracy. We also monitor the adequacy of our contractual
adjustments using financial measures such as comparing cash receipts to nct patient revenue adjusted for bad debt expense.

As of December 31, 2009, our paticnt accounts reccivable balance for third-party payors was $235.0 million, A theoretical
1% change in the amounts due from third-party payors at December 31, 2009 could have an after tax effect of approximately
$1.5 million on our financial position and results of operations.

The following table presents the percentage by payor of our net revenue for the years ended December 31, 2009 and 2008
and related accounts receivable at year end:

For the Year Ended December 31,

2009 2008
Net Revenue Accounts Receivahle Net Revenue Accounts Reccivable
viedicaid 29% 24% 30% 26%
ZommercialHMO/Private Pay 37% 42% 36% 41%
vicdicare 14% 12% 13% 10%
state agency 15% 16% 15% 17%
Jther 5% 6% 6% 6%
100% 100% 100% 100%

The following table presents the percentage by aging category of our accounts rcceivable at December 31, 2009 and 2008:

At December 31,

2008 _ 2008
}- 30 days 64% 64%
31 - 60 days 14% 13%
51 - 90 days 8% 8%
M - 120 days 5% 5%
121 - 150 days 3% 4%
151 - 180 days 3% 4%
= 180 days 3% 2%
('otal 100% 100%

Our consolidated day’s sales outstanding were 49 and 52 for the years ended December 31, 2009 and 2008, respectively.
Our consolidated collections as a percentage of net revenue less bad debt expense was 101.5% and 99.9% for the years ended
December 31, 2009 and 2008, respectively.
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Professional and General Liability

We are subject to medical malpractice and other tawsuits duc to the nature of the services we provide. Qur operations have
profcssional and general liability insurance in umbrella form for claims in excess of $3.0 million with an insured excess limit
of $75.0 million. The self-insured reserves for professional and general liability risks are estimated based on historical claims,
demographic factors, industry trends, severity factors, and other actuarial assumptions calculated by an independent third-party
actuary. This estimated accrual for professional and general liabilities could be significantly affected should current and future
occurrences differ from historical claim trends and expectations. We have utilized our captive insurance company to manage
the self-insured retention. While claims are monitored closely when estimating professional and general liability accruals, the
complexity of the claims and wide range of potential outcomes often limits timely adjustments to the assumptions uscd in
these estimates.

Income Taxes

As part of our proeess for preparing our consolidated financial statements, our management is required to compute income
taxes in each of the jurisdictions in which we operate. This process involves estimating the current tax benefit or expense of
future deductible and taxable temporary differences. The tax effects of future deductible and taxable temporary differences arc
recorded as deferred tax assets and liabilities which are components of our balance sheet. Management then assesscs our
ability to realize the deferred tax assets based on reversals of deferred tax liabitities and, if necessary, estimates of future
taxable income. A valuation allowance for deferred tax assets is established when we believe that it is more likely than not that
the deferred tax asset will not be realized. Management must also assess the impact of our acquisitions on the realization of
deferred tax assets subject to a valuation allowance to determine if all or a portion of the valuation allowance will be offset by
reversing taxable differences or future taxable income of the acquired entity. To the extent the valuation allowance can be
reversed due to the estimated future taxable income of an acquired entity, then our valuation allowance is reduced accordingly
as an adjustment to purchase price.

In order to apply GAAP, we are required to make significant judgments regarding the recognition and measurement of each
tax position. Changes in these judgments may materially affect the estimate of our cffective tax rate and our operating results.

Share-Based Compensation

We record share-based compensation expense for the cost of employee services received in exchange for an award of
equity instruments based on the grant-date fair value of such awards. We utilize the Black-Scholes option pricing model to
estimate the grant-date fair value of our stock options. The Black-Scholes model includes certain variables and assumptions
that require judgment, such as the expeeted volatility of our stock price and the expected term of our stock options.
Additionally, judgment is in the estimation of forfeitures over the vesting period of share-based awards.

Item 7A. Quantitative and Qualitative Disclosures About Market Risk,

Our interest expensc is sensitive to changes in the general Jevel of interest rates. With respect to our interest-bearing
liabilities, approximately $615.5 miilion of our long-term debt outstanding at December 31, 2009 was subject to a weighted-
average fixed interest rate of 8.0%. Qur variable rate debt is comprised of our senior sccured term loan facility, which had
$564.9 million outstanding at December 31, 2009 and on which interest is generally payable at LIBOR plus 1.75%.

A hypothetical 10% increase in interest rates would decrease our net income and cash flows by approximately $0.7 million
on an annual basis based upon our borrowing level at December 31, 2009. Tn the event we draw on our revolving credit facility
and/or interest rates change significantly, we expect management would take actions intended to further mitigate our exposure
to such change by targeting a portion of our debt portfolio to be maintained at fixed rates and periodically entering into interest
rate swap agreements. Information on quantitative and qualitative disclosurc about market risk is included in Part II, Item 7 of
this Annual Report on Form 10-K under the caption “Management’s Discussion and Analysis of Financial Condition and
Results of Operations — Liquidity and Capital Resources.”

Item 8. Financial Statements and Supplementary Data.

Information with respect to this Item is contained in our consolidated financia statements indicated in the Index on Page I'-
1 of this Annual Report on Form 10-K.

Item 9. Changes in and Disagreements With Accountants on Accounting and Financial Disclosure.

None.
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Item 9A. Controls and Procedures,
Conclusion Regarding the Effectiveness of Disclosure Controis and Procedures

We carricd out an cvaluation, under the supervision and with the participation of management, including our Chief
Executive Officer and Chicl Accounting Officer, of the effectiveness of the design and operation of our disclosure controls and
procedures as of the end of the period covercd by this report pursuant to Exchange Act Rule 13a-15. Based upon that
evaluation, our Chief Executive Officer and Chicf Accounting Officer concluded that our disclosure controls and procedures
were effective in ensuring that information required to be disclosed by us (including our consolidated subsidiaries) in rcports
that we file or submit under the Securities Exchange Act of 1934, as amended, is recorded, processcd, summarized and
reportcd on a timely basis.

Management’s Report on Internal Contrel Over Financial Reporting |

Pursuant to Section 404 of the Sarbanes-Oxley Act of 2002, we have included a report of management’s assessment of the
design and operating effectiveness of our internal controls as part of this report. Our independent registered public accounting |
firm also reported on the effectiveness of our intcrnal control over financial reporting. Management’s report and the ‘
independent registered public accounting firm’s report are included in our 2009 consolidated financial statements beginning |
with the index on page F-| of this report under the captions entitled “Management’s Report on Internal Control Over Financial |
Reporting” and “*Report of Independent Registered Public Accounting Firm.”
Changes in Internal Control Over Financial Reporting

There has been no change in our internal control over financial reporting during the fourth quartcr ended December 31,
2009 that has materially affected, or is reasonably likely to materially affect, our internal controt over financial reporting.
Itcm 9B. Other Information.

None.

PART 111

Item 10. Directors and Exccutive Officers and Corporate Governance,

Dircetors

The information relating to our directors set forth in the Company’s Proxy Statement relating to the 2009 Annual Meeting
of Stockholders under the caption “Proposal 1: Election of Directors” and “Corporate Governance — Committees of the Board
of Directors — Audit Committee” is incorporated herein by reference.
Exccutive Officers of the Registrant

The executive officers of the Company are:

Name Ape Officer Since Positions

Joey A. Jacobs 56 April 1997 President and Chief Executive Officer

Ronald M, Fincher 56 October 2008 Chicf Operating Officer

Jack E. Polson 43 August 2002 Executive Vice President, Chief Accounting Officer
Brent Turner 44 February 2003 Executive Vice President, Finance and Administration
Christopher L. Howard 43 September 2005 Executive Vice President, General Counsel and Secretary

Joey A. Jacobs, President and Chief Executive Officer. Mr. Jacobs serves as President and Chief Executive Officer and was
one of our co-founders in April 1997. Prior to our founding, Mr. Jacobs served for 21 years in various capacities with HCA
Inc. (“HCA,” also formerly known as Hospital Corporation of America, Columbia and Columbia/HCA), most recently as
President of the Tennessee Division. Mr. Jacobs' background at HCA also includes serving as President of HCA's Central
Group, Vice President of the Western Group, Assistant Vice President of the Central Group and Assistant Vice President of
the Salt Lake City Division.

Ronald M. Fincher, Chief Operating Officer. Mr. Fincher has served as Chief Operating Officer since January 14, 2010,
after being appointed Co-Chief Operating Officer on October 13, 2008. He had served the company as a Division President
since April 2003. As a Division President, Mr. Fincher was responsible for managing the opcrations of several of our inpatient
behavioral heaith care facilities. Prior to joining us, Mr. Fincher served as a Regional Vice President of Universal Health
Services, Inc. from 2000 until 2003.
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Jack E. Polson, Executive Vice President, Chief Accounting Officer. Mr. Polson has served as an Executive Vice President
since September 2006 and as Chief Accounting Officer since August 2002. Prior to being appointed Chief Accounting Officer,
Mr. Polson had served as Controller since June 1997. From June 1995 until joining us, Mr. Polsen served as Controller for
Columbia Healthcare Network, a risk-bearing physician health organization. From May 1992 until Junc 1995, Mr. Polson
served as an Intemnal Audit Supervisor for HCA.
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Brent Turner. Executive Vice President, Finance and Administration. Mr. Turner has scrved as the Executive Vice
President, Finance and Administration since August 2005 and previously had served as the Vice President, Treasurer and
Investor Relations since February 2003. From April 2002 until joining us, Mr. Turner served as Exccutive Vice President and
Chief Financial Officer of a privately-held owner and operator of schools for children with learning disabilities. From
November 2001 until March 2002, Mr, Turner served as Senior Vice President of Business Development for The Brown
Schools, Inc., a provider of educational and therapeutic services for at-risk youth. From 1996 until January 2001, Mr. Turner
was employed by Corrections Corporation of America, a private prison operator, serving as Treasurer from 1998 1o 2001.

Christopher L. Howard, Executive Vice President, General Counsel and Secretary. Mr. Howard has served as the
Executive Vice President, General Counsel and Secretary since September 2005, Prior to joining us, Mr. Howard was a
member of Waller Lansden Dortch & Davis, LLP, a law firm based in Nashville, Tennessee.

Code of Ethics

| We adopted a Code of Ethics that applies to all of our directors, officers and employees. The Code of Ethics is available on
our website at wiww. psysolutions.com. We will disclosc any amendment to, other than technical, administrativc or non-
substantive amendments, or waiver of our Code of Ethics granted to a director or executive officer by filing a Current Report
on Form 8-K disclosing the amendment or waiver within four business days. Upon the written request of any person, we will
furnish, without charge, a copy of our Code of Ethics. Requests should be directed to Psychiatric Solutions, Inc., 6640
Carothers Parkway, Suite 500, Franklin, Tennessee 37067, Attention: Christopher L. Howard, Esq., Executive Vice President,
General Counsel and Secretary.

Section 16(a) Compliance

The information relating to Section 16(a) beneficial ownership reporting eompliance set forth in our Proxy Statement
relating to the 2010 Annual Meeting of Stockholders under the caption “Section 16(a} Bencficial Ownership Reporting
Compliance” is incorporated herein by reference.

Item 11. Executive Compensation.

The information set forth in our Proxy Statement relating to the 2010 Annual Meeting of Stockholders under the caption
“Compensation Discussion and Analysis” and “Executive Compensation™ is incorporated herein by reference. The
“Compensation Committee Report” also included in the Proxy Statement is expressly not incorporated herein by reference.

Item 12. Security Ownership of Certain Beneficial Owncers and Management and Related Stockhoelder Matters.

The information set forth in our Proxy Statement relating to the 2010 Annual Meeting of Stockholders under the caption
“Security Ownership of Certain Beneficial Owners and Management” and “Executive Compensation — Equity Compensation
Plan Information” is incorporated herein by reference.

Item 13. Certain Relationships and Related Transactions, and Director Independence.

The information set forth in our Proxy Statement relating to the 2010 Annual Meeting of Stockholders under the caption
“Corporate Govemance — Standards of Independence for the Board of Directors™ and “Certain Relationships and Related
Transactions” is incorporated herein by reference.

Ttem 14. Principal Accountant Fees and Services.

The information set forth in our Proxy Statement relating to the 2010 Annual Meeting of Stockholders under the caption
“Proposal 3: Ratification of Appointment of Independent Registered Public Accounting Firm™ is incorporated herein by
reference.
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PART 1V

I
| Item 15. Exhibits and Financial Statement Schedules.
‘ (a) The following documents are filed as part of this Annual Report on Form 10-K:

|. Consolidated Financial Statements: The consolidated financial statements of Psychiatric Solutions are included as

follows:
Page
Report of Independent Registered Public Accounting Firm F-2
Management’s Report on Internal Control Over Financial Reporting F-3
Report of Independent Registered Public Accounting Firm F-4
Consolidated Balance Sheets F-5
Consolidated Statements of Income F-6
Consolidated Statements of Stockholders’ Equity F-7
i Consolidated Statements of Cash Flows F-8
| Notes to Consolidated Financial Statements F-10

2. Financial Statement Schedules.

All schedules are omitted because they are not applicable or are not required, or because the required information is
included in the consolidated financial statements or notes in this report.

3. Exhibits. The exhibits which are filed with this report or which are incorporated herein by reference are set forth in the
Exhibit Index on pages 34 through 37,

(b) Exhibits.

Exhibit

Number Description

3.1 Amended and Restated Certificate of Incorporation of PMR Corporation, filed with the Delaware Secretary of
State on March 9, 1998 (incorporated by reference to Exhibit 3.1 to the Company’s Annual Report on Form 10-K
for the fiscal year ended April 30, 1998).

3.2 Certificate of Amendment to Amended and Restated Certificate of Incorporation of PMR Corporation, filed with
the Delaware Secretary of State on August 5, 2002 (incorporated by reference to Exhibit 3.2 to the Company’s
Quarterly Report on Form 10-Q for the quarter ended July 31, 2002).

33 Centificate of Amendment to Amended and Restated Certificate of Incorporation of Psychiatric Solutions, Inc.,
filed with the Delaware Sccretary of State on March 21, 2003 (incorporated by reference to Appendix A of the
Company’s Definitive Proxy Statement, filed on January 22, 2003).

34 Certificate of Amendment to Amended and Restated Certificate of Incorporation of Psychiatric Solutions, Inc.,
filed with the Delaware Secretary of State on December 15, 2005 (incorporated by reference to Exhibit 3.4 to the
Company’s Annual Report on Form 10-K for the fiscal year ended December 31, 2005).

3.5 By-Laws (incorporated by reference to Exhibit 3 to the Company’s Current Report on Form 8-K filed on
November 6, 2007).

4.1 Reference is made to Exhibits 3.1 through 3.5,

42 Common Stock Specimen Certificate (incorporated by reference to Exhibit 4.2 to the Company’s Annual Report
on Form 10-K for the fiscal year ended December 31, 2002).

4.3 Indenture, dated as of July 6, 2005, by and among Psychiatric Solutions, Inc., the Guarantors named therein and
Wachovia Bank, National Association, as Trustee (incorporated by reference to Exhibit 4.1 to the Company’s
Current Report on Form 8-K, filed on July 8, 2005).

4.4 Form of Notes (included in Exhibit 4.3).
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Exhibit

Number Description

4.5 Seventeenth Supplemental Indenture, dated as of May 31, 2007, among Psychiatric Solutions, Inc., the
subsidiaries of Psychiatric Solutions, Inc. party thereto as guarantors and U.S. Bank National Association, as
Trustee (incorporated by reference to Exhibit 4.1 to the Company’s Current Report on Form 8-K, filed on June 1,

2007}

4.6 Purchase Agreement, dated as of May 4, 2009, among Psychiatric Solutions, Inc., the subsidiarics of Psychiatric
Solutions, Inc. party thereto as guarantors, and Banc of America Securities LLC, Barclays Capital Inc., Citigroup
Global Markets Inc., J.P. Morgan Securities Inc. and RBC Capital Markets Corporation. (incorporated by
reference 1o Exhibit 4.1 to the Company’s Current Report on Form 8-K, filed on May 8, 2009).

4.7 Indenture, dated as of May 7, 2009, among Psychiatric Solutions, Inc., the subsidiaries of Psychiatric Solutions,
Inc. party thereto as guarantors and U,S. Bank National Association, as Trustee {incorporated by reference to
Exhibit 4.2 to the Company's Current Report on Form 8-K, filed on May 8, 2009).

48 Form of Notes (included in Exhibit 4.8) (incorporated by reference to Exhibit 4.3 to the Company’s Current
Report on Form 8-K, filed on May 8, 2009).

4.9 Registration Rights Agreement, dated as of May 7, 2009, among Psychiatric Solutions, Inc., the subsidiarics of
Psychiatric Solutions, Inc. party thereto as guarantors, and Banc of America Securities LLC, Barclays Capital
Inc., Citigroup Global Markets Inc., J.P. Morgan Securities Inc. and RBC Capital Markets Corporation
(incorporated by refercnce to Exhibit 4.4 to the Company’s Current Report on Form 8-K, filed on May 8, 2009).

0.1t Employment Agreement, dated as of May 10, 2007, between Jocy A. Jacobs and Psychiatric Solutions, Inc.
(incorporated by refercnce to Exhibit 10 to the Company's Current Report on Form 8-K, filed on May 15, 2007).

10.2t Form of Indemnification Agreement executed by each director of Psychiatric Solutions, Inc. and Psychiatric
Solutions, Inc. (incorporated by reference to Exhibit 10.4 to the Company’s Annual Report on Form 10-K for the
fiscal year ended December 31, 2004).

10.3 ISDA Master Agreement, dated as of November 29, 2007, between Merrill Lynch Capital Services, Inc. and
Psychiatric Solutions, Inc. (incorporated by reference to Exhibit 10.3 to the Company’s Quarteriy Report on
Form 10-Q, filed on May 6, 2008).

10.4 Second Amended and Restated Credit Agreement, dated as of July 1, 2005, by and among Psychiatric Solutions,
Inc., the subsidiaries named as guarantors thereto, Citicorp North America, Inc., as term loan facility
administrative agent, co-syndication agent and documentation agent, Bank of America, N.A., as revolving loan
facility administrative agent, collateral agent swing linc lender and co-syndication agent, and the various other
agents and lenders party thereto. (incorporated by reference to Exhibit 10.1 to the Company's Cutrent Report on
Form 8-K, filed on July 8, 2005).

10.5 Amendment No. 1 to Psychiatric Solutions, Inc.’s Second Amended and Restated Credit Agreement, dated as of
December 1, 2006, by and between Psychiatric Solutions, Inc., BHC Holdings, Inc., Premier Behavioral
Solutions, Inc., Alternative Behavioral Services, Inc., the subsidiaries of Psychiatric Solutions, Inc. party thereto
as guarantors, Citicorp North America, Inc., as Term Loan Facility Administrative Agent, Bank of America, N.A.,
as Revolving Credit Facility Administrative Agent, Citigroup Global Markets Inc. and Banc of America Securitics
LLC, as the Arrangers (incorporated by reference to Exhibit 10 to the Company's Current Report on Form 8-K,
filed on December 7, 2006).

10.6 Amendment No. 2 to Second Amended and Restated Credit Agreement, dated as of December 1, 2006, by and
among Psychiatric Solutions, Inc., BHC Holdings, Inc., Premier Behavioral Sotutions, Inc., Alternative
Behavioral Services, Inc., Horizon Health Corporation, ABS LINCS PR, Inc., First Hospital Panamericano, Inc,,
FHCHS of Puerto Rico, Inc., First Corrections — Puerto-Rico, Inc., the subsidiaries of Psychiatric Solutions, Inc.
party thercto as guarantors, Citicorp North America, Inc., as term loan facility administrative agent, Bank of
America, N.A., as revolving credit facility administrative agent, Citigroup Global Markets Inc. and Merrill,
Lynch, Pierce, Fenner & Smith Incorporated, as joint lead arrangers and joint book-running managers
(incorporated by reference to Exhibit 10.1 to the Company’s Current Report on Form 8-K, filed on June 1, 2007).
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Description
Incremental Facility Amendment, dated as of February 25, 2009, to the Second Amended and Restated Credit
Agreement, as amended, by and among Psychiatric Solutions, Inc., BHC Holdings, Inc., Prcmier Behavioral
Solutions, Inc., Alternative Behavioral Services, Inc., Horizon Health Corporation, Community Cornerstones,
Inc., FHP — Puerto Rico, Inc., First Hospital Panamericano, Inc., FHCHS of Puerto Rico, Inc., the subsidiaries of
Psychiatric Solutions, Inc. party thereto as guarantors, the incremental revolving credit lenders party thereto,
Citicorp North America, Inc., as term loan facility administrative agent, Bank of America, N.A, as revolving
credit facility administrative agent, Barclays Bank PLC, as syndication agent, and General Electric Capital
Corporation, JPMorgan Chase Bank, N.A. and Fifth Third Bank, as documentation agents, (incorporated by
reference to Exhibit 10.1 to the Company’s Quarterly Report on Form 10-Q for the quarter ended March 31,
2009).

Amendment No. 4 to Second Amended and Restated Credit Agreement, as amended, dated as of September 25,
2009, by and among Psychiatric Solutions, Inc., BHC Holdings, Inc., Premier Behavioral Solutions, Inc.,
Alternative Behavioral Services, Inc., Horizon Health Corporation, Community Comerstones, Inc., First
Corrections Puerto Rico, Inc., First Hospital Panamericano, Inc., FHCHS of Puerto Rico, Inc,, the subsidiaries of
Psychiatric Solutions, Inc. party thereto as guarantors, the incremental revolving credit lenders party thereto,
Citicorp North America, Inc. as term loan facility administrative agent, and Bank of America, N.A., as revolving
credit facility administrative agent. (incorporated by reference to Exhibit 10.1 to the Company’s Quarterly Report
on Form 10-Q for the quarter ended September 30, 2009},

Amended and Restated Psychiatric Solutions, Inc, Equity Incentive Plan, as amended by an Amendment adopted
on May 4, 2004 (incorporated by reference to Appendix A to the Company’s Definitive Proxy Statement, filed on
April 9, 2004),

Second Amendment to the Psychiatric Solutions, In¢. Equity Incentive Plan (incorporated by reference to
Appendix A to the Company’s Definitive Proxy Statement, filed on April 22, 2005).

Third Amendment to the Psychiatric Solutions, Inc. Equity Incentive Plan (incorperated by refcrence to
Appendix B of the Company’s Definitive Proxy Statement, filed on Aprit 21, 2006).

Fourth Amendment to the Psychiatric Solutions, Inc. Equity Incentive Plan {incorporated by reference to
Appendix A to the Company’s Definitive Proxy Statement, filed on April 10, 2008).

Psychiatric Solutions, Inc. Executive Performance Incentive Plan (incorporated by reference to Appendix A of the
Company’s Definitive Proxy Statement, filed on April 21, 2006).

Form of Nonstatutory Stock Option Agreement under the 1997 Plan {incorporated by reference to Exhibit 10.3 1o
the Company’s Quarterly Report on Form 10-Q for the quarter ended March 31, 2007).

Form of Restricted Stock Agreement {incorporated by reference to Exhibit 10.3 to the Company’s Quarterly
Report on Form 10-Q for the quarter ended March 31, 2006).

Amended and Restated Psychiatric Solutions, Inc, Outside Directors’ Non-Qualified Stock Option Plan
(incorporated by reference to Appendix C to the Company’s Definitive Proxy Statement, filed on April 14, 2003).

Amendment to the Amended and Restated Psychiatric Solutions, Inc. Qutside Directors’ Stock Option Plan
(incorporated by reference to Appendix B to the Company’s Definitive Proxy Statement, filed on April 22, 2005).

Form of Outside Directors’ Non-Qualified Stock Option Agreement (incorporated by reference to Exhibit 10.5 to
the Company’s Annual Report on Form 10-K for the year cnded April 30, 1997).

Summary of Director Compensation (incorporated by reference to Exhibit 10.22 to the Company’s Annual Report
on Form 10-K for the year ended December 31, 2006).

OQutside Director Retainer Increase (incorporated by reference to the Company’s Current Report on Form 8-K,
filed on October 20, 2008).
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10.214 Psychiatric Solutions, Inc. Qutside Directors® Stock Incentive Plan (incorporated by reference to Appendix A to
the Company’s Definitive Proxy Statement, filed on April 9, 2009).
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Exhibit
Number Description
10.22t Psychiatric Solutions, Inc. 2009 Long-Term Equity Compensation Plan (incorporated by reference to Exhibit 10.2

to the Company’s Current Report on Form 8-K, filed on March 6, 2009).

10.23t Psychiatric Solutions, Inc. Amended 2009 Long-Term Equity Compensation Plan (incorporated by reference to
Exhibit 10.1 to the Company’s Current Report on Form 8-K, filed on December 24, 2009).

10.241 Psychiatric Solutions, Inc. 2009 Cash Bonus Plans (incorporated by reference to Fxhlblt 10.1 to the Company’s
Current Report on Form 8-K, filed on March 6, 2009).

10.25% Psychiatric Solutions, Inc. 2010 Long-Term Equity Compensation Plan (incorporated by reference to Exhibit 10.2
to the Company’s Current Report on Form 8-K, filed on December 24, 2009).

21 List of Subsidiaries.

23.0* Consent of Ernst & Young LLP, Independent Registered Public Accounting Firm,

310+ Certification of the Chief Executive Officer of Psychiatric Solutions, Inc. Pursuant to Ruie 13a-14(a) of the
Securities Exchange Act of 1934, as amended, as Adopted Pursuant to Section 302 of the Sarbanes-Oxley Act of
2002.

31.2* Certification of thc Chief Accounting Officer of Psychiatric Solutions, Inc. Pursuant to Rule 13a-14(a) of the
Securities Exchange Act of 1934, as amended, as Adopted Pursuant to Scction 302 of the Sarbanes-Oxley Act of
2002.

32.1% Centifications of the Chief Executive Officer and Chicf Accounting Officer of Psychiatric Solutions, Inc. Pursuant

to Rule 13a-14(b) of the Securities Exchange Act of 1934, as amended, and 18 U.S.C. Section 1350, as Adopted
Pursuant to Scction 906 of the Sarbancs-Oxley Act of 2002.

*  Filed herewith
t  Management contract or compensatory plan or arrangement
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM
The Board of Directors and Stockholders of Psychiatric Solutions, Inc.

We have audited the accompanying consolidated balance sheets of Psychiatric Solutions, Inc. as of December 31, 2009 and
2008, and the related consolidated stalements of income, stockholders’ equity, and cash flows for each of the three years in the
period ended December 31, 2009. These financial statements are the responsibility of the Company’s management. Qur
responsibility is to express an opinion on these financial statements based on our audits.

We conducted our audits in accordance with the standards of the Public Company Accounting Oversight Board {United
States). Those standards require that we plan and perform the audit to obtain reasonable assurance about whether the financial
statements are free of material misstatement. An audit includes examining, on a test basis, evidence supporting the amounts
and disclosures in the financial statements. An audit also includes assessing the accounting principles used and significant
estimates made by management, as well as evaluating the overall financial statement presentation. We believe that our audits
provide a reasonable basis for our opinion.

In our opinion, the financial statements referred to above present fairly, in all material respects, the consolidated financial
position of Psychiatric Solutions, Inc. at December 31, 2009 and 2008, and the consolidated results of its operations and its
cash flows for each of the three years in the period ended December 31, 2009, in conformity with U.S. generally accepted
accounting principles.

We also have audited, in accordance with the standards of the Public Company Accounting Oversight Board (United
States), Psychiatric Solutions, Inc.’s internal control over financial reporting as of December 31, 2009, based on criteria
established in Internal Control-Integrated Framework issued by the Committee of Sponsoring Organizations of the Treadway
Commission and our report dated February 25, 2010 expressed an unqualified opinion thereon.

/s/ Ernst & Young LLP

Nashville, Tennessee
February 25, 2010
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MANAGEMENT’S REPORT ON INTERNAL CONTROL OVER FINANCIAL REPORTING

Our management is responsible for cstablishing and maintaining adequate internal control over financial reporting, as such
tcrm is defined in Exchange Act Rules 13a-15(f) and 15d-15(f). Under the supervision and with the participation of our
management, including our Chief Executive Officer and Chief Accounting Officer, we conducted an evaluation of the
effectiveness of our internal control over financial reporting as of December 31, 2009 based on the framework in Internal
Control—Integrated Framework issued by the Committee of Sponsoring Organizations of the Treadway Commission (COSQ).
Bascd on that evaluation, our management concluded that our internal control over financial reporting was effective as of
December 31, 2009,

Our accompanying consolidated financial statements have been audited by the independent registcred public accounting
firm of Emst & Young LLP. Reports of the independent registered public accounting firm, including the independent
registered public accounting firm’s report on our internal control over financial reporting, are included in this document.
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

The Board of Directors and Stockholders of Psychiatric Solutions, Inc.

We have audited Psychiatric Solutions, Inc.’s internal control over financial reporting as of December 31, 2009, based on
criteria established in Internal Control—Integrated Framework issued by the Committee of Sponsoring Organizations of the
Treadway Commission (the COSQ criteria), Psychiatric Solutions, Inc.’s management is responsible for maintaining effective
internal control over financial reporting, and for its assessment of the effectiveness of internal control over financial reporting
included in the accompanying Management’s Report on Internal Control Over Financial Reporting. Our responsibility is to
express an opinion on the Company’s internal control over financial reporting based on our audit.

We conducted our audit in accordance with the standards of the Public Company Accounting Oversight Board (United
States). Those standards require that we plan and perform the audit to obtain reasonable assurance about whether effective
internal control over financial reporting was maintained in all material respects. Our audit included obtaining an understanding
of internal control over financial reporting, assessing the risk that a material weakness exists, testing and evaluating the design
and operating effectiveness of internal control based on the assessed risk, and performing such other procedures as we
considered necessary in the circumstances. We believe that our audit provides a reasonable basis for our opinion.

A company’s internal control over financial reporting is a process designed to provide rcasonable assurance regarding the
reliability of financial reporting and the preparation of financial statements for external purposes in accordance with generally
accepted accounting principles. A company’s internal control over financial reporting includes those policies and procedures
that (1) pertain to the maintenance of records that, in reasonable detail, accurately and fairly reflect the transactions and
dispositions of the asscts of the company; (2) provide reasonable assurance that transactions are recorded as necessary to
permit preparation of financial statements in accordance with generally accepted accounting principles, and that receipts and
expenditures of thc company are being made only in accordance with authorizations of management and directors of the
company; and (3) provide reasonable assurance regarding prevention or timely detection of unauthorized acquisition, use, or
disposition of the company’s assets that could have a material effect on the financial statements.

Recause of its inherent limitations, internal control over financial reporting may not prevent or detect misstatements. Also,
projections of any evaluation of effectiveness to future periods are subject to the risk that controls may become inadequate
because of changes in conditions, or that the degree of compliance with the policies or procedures may deteriorate.

In our opinion, Psychiatric Solutions, Inc. maintained, in all material respects, effective internal controf over financial
reporting as of December 31, 2009, based on the COSO criteria.

We have also audited, in accordance with the standards of the Public Company Accounting Oversight Board (United
States), the consolidated balance sheets of Psychiatric Solutions, Ine. as of December 31, 2009 and 2008, and the related
consolidated statements of income, stockholders® equity, and cash flows for each of the three years in the period ended
December 31, 2009 of Psychiatric Solutions, Inc. and our report dated February 25, 2010 expressed an unqualified opinion
thereon.

/s/ Ernst & Young LLP

Nashville, Tennessee
February 25, 2010
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PSYCHIATRIC SOLUTIONS, INC.
CONSOLIDATED BALANCE SHEETS
(in thousands)

Page 73 of 116

December 31,
2009 2008
ASSETS
Zurrent assets:
Cash and cash equivalents b 6,815 § 51,271
Accounts receivable, less allowance for doubtful accounts of $51,894 and 548,383,
respectively 249,439 241,459
Other current assets 105,166 174,780
lotal current assets 361,420 467,510
*roperty and equipment:
Land 188,097 172,184
Buildings 775,887 662,513
Equipment 117,434 95,509
Less accumulated depreciation {149,688) (109,753}
931,730 820,453
Zost in excess of net assets acquired 1,153,111 1,139,242
Other assets 60,979 78,785
lotal assets 52,507,240 $2,505,990
LIABILITIES AND STOCKHOLDERS® EQUITY
Zurrent liabilities:
Accounts payable $ 35397 § 34,609
Salaries and benefits payable 81,129 83,539
Other accrued liabilities 62,036 81,065
Current portion of long-term debt 4,940 34,391
Fotal current liabilities 183,502 233,604
~ong-term debt, less current portion 1,182,139 1,280,006
Deferred tax liability 81,137 69,471
Dther liabilities 25,790 28,067
Total liabilities 1,472,568 1,611,148
Xedeemable noncontrolling interests 4,337 4,957
Stockholders’ equity:
Common stock, $0.01 par value, 125,000 shares authorized,; 56,226 and 55,934 issued and
outstanding, respectively 562 559
Additional paid-in capital 627,476 608,341
Accumulated other comprehensive loss — (3,695)
Retained carnings 402,297 284,680
lotal stockholders’ equity 1,030,335 889,885
otal liabilities and stockholders’ equity $2,507,240  $2,505,990
See accompanying notes.
F-5
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PSYCHIATRIC SOLUTIONS, INC.
CONSOLIDATED STATEMENTS OF INCOME
{(in thousands, except for per share amounts)

Year Ended December 31,

2009 2008 2007

Tevenue $1,805,361 51,696,116  §1,414,700
jalaries, wages and employce benefits (including share-based compensation of

$17,505, $19,913 and $16,104 for the years ended December 31, 2009, 2008

and 2007, respectively) 1,005,204 938,363 787,301
drofessional fees 166,783 162,491 135,803
Supplies 92,572 92,393 77,738
Rentals and leascs 20,131 20,635 18,939
Jther operating expenses 172,868 162,980 132,778
rovision for doubtful accounts 36,414 34,334 27,343
Jepreciation and amortization 44,778 38,843 30,13
‘nterest expense 71,549 75,982 73,887
_oss on refinancing long-term debt — — 8,179

1,610,301 1,526,021 1,292,081

‘ncome from continuing operations before income taxes 195,060 170,095 122,619
>rovision for income taxes 74,389 64,457 46,200
ncome from continuing operations 120,171 105,638 76,419
‘Loss) income from discontinued operations, net of (benefit from) provision for

income taxes of $(3,23%), $1,528 and $707 for 2009, 2008 and 2007,

respectively (2,461) (81) 74
Net income 117,710 105,557 76,493

Less: Net income attributable to noncontroiling interests (93) (604) (285)
Net income attributable to PSI stockholders $ 117,617 § 104,953 $ 76,208
3asic earnings per share:

Income from continuing operations attributable to PSI steckholders $ 216 % 1.89 % 1.40

(Loss) income Trom discontinued operations, net of taxes (0.04) — e

Net income attributable to PSI stockholders $ 2.12 % 1.89 § 1.40
Diluted carnings per share:

Income from continuing operations attributable to PSI stockholders $ 214 % 1.87 § 1.37

(Loss) income from discontinued operations, net of taxes (0.04) — —

Net income attributable to PSI stockholders $ 210 § 1.87 § 1.37
hares used in computing per share amounts:

Basic 55,564 55,408 ' 54,258

Diluted 56,116 56,267 55,447
Amounts attributable to PSI siockholders:

Income from continuing opcrations, net of taxes $ 120,078 % 105034 § 76,134

{Loss) income from discontinued operatians, net of taxes (2,461) (81) 74

Net income attributable to PSI stockholders § 117617 § 104,953 $ 76,208

See accompanying notes.
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PSYCHIATRIC SOLUTIONS, INC,
CONSOLIDATED STATEMENTS OF STOCKHOLDERS® EQUITY
(in thousands)

Accumulated

Additional Other
Common Stock Paid-In Comprehensive Retained
Shares Amount Capital Loss Earnings Total
3alance at December 31, 2006 53,421 % 534 $523,193 $ — $104,052 $ 627,779

Comprehensive income:
Net income attributable to PSI
stockholders — — — — 76,208 76,208
Change in fair value of
interest rate swap, net of

tax benefit of §308 — — — (479) — (479
Total comprehensive income 75,729
Share-based compensation — — 16,104 e — 16,104
Common stock issued in

acquisition 243 2 8,998 — — 9,000

Exercise of stock options and
grants of restricted stock, net -

of issuance costs 1,443 15 17,220 — — 17,235
Cumulative adjustment for
: adoption of FIN 48 — — — —_ (533) (533)
Income tax benefit of stock
option exercises — — 0,428 — -— 0428
Jalance at December 31, 2007 55,107 551 574,943 (479) 179,727 754,742

Comprehensive income:
Net income attributable to PSI
| stockholders — —_ — — 104,953 104,953
' Change in fair value of
interest rate swap, net of

tax benefit of $2,154 — _— —_ (3,216) — (3,216)
Total comprehensive income 101,737
Share-based compensation — — 19,913 — — 19,913

Common stock issucd in

acquisition of discontinued

operation 27 —_ 1,000 — — 1,000
Exercise of stock options and

grants of restricted stock, net

of issuance costs 800 8 9.433 — — 9,441
Income tax benefit of stock

option exercises — — 3,052 — — 3,052

Jalance at December 31, 2008 55,934 559 608,341 (3,695) 284,680 889,885

Comprehensive income:
Net income attributable to PSI
stockholders — v — _ 117,617 117,617
Change in fair value of
interest rate swap, net of

tax provision of $2,466 — — — 3,695 — 3,695
Total comprehensive income 121,312
Share-based compensation — — 17,505 — — 17,505

Exercise of stock options and
grants of restricted stock, net
of issuance costs 292 3 (48) — — (43)
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Income tax benefit of stock
option exercises — — 1,678 — — 1,678
3alance at December 31, 2009 56,226 $ 562 $627.,476 $ — $402,297 $1.030,335

See accompanying notes.
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PSYCHIATRIC SOLUTIONS, INC.
CONSOLIDATED STATEMENTS OF CASH FLOWS
(in thousands)

Year Ended December 31,
2009 2008 2007

JDperating activities:
Net income 117,710 § 105,557 5 76,493
Adjustments to reconcile net income to net cash provided by continuing

operating activities:

Dcpreciation and amortization 44,778 38,843 30,113
Amortization of loan costs and bond discount/premium 5,300 2,213 2,151
Share-based compensation 17,505 19,913 16,104
Loss on refinancing long-term debt — — 8,179
Change in income tax assets and liabilities 20,050 (5,034) 8,639
Loss (income) from discontinued opcrations, net of taxes 2,461 g1 (74)
Changes in operating assets and liabilities, net of effect of acquisitions:
Accounts receivable (3.911) (17,755) (12,592)
Other current assets 8,024 (4,612) 6,298
Accounts payable (1,391) 2,891 (7,939)
Salaries and benefits payable (6,219) 1,731 1,876
Accrued liabilitics and other liabilities 1,104 (4,567) {5,676)
et cash provided by continuing operating activities 205,411 139,261 123,572
Net cash provided by discontinued operating activities 983 2,522 1,549
Net cash provided by operating activities 206,394 141,783 125,521
[nvesting activities:
Cash paid for acquisitions, net of cash acquired (32,910) (121,156} (444,899}
Cash paid for real estale acquisitions (19,341) —_ e
Capital purchases of leasehold improvements, equipment and software (130,674) (121,930) (71,260)
Dther assets 1,229 {1,318) (2,451)
Nel cash used in continuing investing activitics (181,696) (244 ,404) (518,610)
Jet cash provided by (used in) discontinued investing activitics 67,692 (41,811) (17,974)
Net cash used in investing activities (114,004) (286,215} (536,584)

{Continued)
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PSYCHIATRIC SOLUTIONS, INC.
CONSOLIDATED STATEMENTS OF CASH FLOWS
(in thousands)

Page 78 of 116

Yenr Ended December 31,

2009 2008 2007

Financing activities:
Net (decrease) increase in revolving credit facility $(229,333) $149,333 $(21,000)
3orrowings on long-term debt 106,500 — 481,875
>rincipal payments on long-term debt (5,093) (6,067) (41,281)
Jayment of loan and issuance costs (9,903) (59) {6,601)
Refinancing of long-term debt — — (7,127)
Ixcess tax benefit from share-based payment arrangements 1,678 3,052 9.428
Distributions to noncontrolling interests (723) — —
Xepurchase of common stock upon restricted stock vesting (1,057} (271) (122)
roceeds from exercises of commeon stock options 1,085 9,745 17,401
Net cash (used in) provided by financing activities {(136,840) 155,733 432,513
Net (decrease) increase in cash (44,456) 11,301 21,450
Zash and cash equivalents at beginning of the year 51,271 39,970 18,520
Cash and cash equivalents at end of the year $ 6815 $ 51,271 $ 39970
Supplemental Cash Flow Information:

Interest paid 5 61,971 $ 79,824 $ 62,864

Income taxes paid 8§ 49,934 $ 68,151 $ 29,924
Effect of Acquisitions:

Assets acquired, net of cash acquired § 39,147 $124,687 $4097.354

Liabilitics assumed (6,162) (3,531) (34,753)

Common stock issued — — (9,000)

Long-term debt assumed- {75) — (8,702)

Cash paid for acquisitions, net of cash acquired $ 32,910 $121,156 $444,8599

See accompanying notes.
F-9
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PSYCHIATRIC SOLUTIONS, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
December 31, 2009

1. Summary of Significant Accounting Policies
Description of Business

Psychiatric Solutions, Inc. was incorporated in 1988 as a Delaware corporation and has its corporate office in Franklin,
Tennessee. Psychiatric Solutions, Inc. and its subsidiaries (“we,” “us™ or “our”) are a leading provider of inpatient bchavioral
health care services in the United States. Through our owned and leased facilities, we operated 94 owned or leased inpatient
behavioral health care facilities with approximately 11,000 beds in 32 states, Puerto Rico and the U.S. Virgin Islands at
Deccmber 31, 2009. Our other behavioral health care business primarily consists of our contract management and a managed
care plan in Puerto Rico. Our contract management business involves the development, organization and management of
behavioral health care and rehabilitation programs within medical/surgical hospitals.

Recent Developments
In January 2009, we opened Rolling Hills Hospital, an 80-bed inpatient facility in Franklin, Tennessee.

In May 2009, we received $106.5 million upon the issuance of $120 million of our 73/4% Senior Subordinated Notes due 2015
(the “73/4% Notes™) and used thc proceeds to repay a portion of the outstanding balance of our revolving credit facility. During
February 2009, our revolving credit facility was amended to extend the maturity of $200 million capacity to December 31,
2011. During September 2009, the maturity of the remaining $100 million capacity under our revolving credit facility was
extended to mature on December 31, 2011. At December 31, 2009, we had no borrowings outstanding under our revolving
credit facility.

On September 1, 2009, we completed the acquisition of a 131-bed inpatient behavioral health care facility located in Fargo,

North Dakota. On September 30, 2009, we completed the acquisition of a 90-bed inpatient behavioral health care facility
located in Panama City, Florida.

On November 2, 2009, we completed the sale of our employee assistance program (“EAP") business for approximately
$68.5 million in cash, net of fees and expenses.

Basis of Presentation

The accompanying consolidated financial statements have been prepared in accordance with U.S. gencrally acccpted
accounting principles (“GAAP”). The prcparation of financial statements in conformity with GAAP requires management to
make estimates and assumptions that affect the amounts reported in the consolidated financial statements and accompanying
notes. Actual results could differ from those estimates. The majority of our expenses are “cost of revenue” items. Costs that
could be classified as general and administrative expenses at our corporate office, excluding share-based compensation
expense, were approximately 2.6% of net revenue for the year ended December 31, 2009.

The consolidated financial statements include all wholly-owned subsidiarics and entities controlled by Psychiatric Solutions,
Inc. The consolidated financial statements include two inpatient behavioral health care facilities in which we own a controlling
interest and account for the ownership interest of the non- controlling partner as redeemable noncontrolling interests. All
significant intercompany balances and transactions are eliminated in consolidation.

Cash and Cash Equivalents

Cash consists of demand deposits held at financial institutions. We place our cash in financial institutions that are federally
insured. At December 31, 2009, the majority of our cash is deposited with two financial institutions. Cash equivalents are
short-term investments with original maturities of three months or less.

Accounts Receivable

Accounts receivable vary according to the type of service being provided. Accounts reccivable for our owned and leased
facilitics segment is comprised of patient service revenue and is recorded net of allowances for contractual discounts and
estimated doubtful accounts. Such amounts are owed by various governmental agencies, insurance companies and private
paticnts. Medicare comprised approximately 12% and 10% of accounts receivable at December 31, 2009 and 2008,
respectively. Medicaid comprised approximately 24% and 26% of accounts receivable at December 31, 2009 and 2008,
respectively. Concentration of credit risk from other payors is reduced by the large number of patients and payors.

Accounts receivable for our management contracts is comprised of contractually determined fees for services rendered. Such
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amounts are rccorded net of estimated allowances for doubtful accounts. Concentration of credit risk is reduced by the large
number of customers.
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PSYCHIATRIC SOLUTIONS, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
December 31, 2009

Allowance for Doubiful Accounts

Our ability to collect outstanding patient receivables from third party payors is critical to our operating performance and cash
flows.

The primary collection risk with regard to patient receivables relates to uninsured patient accounts or patient accounts for
which primary insurance has paid, but the portion owed by the patient remains outstanding. We estimate the allowance for
doubtful accounts primarily based upon the age of the accounts since the patient discharge date. We continually monitor our
accounts receivable balances and utilize cash collection data to support our estimates of the provision for doubtful accounts.
Significant changes in payor mix or business office operations could have a significant impact on our results of operations and
cash flows.

Allowances for Contractual Discounts

The Medicare and Medicaid regulations are complex and various managed care contracts may include multiple reimbursement
mechanisms for different types of services provided in our inpatient facilities and cost settlement provisions requiring complex
caiculations and assumptions subject to interpretation. We estimate the allowance for contractual discounts on a payor-specific
basis given our interpretation of the applicable regulations or contract terms, The services authorized and provided and related
reimbursement are often subject to interpretation that could result in payments that differ from our estimates, Additionally,
updated regulations and contract renegotiations occur frequently necessitating continual review and assessment of the
cstimation process by our management.

Income Taxes

We account for income taxes under the asset and liability method. Under this method, deferred tax assets and liabilities are
determined based upon differences between the financial statement carrying amounts and tax bases of assets and liabilitics and
arc measured using the enacted tax laws that will be in effect when the differences are expected to reverse. A valuation
allowance for deferred tax assets is established when we believe that it is more likely than not that the deferred tax asset will
not be realized. Significant judgments regarding the recognition and measurement of each tax position are required. Our policy
is to classify interest and penalties related to income taxes as a compenent of our tax provision.

Long-Lived Asscts
Property and Equipment

Property and equipment are stated at cost and depreciated using the straight-line method over the useful lives of the assets,
which range from 25 to 40 years for buildings and improvements and 2 to 7 years for equipment. Leaschold improvements are
amortized on a straight-line basis over the shorter of the lease term or estimated useful lives of the assets. Depreciation
expensc was $41.4 million, $35.4 million and $28.3 million for the years ended December 31, 2009, 2008 and 2007,
respectively. Depreciation expense includes the amortization of assets recorded under capital leases.

Cost in Excess of Net Assets Acguired (Goodwill)

We account for acquisitions using the acquisition method of accounting. Goodwill is generally allocated to reporting units
based on operating results. Goodwill is reviewed at least annuaily for impairment. Potential impairment is noted for a reporting
unit if its carrying value exceeds the fair value of the reporting unit. For those reporting units that we have identified with
potential impairment of goodwill, we determine the implicd fair value of goodwill. If the carrying value of goodwill exceeds
its implied fair value, an impairment loss is recorded. Our annual impairment tests of goodwill in 2009, 2008 and 2007
resulted in no goodwill impairment.

The following table presents the changes in the carrying amount of goodwilt for the years ended December 31, 2009 and 2008
(in thousands):
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PSYCHIATRIC SOLUTIONS, INC.
NOTES TQ CONSQLIDATED FINANCIAL STATEMENTS
December 31, 2009
Owned and
Leased
Fucilities QOther Total
3alance at December 31, 2007 ) $1,035,606 816,176 $1,051,782
4 cquisition of UMC facilities 85,459 — 85,459
Jther Acquisitions 2,001 — 2,001
3alance at December 31, 2008 1,123,066 16,176 1,139,242
Acquisitions 13,869 — 13,869
3alance at December 31, 2009 $1,136,935 $16,176 $1,153,111
Other Assets

Other assets include contracts that represent the fair value of inpatient management contracts and service contracts purchased
and are being amortized using the straight-line method over their estimated life, which is between 4 years and 9 years. At
December 31, 2009 and 2008, contracts totaled $22.2 million and $25.5 million and are net of accumulated amortization of
$10.7 million and $7.4 million, respectively, Amortization expense related to contracts was $3.3 million, $3.2 million and
$1.7 million for the years ended December 31, 2009, 2008 and 2007, respectively. Estimated amortization expense related to
contracts for each of the five vears ending December 31, 2014 is approximately $3.3 mitlion.

When events, circumstances and operating results indicate that the carrying values of certain long-lived assets and the related
identifiable intangible assets might be impaired, we prepare projections of the undiscounted future cash flows expected to
result from the use of the assets and their eventual disposition. If the projections indicate that the recorded amounts are not
expected 1o be recoverable, such amounts are reduced to estimated fair value. Fair value is estimated based upon projections of
discounted cash flows, -

Other assets also include loan costs that are deferred and amortized over the term of the related debt. Loan costs at

December 31, 2009 and 2008 totaled $18.8 million and $14.0 million, respectively, and are net of accumulated amortization of
$9.6 million and $8.1 million, respectively. Amortization expense rclated to loan costs, which is reported as interest expense,
was approximately $5.0 million, $2.9 million and $2.5 miilion for the years ended December 31, 2009, 2008 and 2007,
respectively. Estimated amortization expense of loan costs for the years ending December 31, 2010, 2011, 2012, 2013 and
2014 is $5.4 miilion, $5.5 million, $2.3 million, $1.8 million and $1.9 million, respectively.

Other Accrued Liabilities

At December 31, 2009 and 2008, we had approximately $23.1 million and $18.3 million, respectively, of accrued interest
expense in other accrued liabilities.

Share-Based Compensation

We adopted the Financial Accounting Standards Board (“FASB™) Accounting Standards Codification (“ASC™) 718,
Compensation — Stock Compensation (“ASC 7187}, under the modified-prospective transition method on January 1, 2006,
ASC 718 requires companies to measure and recognize the cost of employee services received in exchange for an award of
equity instruments based on the grant-date fair value. Share-based compensation recognized under the modificd-prospective
transition method of ASC 718 includes share-based compensation based on the grant-date fair value determined in accordance
with the original provisions, for all share-based payments granted prior to and not yet vested as of January 1, 2006 and share-
based compensation based on the grant-date fair-value determined in accordance with ASC 718 for all share-based payments
granted on or after January 1, 2006. We use the Black-Scholes valuation model to determine grant-date fair value and use
straight-line amortization of share-bascd compensation expense over the requisite service period of the grant.

Derivatives

We may periodically enter into interest rate swap agreements to manage our exposure to fluctuations in interest rates. These
interest rate swap agreements effectively exchange fixed or variable interest payments between two parties. During 2007, we
entered into an agreement to exchange the interest payments associated with a notional amount of $225 million LIBOR
indexed variable rate debt related to our senior secured term loan for a fixed interest rate. This interest rate swap agreemcmt
expired during the fourth quarter of 2009 and as of December 31, 2009, we were not a party to an interest rate swap
agreement.
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PSYCHIATRIC SOLUTIONS, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
December 31, 2009

Risk Management

We are subject to medical malpractice and other lawsuits due to the nature of the services we provide. Our operations have
professional and general liability insurance in umbrella form for claims in excess of a $3.0 million self-insured retention with
an insured excess limit of $75.0 million. The self-insurcd reserves for professionat and general liability risks are estimated
based on historical claims, demographic factors, industry trends, severity factors, and other actuarial assumptions calculated by
an independent third-party actuary. This estimated accrual for professional and general liabilitics could be significantly
affected should current and future occurrences differ from historical claim trends and expectations. We have utilized our
captive insurance company to manage the self-insured retention. While claims arc monitored closely when estimating
professional and general liability accruals, the complexity of the claims and wide range of potential outcomes often hampers
timely adjustments to the assumptions used in these estimates. The reserve for professional and general liability was

$19.0 million and $20.0 million as of December 31, 2009 and 2008, respectively.

We carry statutory workers’ compensation insurance from an unrelated commercial insurance carrier. Our statutory workers’
compensation program is fully insured with a $500,000 deductible per accident. The reserve for workers’ compensation
liability was $24.2 million and $20.9 million as of December 31, 2009 and 2008, rcspectively. We believe that adequate
provisions have been made for workers’ compensation and professional and general liability risk exposures.

Falr Value of Financial Instrumentis

The carrying amounts reported in the accompanying Consolidated Balance Sheets for cash and cash equivalents, accounts
receivable and accounts payable approximate their fair value given the short-term maturity of these instruments. The fair value
of our $470.0 million 7%4% Senior Subordinated Notes due 2015 (*73/4% Notes™) was $453.6 million and $343.7 million at
December 31, 2009 and 2008, respectively, The fair value of our $120.0 million in principal amount of 73/4% Notes issued in
May 2009 was $111.6 million as of December 31, 2009. The fair value of our senior secured term loan facility was

$536.6 million and $446.4 million as of December 31, 2009 and 2008, respectively. The fair value of our revolving credit
facility was $195.5 million as of December 31, 2008.

Reclassifications
Certain reclassifications have been made to the prior year to conform with current year presentation.

Recent Accounting Pronouncemenis

In September 2009, we adopted the FASB ASC. The ASC was established as the source of authoritative accounting principles
to be applied to nongovernmental entities in the preparation of financial statements in conformity with GAAP. The ASC did
not change GAAP, but was intended (o simplify user access to all authoritative GAAP by providing the authoritative literaturc
related to a particular topic in one place. All previously existing accounting standard documents were superscded and all other
accounting literature not included in the ASC is considered non-authoritative. New accounting standards issued subsequent to
June 30, 2009 are communicated by the FASB through Accounting Standards Updates {ASUs). The ASC did not have an
impact on our consotidated results of operation or financial condition. However, throughout the notes to the consolidated
financial statements refcrences that were previously made to various former authoritative GAAP pronouncements have been
changed to coincide with the appropriate section of the ASC.

In May 2009, the FASB issued guidance codified in ASC 855, Subsequent Events, cstablishing standards for accounting and
disclosure of events that occur after the balance sheet date, but before financial statcments are issued. This guidance requires
the disclosure of the date through which an entity has evaluated subsequent events and whether that date represents the date
the financial statements were issued or were available to be issued. We adopted this guidance in the quarter ended June 30,
2009.

In March 2008, the FASB issued guidance codified in ASC 805, Business Combinations, that requires enhanced disclosures
about derivative and hedging activitics. We adopted this guidance on January 1, 2009.

In December 2007, the FASB issued guidance codified in ASC 810, Consolidation, requiring the use of the acquisition method
of accounting, defining the acquirer, establishing the acquisition date, requiring acquisition-related costs to be cxpensed as
incurred and broadening the scope of a business combination to include transactions and other events in which one entity
obtains control over one or more other businesses. We adopted this guidance on January 1, 2009,

In December 2007, the FASB issued guidance establishing accounting and reporting standards for the noncontrolling interest
in a subsidiary and for the retained interest and gain or loss when a subsidiary is deconsolidated. We adopted this guidance on
January 1, 2009.
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Subsequent Events

We have evaluated subsequent events through February 25, 2010, the date of issuance of these financial statements, and
determined that: (i) no subsequent events have occurred that would require recognition in our financial statements for the year
ended December 31, 2009: and (ii) no other subsequent events have occurred that would require disclosure in the notes thereto.
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2. Revenue

Revenue consists of the following amounts (in thousands):

December 31,

2009 2008 2007
3atient service revenue $1,678,449  $1,571,141] $1,314,203
Jther revenue 126,912 124,975 100,497
otal revenue £1,805,361 $1,696,116  $1,414,700

Patient Service Revenue

Patient service revenue is generated by our inpatient facilities for services provided to patients on an inpatient and outpatient
basis within the inpatient behavioral health care facility setting. Patient service revenue is recorded at our established billing
rates less contractual adjustments, Contractual adjustments are recorded to state our patient service revenue at the amount we
expect to collect for the services provided based on amounts reimbursable by Medicare or Medicaid under provisions of cost
or prospective reimbursement formulas or amounts due from other third-party payors at contractually determined rates. During
the years ended December 31, 2009, 2008 and 2007, approximately 29%, 30% and 32%, respectively, of our revenue was
obtained from providing services to patients participating in the Medicaid program. During the years ended December 31,
2009, 2008 and 2007, approximately 14%, 13% and 12%, respectively, of our revenue was obtained from providing services to
patients participating in the Medicare program.

Seftlements under cost reimbursement agreements with third-party payors are estimated and recorded in the period in which
the rclated services are rendered and are adjusted in future periods as final settlements are determined. Final determination of
amounts earned under the Medicare and Medicaid programs often occur in subsequent years because of audits by such
programs, rights of appeal and the application of numerous technical provisions.

We provide care without charge to patients who are financially unable to pay for the health care services they receive. Because
we do not pursue collection of amounts determined to qualify as charity care, these amounts are not reported as revenue.

Othrer Revenue

Other revenue primarily derives from our contract management business and a managed care plan in Puerto Rico. Our contract
management business involves the development, organization and management of behavioral health and rehabilitation
programs within medical/surgical hospitals. Services provided are recorded as revenue at contractually determined rates in the
period the services are rendered, provided that collectability of such amounts is reasonably assured.

3. Earnings Per Share

ASC 260, Earnings per Share, requires dual presentation of basic and diluted earnings per share by entities with complex
capital structurcs. Basic earnings pet share includes no dilution and is computed by dividing net income attributable to PSI]
stockholders by the weighted average number of common sharcs outstanding for the period. Diluted earnings per share also
includes the potential dilution of securities that could share in the earnings of the entity. We have calculated earnings per share
in accordance with ASC 260 for all periods presented.

The following table sets forth the computation of basic and diluted earnings per share (in thousands, except per share
amounts):

F-14
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Year ended December 31,
2009 2008 2007
Numerator:
Basic and diluted earnings per share:
Income from continuing operations atiributable to PSI stockholders $120,078 $105,034 $76,134
{Loss) income from discontinued operations, net of taxes (2,461) (81} 74
Net income attributable to PSI stockholders $117,617 $104,953 $76,208
denominator:
Weighted average shares outstanding for basic earnings per share 55,564 55,408 54,258
Effects of dilutive stock options and restriced stock outstanding 552 859 1,189
Shares used in computing diluted earnings per common share 56,116 56,267 55,447
Jasic earnings per share:
[ncome from continuing operations attributable to PSI stockholders $ 216 $§ 189 $ 140
(Loss) income from discontinued operations, net of taxes (0.04) — —
Net income attributable to PSI stockholders § 212 §F 1.89 § 1.40
Dituted earnings per share:
Income from continuing operations attributable to PSI stockholders 3 214 187 ¥ o137
(Loss) income from discontinued operations, net of taxes {0.04) — —
Net income attributable to PSI stockholders § 210 $  1.87 § 137

4, Discontinued Operations

GAAP requires that all components of an entity that have been disposed of (by sale, by abandonment or in a distribution to
owners) or are held for sale and whose cash flows can be clearly distinguished from the rest of the entity be presented as
discontinued operations. During 2009, we sold our EAP business, elected to close and scll Nashville Rehabilitation Hospital,
The Oaks Treatment Center and Cumberland Hall of Chattancoga, and terminated one contract with a South Carclina juvenile
justice agency. During 2008, we elected to sell one facility and terminated two contracts with a Puerto Rican juvenile justice
agency to manage inpatient facilities. During 2007, we elected to dispose of one facility. Prior to the decision to discontinue

these operations, with the exception of our EAP business that was reported in our other segment, their results were reported in
our owned and leased facilities segment.
The components of (loss) income from discontinued opcrations, net of taxes, are as follows (in thousands):
Year Ended December 31,
2009 2008 2007

Revenue 361,775 $84,660 $69,469
Dperating expenses 65,273 81,296 67,921
.oss on disposal 2,202 1,917 767

67,475 83,213 68,088
‘Loss) income from discontinued opcrations before income taxes (5,700) 1,447 781
‘Benefit from) provision for income taxes ~(3,239) 1,528 707
‘Loss) income from discontinued operations, net of income taxes $(2,461) § (B by 74

The toss on disposal for the year ended December 31, 2009 is primarily the result of a $3.1 million loss recorded to cstablish
the assets held for sale of The Oaks Treatment Center at the expected nct sales price and a $1.3 million gain on the sale of our
EAP business. Other current assets include assets held for sale of $21.5 million and $79.1 million as of December 31, 2009
and 2008, respectively. Assets held for sale at December 31, 2008 includes goodwilt of $60.9 million from the acquisitions of
various BAP businesses.

We have clected to allocate interest expense to discontinued operations based on the ratio of net assets to be sold or
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debt that is required to be paid as a result of the disposal transaction to the sum of our total net assets plus consolidated debt.
Interest allocated to discontinued operations was $2.5 million, $2.8 million and $1.2 million for the years ended December 31,

2009, 2008 and 2007, respectively.

5. Acquisitions

Strategic acquisitions are an important part of our plan 1o continue to successfully grow our business and increase our
profitability.

2009 Acquisitions

In 2009, we acquired a 131-bed inpatient behaviora! health care facility located in Fargo, North Dakota and a 90-bed inpatient
behavioral health care facility located in Panama City, Florida, in separate transactions for an aggregate of $32.9 million. Each
acquisition was accounted for by the acquisition method and the aggregate purchase prices of these transactions were allocated
to the assets acquired and liabilities assumed based upon their respective fair values. The goodwill arising from the
acquisitions was allocated to the owned and leased facilities segment,

2008 Acquisition

On March 1, 2008, we acquired five inpatient behavioral health care facilities with approximately 400 beds from UMC for
$120.0 million. The acquisition was accounted for by the purchase mcthod. During 2008, we acquired multiple EAP
businesses in separate transactions for approximately $45.0 million, which were subsequently sold in 2009.

2007 Acquisitions

During 2007, we acquired 16 inpatient behavioral health care facilities with an aggregate of approximately 1,600 beds,
including the May 31, 2007 acquisition of Horizon Health, which operated 15 inpatient facilities. Each acquisition was
accounted for by the purchase method and the aggregate purchase prices of these transactions were allocated to the assets
acquired and liabilities assumed based upon their respective fair values. The consolidated financial statements include the
accounts and operations of the acquired entities for the period subsequent to the acquisition date. As the acquisition of Horizon
Health involved a merger, the goodwill associated with this acquisition is not deductible for federal income tax purposes.

The following table summarizes the allocation of the aggregate purchase price of Horizon Health (in thousands):

Horizon Health
Assets acquired:

Accounts reccivable 5 40,590
Other current assets 15,102
Fixed asscts 96,664
Costs in excess of net asscts acquired 285,068
Other assets 24,039
461,463

~iabilities assumed 35,446
_ong-term debt assumed 6,998
Cash paid, net of cash acquired and discontinued operations 419,019
4ssets and liabilities of discontinued operations 10,124
Cash paid, net of cash acquired $ 429,143

Acquisition-related direct costs paid subsequent to closing have been included as a part of the acquisition.
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6. Long-term debt

Long-term debt consists of the following (in thousands):

December 31,
2009 2008
senior credit facility:
Revolving line of credit facility, expiring on December 31, 2011 and bearing interest of 3.4%
at December 31, 2008 $ — § 229333
Senior secured term loan facility, expiring on July 1, 2012 and bearing interest of 2.0% and
3.1% at December 31, 2009 and December 31, 2008, respectively 564,875 568,625
7 3/4% Notes 582,666 475,841
Mortgage loans on facilities, maturing in 2036, 2037 and 2038 bearing fixed interest rates of
5.7%to 7.6% 32,850 33,273
Jther 6,688 7,325
1,187,079 1,314,397
~ess current portion 4,940 34,391
_ong-term debt $1,182,139 $1,280,006
Seniar Credit Facility

Our Senior Credit Facility (the “Credit Agreement”) includes a $300 million revolving line of credit facility administered by
Bank of America, N.A. and a $575 million senior secured term loan facility administered by Citicorp North America, Inc.
During February 2009, our revolving credit facility was amended to extend the maturity of $200 million capacity to
December 31,2011, During September 2009, the maturity of the remaining $100 million capacity under our revolving credit
facility was extended to December 31,2011, As a result of the February 2009 extension, $29.3 million of the $229.3 million
balance outstanding on our revolving eredit facility at December 31, 2008 was classified as current portion of long-term debt.
Quarterly principal payments of $0.9 million are due on our senior secured term loan facility and the balance of our senior
secured term loan facility is payable in full on July 1, 2012,

Our Credit Agreement is secured by substantially all of the personal property owned by us or our subsidiaries, substantially all
real property owned by us or our subsidiaries that has a value in excess of $5.0 million and the stock of substantially all of our
operating subsidiarics. In addition, the Credit Agreement is fully and unconditionally guaranteed by substantially alf of our
operating subsidiaries. The revolving credit facility and senior secured term loan facility accrue interest at our choice of the
“Base Rate” or the “Eurodollar Rate” (as defined in the Credit Agreement). The “Base Rate™ and “Eurodollar Rate” fluctuate
based upon market rates and certain leverage ratios, as defincd in the Credit Agreement. At December 31, 2009, we had no
borrowings outstanding and $295.7 million available for future borrowings under the revolving credit facility. Until the
maturity date, we may borrow, répay and re-borrow an amount not to exceed $300 million on our revolving credit facility. All
repayments made under the senior secured term loan facility are a permanent reduction in the amount available for future
borrowings. We pay a quarterly commitment fee on the unused portion of our revolving credit facility that fluctuates, based
upon certain leverage ratios, between 0.75% and 1.0% per annum. Commitment fees were approximately $1.4 million for the
year ended December 31, 2009.

Our Credit Agreement contains customary covenants that include: (1) a limitation on capital expenditures and investments,
sales of assets, mergers, changes of ownership, new principal lines of business, indebtedness, transactions with affiliates,
dividends and redemptions; (2) various financial covenants; and (3) cross-defauit covenants triggered by a default of any other
indebtedness of at lcast $5.0 million. As of December 31, 2009, we were in compliance with all debt covenant requirements. If
we violate one or more of these covenants, amounts outstanding under the revolving credit facility, senior secured term loan
facility and the majority of our other debt arrangements could become immediately payable and additional borrowings could
be restricted.

73/4% Notes

The 73/4% Notes mature on July 15, 2015 and are fully and unconditionally guaranteed on a senior subordinated basis by
substantially all of our existing operating subsidiaries. In May 2009, we issued $120 million of the 73/4% Notes at a discount
of 11.25%. This discount is being amortized over the remaining lifc of the 73/a% Notes using the effective interest rate method,
which results in an effective interest rate of 10.2% per annum on the $120 million issuance. We reccived a premium of 2.75%
plus accrued interest from the issuance of $250 million of 73/4% Notes in 2007. This premium is being amortized over the
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remaining life of the 73/4% Notes using the effective interest method, which results in an effective interest rate of 7.3% on the
$250 million issuance. We also issued $220 million of the 73/4% Naotes in 2003, Interest on the 7%/4% Notes accrues at the rate
of 73/4% per annum and is payable semi-annually in arrears on January 15 and July 15.
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Mortgage Loans

At December 31, 2009, we had $32.9 million debt outstanding under mortgage loan agreements insured by the U.S.
Department of Housing and Urban Development (“*HUD™). The mortgage loans insured by HUD are secured by real estate
located at Holly Hill Hospital in Raleigh, North Carolina, West Qaks Hospital in Houston, Texas, Riveredge Hospital near
Chicago, llinois, Canyon Ridge Hospital in Chino, California and MeadowWood Behavioral Health in New Castle, Delaware.
Interest accrues on the Holly Hill, West Oaks, Riveredge, Canyon Ridge and MeadowWood HUD loans at 6.0%, 5.9%, 5.7%,
7.6% and 7.0% and principai and interest are payable in 420 monthly installments through December 2037, September 2038,
December 2038, January 2036 and October 2036, respectively. The carrying amount of assets held as collateral approximated
$59.5 million at December 31, 2009, .

Interest Rate Swap Agreements

We periodically enter into interest rate swap agreements to manage our cxposure to fluctuations in interest rates. During 2007,
we entered into an agreement with Merrill Lynch Capital Services, Inc. to exchange the interest payments associated with a
notional amount of $225 million of LIBOR indexed variable rate debt related to our senior secured term loan for a fixed
interest rate of 3.8%. The agreement matured on November 30, 2009. The fair value of our interest rate swap of $6.2 million at

December 31, 2008 is included in other accrued liabilities.

Other

The aggregate maturities of long-term debt, including capitat lease obligations, are as follows (in thousands):

1010 8 4,940
1011 4915
012 558,494
3013 1,106
2014 1,148
Thereafter 616,476

Total $1,187.079
7. Leases

Our operating leases consist primarily of the leases of seven inpatient behavioral health care facilities, our corporate office and
the office for our contract management business. At December 31, 2009, future minimum lease payments under operating
leases having an initial or remaining non-cancelable lease term in excess of onc year are as follows (in thousands):

010 $14,089
011 11,410
012 8,223
2013 6,949
014 6,323
Thereafier 33,001

Total $79,995

8. Income Taxes

Total provision for income taxes for the years ended December 31, 2009, 2008 and 2007 was allocated as follows (in
thousands):

2009 2008 2007
3rovision for income taxes attributable to income from continuing operations $74.889 $64,457 $46,200
‘Benefit from) provision for income taxes attributable to (loss) income from

discontinued operations (3,239 1,528 707
lotal provision for income taxes $71.650 $65,985 $46,907
F-18
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The provision for income taxes attributable to income from continuing operations consists of the following (in thousands):

2009 2008 2007
Zurrent:
Federal $54,580 45,202 $31,153
State 6,388 5,568 4,838
Foreign 2,547 2,338 3,505
63,515 53,108 39,496
Jeferred:
Federal 11,200 9,819 8,086
State 638 1,487 (457}
Foreign (464) 43 {925)
11,374 11,349 6,704
>rovision for income taxes $74,889 $64,457 $46,200

The tax benefits associated with exercises of nonqualified stock options decreased the current tax liability by $0.1 million,
$3.1 million and $9.4 million in 2009, 2008 and 2007, respectively. Such benefits were recorded as increases to stockholders’

cquity.
The reconciliation of income tax computed by applying the U.S. federal statutory rate to the actual income tax expense
altributable to income from continuing operations is as follows (in thousands).

2000 2008 2007
“ederal tax $68,239 $59,322 $42 817
Statc income taxes (net of federal) 4,567 4,586 2,848
Jther 2,083 549 535
drovision for income taxes $74,889 $64,457 $46,200

Deferred income taxes reflect the net tax effects of temporary differences between the carrying amounts of assets and liabilities
for financial reporting purposes and the amounts uscd for income tax purposes. The tax effects of significant items comprising
temporary differences at December 31, 2009 and 2008 arc as follows (in thousands):

2009 2008

Jeferred tax assets:

Net operating loss carryforwards $§ 9,038 § 9,146

Allowance for doubtful accounts 18,474 13,488

Alternative minimum tax credit carryovers — 794

Accrued liabilities 42,349 39,293
otal gross deferred tax assets 09,861 62,721

Lcss: Valuation allowance (4,272) {(4,748)
Total deferred tax assets 65,589 57,973
Jeferred tax liabilities:

Intangible asscts (52,938) (37,567)

Property and equipment (66,537) (57,415

Other (1,985} (2,658)
Net deferred tax liability $(55,871) $(39.667)

Deferred income taxes of $25.2 million and $29.8 million at December 31, 2009 and 2008, respectively, are included in other
current assets. Noncurrent deferred income tax liabilities totaled $81.1 million and $69.5 million at December 31, 2009 and
2008, respectively.

GAAP requires that deferred income taxes reflect the 1ax consequences of differences between the tax basis of assets and
liabilities and their carrying values for GAAP. Future tax benefits are recognized to the cxtent that realization of such benefits
is more likely than not. A valuation allowance is established for those benefits that do not meet the more likely than not
critcria. We have evaluated the nced for a valuation allowance against deferred tax assets and have recorded valuation
allowances of $4.3 million, $4.7 million and $5.6 million at December 31, 2009, 2008 and 2007, respectively. The net change
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; in valuation allowance was a decrcase of $0.4
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million and $0.9 million for the years ended December 31, 2009 and December 31, 2008, respectively. Changes to the
valuation allowance affect income tax expense.

As of December 31, 2009, we had an unrecognized deferred tax liability for temporary differences of $3.4 million related to
investments in our Puerto Rico subsidiaries that are essentially permanent in duration.

As of December 31, 2009, we had federal net operating loss carryforwards of $4.0 million expiring in the year 2021, state net
operating loss carryforwards of $80.9 million expiring in various years through 2029 and foreign net operating loss
carryforwards of $11.2 million expiring through 2016.

Qur policy is to classify interest and penalties related to income taxes as a component of our tax provision. We had gross
unrecognized tax benefits of $1.7 million as of December 31, 2009 and 2008, The total amount of interest and penalties
recognized in our consolidated balance sheet was $0.1 million and $0.2 million as of December 31, 2009 and 2008,
respectively. The net impact on provision for income tax of unrecognized tax benefits, if recognized, would have been
$0.5 million for each of the years ended December 31, 2009 and 2008,

A reconciliation of the beginning and ending amount of gross unrecognized tax benefits is as follows (in thousands):

3alance as of January 1, 2009 $1,724
Increases for tax positions taken in the current year 408
Reductions due to lapse of statute of limitations (383)

Jalance as of December 31, 2009 $ 1,749

OQur tax years 2006 through 2009 remain open to examination by federal and state taxing authorities. In addition, our 2005 tax
year remains open 1o examination in certain states.

In addition, ABS, an entity acquired in 2006, has pre-acquisition federal income tax returns which remain open to examination
back to the year 2006, Certain pre-acquisition state income tax returns of acquired ABS subsidiaries also remain open to
examination for the years 2002 through 2006, We are fully indemnified under the ABS stock purchase agreement for any
liabilities resulting from examinations of pre-acquisition tax returns.

Horizon Health has federal and state tax years which remain open to examination going back to 2006 and in certain states
going back to 2005, We have no indemnification for any pre-acquisition liabilities that may result from examinations of
Horizon Health income tax returns for pre-acquisition periods.

In the next twelve months we anticipate increases in unrecognized tax benefits of approximately §0.4 million related to certain
stafe tax issues, and we anticipate potential reductions in unrecognized tax benefits of approximately $0.5 million related to
cerlain state tax expired statutes of limitation.

9, Stock Option Plans

A maximum of 13,116,666 shares of our common stock are authorized for grant as stock options, restricted stock or other
share-based compensation under the Psychiatric Solutions, Inc. Equity Incentive Plan (the “Equity Incentive Plan™). Under the
Equity Incentive Plan, stock options may be granted for terms of up to ten years. Grants to employees generally vest in annual
increments of 25% each year, commencing one year after the date of grant. The exercise prices of stock options are equal to
the closing sales prices of our common stock on the date of grant or the trading day immediately preceding the date of grant.

A maximum of 683,334 shares of our common stock are authorized for grant as stock options or restricted stock under the
Psychiatric Solutions, Inc. Qutside Directors’ Stock Incentive Plan (the “Directors’ Plan”). The Director’s Plan provides for a
grant of 3,200 shares of restricted stock at cach annual meeting of stockholders to cach outside director. The Directors’ Plan
also provides for an initial grant of 4,800 shares of restricted stock to each new outside director on the date of the director’s
initial election or appointment to the board of directors. The grants of restricted stock vest in annual increments of 25% each
year, commencing one year after the date of grant and gencrally have terms of ten years.
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Stock option activity during 2009 is as follows (number of options and aggregate intrinsic value in thousands):

Weighted
Weighted Average
Average Remaining Apgregate
Number of Exercise Contractual Intrinsic
Options Price Term {in years) Value
Jutstanding at December 31, 2008 6,512 $28.98 7.5 $24,448
Granted 396 $18.65 n/a nfa
Canceled (823) $33.17 n/a n/a
Exerciscd (86) $12.66 n/a n/a
Jutstanding at December 31, 2009 5,999 $27.84 6.6 812,667
Ixcreisable at December 31, 2009 4,095 $26.17 59 $11,586
Restricted stock activity is as follows (number of restricted shares in thousands):
Weighted
Avcrage
Number of Grant-
Restricted Date Fair
Shares Value
Jnvested at December 31, 2008 498 $33.23
Granted 327 $17.14
Canceled (82) $24.64
Vested (142) $33.97
Jnvested at December 31, 2009 _ 601 $25.47

We recognized $17.5 million, $19.9 million and $16.1 million in share-based compensation expense and approximately

$6.7 million, $7.6 million and $6.1 miliion of rclated income tax benefit for the years ended December 31, 2009, 2008 and
2007, respectively. The impact of share-based compensation expense, net of tax, on our basic and diluted earnings per share
was approximately $0.19, $0.22 and $0.18 per share for the years ended December 31, 2009, 2008 and 2007, respectively. We
classified $1.7 million, $3.1 million and $9.4 million in income tax benefits in excess of share-based compensation cxpense on
stock options exercised and restricted stock vested as a cash flow from financing activities in cur Condensed Conselidated
Statement of Cash Flows for the years ended December 31, 2009, 2008 and 2007, respectively. The fair value of our stock
options was estimated using the Black-Scholes option pricing model. We recognize cxpense on all share-based awardson a
straight-line basis over the requisite service period of the entire award.

The following table summarizes the weighted average grant-date fair values of options and the weighted average assumptions
we uscd to develop the fair value estimates under each of the option valuation models for options granted in the years ended
December 31, 2009, 2008 and 2007:

2009 2008 2007
Weighted average prant-date fair value of options $6.20 $11.02 $14.25
lsk-frec interest rate 2% 3% 5%
Ixpected valatility 36% 34% 35%
zxpected life (in vears) 5 5 5
Jividend yield 0% 0% 0%

Our cstimate of expected volatility for stock options granted in 2009, 2008 and 2007 is based upon the historical volatility of
our common stock. Our estimate of expected term is based upon our historical stock option exercise experience.

Based on our stock option and restricted stock grants outstanding at December 31, 2009, we estimate remaining unrecognized
share-based compensation expense to be approximately $31.3 million with a weighted average remaining amortization period
of 2.1 years.

The total intrinsic value, which represents the difference between the underlying stock’s market price and the option’s exercise
price, of options exercised during the years ended December 31, 2009, 2008 and 2007 was $5.0 million, $10.9 million and
$31.2 million, respectively.
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10. Employce Benefit Plan

We sponsor the Psychiatric Solutions, Inc. Retirement Savings Plan (the “Plan”). The Plan is a tax-qualified profit sharing plan
with a cash or deferred arrangement whereby employees who have completed three months of service and are age 21 or older
are eligible to participate. The Plan allows eligible employees to make contributions of 1% to 85% of their annual
compensation, subject to annual limitations. The Plan enables us to make discretionary contributions into each participants’
account that fully vest over a four year period based upon years of service.

11. Contingencies and Health Care Regulation
Contingencies

We are subject to various claims and legal actions which arise in the ordinary course of business. We have professional and
general liability insurance in umbrella form for claims in excess of a $3.0 million self-insured rctention with an insured excess

limit of $75.0 million.

A stockholder lawsuit alleging violation of federal securities law was filed in 2009. We believe the lawsuit is without merit
and intend to defend it vigorously.

In the opinion of management, we are not currently a party to any legal proceeding, the negative outcome of which would have
a material adversc effect on our financial condition or results of operations.

Employment Agreement

We entered into an employment agreement with Joey A. Jacobs, our Chairman, President and Chief Executive Officer, on
May 10, 2007. The initial term of employment was through December 31, 2008. After the initial term, the agreement renews
automatically for successive terms of 12 months cach unless either party provides written notice to the other of its intent not to
renew the employment agreement. On December 31, 2009, the employment agreement was automatically renewed through
December 31, 2010. Pursuant to the employment agreement, Mr. Jacobs' base salary, cash bonuses and incentive
compensation arc subject to adjustment from time to time at the discretion of the Compensation Committee.

If we terminate Mr. Jacobs® employment “without cause” or if Mr. Jacobs resigns as a result of a ““constructive discharge,” as
those terms are defined in the employment agreement: (a) Mr. Jacobs will receive a lump sum severance payment equal to two
times the sum of his base salary on the date of termination and the most recent annuai bonus paid to Mr. Jacobs during the
immediately previous 12-month period; (b) Mr. Jacobs will receive any earned but unpaid base salary, which shall be paid in
accordance with our normal payroll practices; (¢) Mr. Jacobs will receive bonus compensation payable on a prorated basis for
the year of termination, which shall be paid at the same time our executive officers receive their bonuses for the ycar in which
the termination occurred; (d) to the extent that Mr. Jacobs is eligible for and has elected continuation coverage under the
Consolidated Omnibus Budget Reconciliation Act of 1985 (“COBRA™), we agree to waive all premiums for elected
continuation coverage during such COBRA period but not to exceed 18 months; (¢) to the extent that Mr. Jacobs is covered by
an individual health policy, we will pay ali reasonable premiums under such policy for 24 months following the termination
date; and (f) all shares of restricted stock and unvested stock options held by Mr. Jacobs and scheduled to vest during the
succeeding 24-month period will immediately vest and any such options will remain exercisable for 12 months from the date
of termination. Termination, whether voluntary or involuntary, of Mr. Jacobs’ employment within 12 months following a
“change in control,” as defined in the employment agreement, shall be treated as a termination without cause.

If Mr. Jacobs’ employment terminates as a result of his disability or death, Mr. Jacobs or his beneficiaries will be entitled to
receive any earned but unpaid base salary, which shall be paid in accordance with the normal payroll practices of the
Company. In addition, Mr. Jacobs or his beneficiaries will also receive any bonus compensation, which is payable on a
prorated basis for the year of termination, and which shall be paid at the same time our executive officers receive their bonuses
for the year in which the termination occurred. Finally, all shares of restricted stock and unvested stock options held by

Mr. Jacobs will immediately vest upon his death or termination for disability.

If Mr. Jacobs’ employment is terminated for cause, as defined in the employment agreement, or he resigns other than pursuant
to a triggering event described above, any carned but unpaid base salary shall be paid in accordance with our normal payroll
practices, but we will not make any other payments or provide any benefits to Mr. Jacobs.

Current Operations

Final determination of amounts earned under prospective payment and cost-reimbursement arrangements is subject to review
by appropriate governmental authorities or their agents. We belicve adequate provision has been made for any adjustments that
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Laws and regulations governing the Medicare and Medicaid programs are complex and subject to interpretation. We believe
that we are in substantial compliance with all applicable laws and regulations and are not aware of any material pending or
threatened investigations involving allegations of potential wrongdoing. While no material regulatory inquiries have been
made, compliance with such Jaws and regulations can be subject to future government review and interpretation as well as
significant regulatory action including fines, penalties, and exclusion from the Medicare and Medicaid programs.

We have acquired and may continue to acquire corporations and other entities with prior operating histories. Acquired entities
may have unknown or contingent liabilities for failure to comply with health care laws and regulations, such as billing and
reimbursement regulations, fraud and abuse or similar laws. Although we exercise reasonable diligence to assure ourselves
that no such liabilitics exist and obtain indemnification rights for such matters from prospeetive sellcrs, there can be no
assurance that we will be indemnified for any such liabilities or, if we are indemnified, that the liability sustained will not
exceed contractual limits or the financial capacity of the indemnifying party.

12. Related Party Transactions

William M. Petrie, M.D., a member of our Board of Directors owns a partnership interest in and serves as President of
Psychiatric Consultants, P.C. (“PCPC”), a physician practice group that leases office space from and is managed by Rolling
Hills Hospital, our facility in Franklin, TN. The initial term of Rolling Hills’ Management Services Agreement with PCPC
expires on December 31, 2011 and automatically renews for successive terms of one year each unless either party provides
notice of its intent not to renew at least 60 days prior to any expiration date. Rolling Hills’ management fee and rental income
for PCPC is less than $0.3 million annually. Dr. Petrie is also the Medical Director of Rolling Hills Hospital. The initial term
of Dr. Petrie’s Medical Director Services Agreement with Rolling Hills Hospital expires December 31, 2011 and automatically
renews for successive terms of one year each unless cither party provides prior written notice of its intent not to renew.

13. Disclosures About Reportable Segments

In accordance with GAAP, our owned and leased behavioral health care facilities segment is our only reportable segment. Our
chief operating decision maker regularly reviews the operating resulis of our inpatient facilities on a combined basis, which
represent more than 90% of our consolidated revenue. As of December 31, 2009, the owned and leased facilities segment
provides mental health and behavioral health services to patients in its 86 owned and 8 leased inpatient facilities in 32 states,
Puerto Rico and the U.S. Virgin Islands. The column entitled “Other” in the schedules below includes management contracts
to provide inpatient psychiatric management and development services to inpatient behavioral health units in hospitals and
clinics and a managed care plan in Puerto Rico. The operations included in the “Other” column do not qualify as rcportable
segments, Activities classified as “Corporate™ in the following schedules relate primarily to unallocated home office expenses

. and discontinued operations,

Adjusted EBITDA is a non-GAAP financial measure and is dcfined as income from continuing operations before interest
expense (net of interest income), income taxes, depreciation, amortization, stock compensation and other items included in the
caption labeled “Other expenses.” These other expenses may occur in future periods, but the amounts recognized can vary
significantly from period to period and do not directly relate to ongoing operations of our health care facilitics. Our
management relies on adjusted EBITDA as the primary measure to review and assess the operating performance of our
inpatient facilities and their management teams. We believe it is useful to investors to provide disclosures of our operating
results on the same basis as that used by management. Management and investors also review adjusted EBITDA to evaluate
our overall performance and to compare our current operating results with corresponding periods and with other companies in
the health care industry. You should not consider adjusted EBITDA in isolation or as a substitute for net income, operating
cash flows or other cash flow statement data determined in accordance with U. S. generally accepted accounting principles.
Because adjusted EBITDA is not a measurc of financial performance under U. S. generally accepted accounting principles and
is susceptible to varying calculations, it may not be comparable to similarly titled measurcs of other companies. The following
is a financial summary by reportable segment for the periods indicated (dollars in thousands):
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Year Ended December 31, 2009

Owned and
Leased
Facilities Other Corporate Consolidnted
evenuc $1,678,449 $126,912 $ — 51,805,301
Adjusted EBITDA § 361,078 S 14,945 $ (47.131) & 328892
: nterest expense, net 28,494 (788) 43,843 71,549
' Jrovision for income taxes — — 74,889 74,889
Jepreciation and amortization 38,894 4,288 1,596 44,778
nter-segment expenses 57,538 5,117 (62,655} —
Jther expenses:
Share-based compensation — — 17,505 17,505
Total other expenses — — 17,505 T 17,505
ncome {loss) from continuing operations 236,152 6,328 (122,309) 120,171
Less: Income attributable to noncontrotling interest {93) — — (93)
‘ncome (loss) from continuing operations attributable to PSI
stockholders $ 236,059 $ 6,328 3 122,309) § 120,078
lotal assets $2,341,778 $ 58,438 § 107,024  §2,507,240
Capital expenditures $ 127,285 $ 339 $ 3,050 $ 130,674
Cost in excess of net assets acquired $1,136,935 $ 16,176 $ — $1,153,1114
Year Ended December 31, 2008
Owned and
Leased
Facilities Other Corporate Consolidated
evenue $1,571,141 $124,975 LS — $1,690,116
adjusted EBITDA $ 327,124 $ 22,866 $ (45157) $ 304,833
nterest expense, net 27,920 (1,391) 49,453 75,982
>rovision for income taxcs — — 64,457 64,457
Jepreciation and amortization 32,668 4,633 1,542 38,843
nter-segment expenses 63,054 5,840 (68,894) —
Jther expenses:
Share-based compensation — — 19,913 19,913
Total other expenses — — 19,913 19,913
ncome (loss) from continuing operations 203,482 13,784 (111,628) 105,638
Less: Income attributable to noncontrolling interest (604) — — (604)
ncome (loss) from continuing operations attributable to PS]
stockholders $ 202,878 $ 13,784 $(111,628) § 105,034
'otal assets $2,213,462 $ 62,965 $ 229,563 $2,505,990
Capital expenditures § 116,719 $ 876 5 47335 $ 121,930
Cost in excess of net assets acquired £1,123,066 $ 16,176 N — $1,139,242
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Year Ended December 31, 2007
Owned and
Leased
Facilitics Other Corporate Consolidated
Revenue $1.314,203 $100,497 S —_ 51,414,700
Adjusted EBITDA § 272,672 $ 16,862 $(38,632) § 250902
nterest expense, net 29,670 100 44,117 73,887
>rovision for income taxes — —— 46,200 46,200
Jepreciation and amortization 26,240 2,413 1,460 30,113
nter-segment expenses 54,578 4,503 (59,081) —
Jther expenses:
Share-based compensation —_ —_— 16,104 16,104
L.oss on refinancing long-term debt — — 8,179 8,179
Total other expenses — — 24,283 24,283
ncome (loss} from continuing operations 162,184 9,846 {95,611) 76,419
Less: Income attributable to noncontrolling interest (285) — — (285)
‘ncome (loss} from continuing operations attributable to PSI
stockholders $ 161,899 $ 93846 $(95611) § 76,134
Fotal assets $1,950,999 $ 69,333 $159,173 $2,179,505
apital expenditures $ 66,828 $ 354 $ 4,078 $ 71,260
Zost in excess of net assets acquired $1,035,606 $ 16,176 $ — $1,051,782
14. Other Information
A summary of activity in allowance for doubtful accounts follows (in thousands):
Balances Additions Additions Acceunts written Balances
at beginning charged to costs charged to off, nct of atend
of period and expenses ather accounts (1) recoveries of perigd
4llowance for doubtful accounts:
Year ended December 31, 2007 $18,468 27,343 12,982 23,827 $34,966
Year ended December 31, 2008 $34,966 34,334 — 20,917 $48,383
Year ended December 31, 2000 548,383 36,414 — 32,903 $£51,894

(1) Allowances as a result of acquisitions.
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15. Quarterly Information {(Unaudited)

Summarized results for each quarter in the years ended December 31, 2009 and 2008 are as follows (in thousands, except per
share data):

151 2nd 3rd 4th
Quarter Quarter Quarter Crunrter Total Year
2009
Revenue $433,930 $455,287 $453,187 $462,957 $1,805,361
Income from continuing operations
attributable to PSI stockholders § 27,521 $ 34,580 $ 28,305 § 29,672 $ 120,078
Net income attributable to PST stockholders $ 27,382 $ 34408 $ 28,152 $ 27,675 $ 117,617
Eamings per share:
Basic $ 049 § 062 § 051 $ 0.50 $ 2.12
Diluted $ o049 $ 062 $ 050 $ 049 b 2.10
2008
Revenue $408,602 $429,200 $429,878 $428,436 $1,696,116
Income from continuing operations
attributable to PSI stockholders § 24,566 $ 28,338 $ 27.977 $ 24,153 $ 105,034
Net income attributable to PSI stockholders $ 25,496 $ 29,059 $ 26,377 $ 24,021 $ 104,953
Eamings per share:
Basic § 048 $ 053 $ 048 $ 043 $ 1.89
Diluted $§ 046 $ 052 £ 047 $ 043 k) 1.87

As discussed in Note 4, we sold our EAP business, closed and elected to make Nashville Rehabilitation Hospital, The Oaks
Treatment Center and Cumberland Hall of Chartanooga available for sale and terminated one contract with a South Carolina
juvenile justice agency during 2009. During 2008, we elected to seil one inpatient behavioral health care facility and two
contracts with a Puerto Rican juvenile justice agency to manage inpatient facilities were terminated. Accordingly, these
operations, net of income taxes, have bcen presented as discontinued operations and all prior quarterly data has been
reclassified.

16. Financial Information for the Company and Its Subsidiarics

We conduct substantially all of our business through our subsidiaries. Presented below is consolidated financial information
for Psychiatric Solutions, Inc. and its subsidiaries as of December 31, 2009 and 2008, and for the years ended December 31,
2009, 2008 and 2007. The information segregates the parent company (Psychiatric Solutions, Inc.), the combined wholly-
owned subsidiary guarantors, the combined non-guarantors, and eliminations. All of the subsidiary guarantees are both full and
unconditional and joint and several.
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PSYCHIATRIC SOLUTIONS, INC,
NOTES TO CONSOLIDATED FINANCTAL STATEMENTS
December 31, 2009

Condensed Consolidating Balance Sheet
As of December 31, 2009
(in thousands)

Combined
Subsidiary  Combined Non- Consolidating  Total Consolidated
Parent Guarantors Gunrantors Adjustments Amounts

—urrent Assels:

Cash and cash equivalents $ — 5 2111 3 4704 % — 6,815

Accounts receivable, net —_ 241,211 8,296 (68) 249,439

Other Current Assets — 90,259 16,284 {1,377) 105,166
Total current assets — 333,581 29,284 (1,445) 361,420
?roperty and equipment, net of accumulated

depreciation — 879,453 61,491 (9,214) 931,730
Zost in cxcess of net assets acquired —  1,153,11] — — 1,153,111
‘nvestment in subsidiaries 1,486,852  (368,332) (16,964  (1,101,556) —
Jther assets 17,536 37,420 25,372 (19,349) 60,979
lotal assets $1,504,388 $2,035,233 § 99183  §(1,131,564) § 2,507,240
Zurrent Liabilities:

Accounts payable $ — § 34,467 % 998 % (68) § 35,397

Salaries and benefits payable — 80,255 874 — 81,129

Other accrued liabilities 28,901 32,783 1,610 {1,258) 62,036

Current portion of long-term debt 4,490 — 450 — 4,940
lotal current liabilities 33,391 147,505 3932 (1,326) 183,502
~ong-term debt, less current portion 1,149,738 — 32,401 — 1,182,139
Jeferred tax liability — 81,137 — — 81,137
Other habilities 127 {6,324) 36,069 (4,082) 25,790
otal liabilities 1,183,256 222318 72,402 (5,408) 1,472,568
Redeemable noncontrolling interest — — — 4,337 4,337
lotal stockholders’ equity (deficit) 321,132 1,812,915 26,781 {1,130,493) 1,030,335

Total liabilitics and stockholders” equity (deficit)  $1,504,388 $2,035,233 § 099,183 §{(1,131,564) § 2,507,240

Condensed Consolidating Balance Sheet
As of December 31, 2008
(in thousands)

Combined
Subsidiary  Combined Non- Consolidating  Total Censolidated
Parent Guarantors Guarantors Adjustments Amounts
Current Assets:
Cash and cash equivalents $ — % 39,881 §% 11,360 § — § 51,271
Accounts receivable, net — 234,197 7,331 (69) 241,459
Other Current Assets — 158,305 16,910 (435) 174,780
Fotal current assets — 432,383 35,631 (504) 467,510
>roperty and equipment, net of accumulated
depreciation — 772,377 57,600 (9,524) 820,453
Cost in excess of net assets acquired — 1,139,242 — — 1,139,242
-nvestment in subsidiaries 1,668,515  (547,16%) (23,521}  (1,097,829) —
Jther assets 12,633 15,923 27,164 23,065 78,785
Fotal assets $1,681,148 $1,812,760 §$ 96,874  $(1,084,792) § 2,505,990
—urrent Liabilities:
Accounts payable $ — § 33853 % 325 $ (69) $ 34,609
Salaries and benefits payable — 81,970 1,569 — 83,539
Other accrued liabilities 28,786 51,473 4,335 (3,531) 81,065
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Current portion of long-term debt 33,968 — 423 — 34,391
Fotal current liabilities 62,754 167,298 7,152 (3,600) 233,604
~ong-term debt, less current portion 1,247,156 — 32,850 — 1,280,006
Jeferred tax liability — 69,471 — — 69,471
Jther liabilities 12,433 (61,717) 31,349 46,002 28,067
[otal liabilities 1,322,343 175,052 71,351 42,402 1,611,148
tedeemable noncontrolling interest — — — 4,957 4,957
T'otal stockholders’ equity (deficit) 358,805 1,637,708 25,523 (1,132,151) 889 885
l'otal liabilities and stockholders’ equity (deficit) $1,681,148 $1,812,760 § 96,874  $(1,084,792) § 2,505,990
F-27
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Condensed Consolidating Statement of Income
For the Twelve Months Ended December 31, 2009
(in thousands)

Combined
Subsidiary  Combined Non-  Censolidating  Total Consolidated
. Parent Guarantors Guarantors Adjustments Amounts
Revenue - $ — $1,764,827 % 56,180 § (15646) $ 1,805,361
Salaries, wages and employee benefits — 979,106 26,098 — 1,005,204
>rofessional fees - 162,862 6,840 (2,917) 166,785
Supplies — 90,222 2,350 — 92,572
Rentals and leases — 24,234 257 (4,360) 20,131
Jther operating expenses — 168,965 14,804 (10,901} 172,868
>rovision for doubtful accounts — 35,303 1,111 —_ 36,414
Jepreciation and amortization — 42,831 2,257 (310) 44,778
nterest expense 69,799 — 1,750 — 71,549
69,799 1,503,523 55,467 (18,488) 1,610,301
‘Loss) income from continuing operations before
income taxes (69,799) 261,304 713 2,842 195,060
Benefit from) provision for income taxes {26,798) 100,322 274 1,091 74,889
'Loss) income from continuing operations (43,001) 160,982 439 . 1,751 120,171
‘Loss) income {rom discontinued operations, net
of tax — (3,280) 819 — (2,461)
Net (loss) income (43,001) 157,702 1,258 1,751 117,710
Less: Net income attributable to
noncontrolling interest — — — (93) (93)
Net (loss) income attributable to PSI
stockholders $(43,001) § 157,702 § 1,258 § 1,658 $ 117,617

Condensed Consolidating Statement of Income
For the Twelve Months Ended December 31, 2808
(in thousands)

Combined Subsidiary Combined Consolidating Total Consolidated

Parent Guarantors Non-Guarantors Adjustments Amounts
evenue $ — 3 1,651,496 $ 56,499 § (11,879)% 1,696,116
; 3alaries, wages and employee benefits —_ 911,145 27,238 (20} 938,363
| >rofessional fecs — 158,005 4,586 (100) 162,491
| supplies — 90,069 2,324 — 92,393
| entals and leases — 24,768 97 (4,230) 20,635
Jther operating expenses — 158,046 13,116 (8,182) 162,980
rovision for doubtful accounts — 33,496 838 — 34,334
Depreciation and amortization —-— 36,898 2,252 (307) 38,843
‘nterest expense 74,663 — 1,319 — 75,982
74,663 1,412,427 51,770 (12,839) 1,526,021
‘Loss) income from continuing operations
before income taxes (74,663) 239,069 4,729 960 170,095
‘Benefit from) provision for income taxes {28,293) 90,635 1,751 304 64,457
‘Loss) income from continuing operations (46,370) 148,434 2,978 596 105,638
‘Loss) income from discontinued operations,
net of tax — (992} 911 — {81)
Net (loss) income (46,370) 147,442 3,889 596 105,557
Less: Net income attribuiable to
noncontrolling interest — — — (604) (604)
Net (loss) income attributable to PSI
stockholders $(46,370) § 147,442 $ 3,889 § (8)% 104,953
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Condensed Consolidating Statement of Income
For the Twelve Months Ended December 31, 2007
(in thousands)
Combined
Subsidiary  Combined Non- Consolidating Total Consolidated
Parent Guarantors Gunrantors Adjustments Amounts
levenue § - $1,390,521 § 37,257 § (13,078) % 1,414,700
Salarics, wages and employee benefits — 772,765 14,533 3 787,301
drofessional fees — 132,757 4,178 (1,132) 135,803
Supplies — 76,563 1,192 {17) 77.738
Rentals and leascs — 22,890 55 (4,000) 18,939
Dther operating expenses — 130,185 12,292 (9,699) 132,778
>rovision for doubtful accounts — 26,633 710 — 27,343
Depreciation and amortization — 28,517 1,872 (276) 30,113
nterest expense 72,642 - 1,245 — 73,887
~oss on refinancing long-term debt 3,179 — — — 8,179
80,821 1,190,310 36,077 {15,127) 1,292,081
‘Loss) income from continuing operations before
income taxes (80,821) 200,211 1,180 2,049 122,619
‘Benefit from) provision for income taxes (30,451) 75,432 446 773 46,200
‘Loss) income from continuing operations {50,370) 124,779 734 1,276 76,419
‘Loss) income from discontinued operations, nct
of taxes — (222) 296 — 74
Net (loss)} income (50,370) 124,557 1,030 1,276 76,493
Less: Net income attributable to
noncontrolling interest — — — (285) (285)
et (loss) income attributable to PSI
stockholders $(50,370) $ 124,557 § 1,030 $ 991 § 76,208
F-29
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Condensed Consolidating Statement of Cash Flows
For the Twelve Months Ended December 31, 2009
(in thousands)

Combined
Subsidiary Combined Non- Consolidating  Total Consolidated
Parent Guarantors Guarantors Adjustments Amounts

Jperating activities:
Net (loss) income $ (43,001) $ 157,702 § 1,258 8 1,751 % 117,710
Adjustments to reconcile net (loss) income to net

cash (used in} provided by operating

activities:
Depreciation and amortization —_— 42,831 2,257 310} 44,778
Amortization of loan costs and bond premium 5,255 — 45 — 5.300
Share-based compensation — 17,505 — —_ 17,505
Change in income tax asscts and liabilities — 20,050 e — 20,050
Loss (income) from discontinued operations,
net of taxes — 3,280 (819) —_ 2,461
Changes in operating asscts and liabilities, net
of effect of acquisitions:
Accounts receivable — (2,946) (965) — (3,911)
Other current asscis — 7,398 626 — 8,024
Accounts payable — (1,564} 173 - (1,391)
Salaries and benefits payable —_ (5,524) (695) — (6,219)
Accrued liabilities and other liabilities 4,773 4,008 (7,677) — 1,104
Net cash (used in) provided by continuing
operating activities (32,973) 242,740 (5,797) 1,441 205,411
Net cash (used in) provided by discontinued
operating activities — (602} 1,585 — 983
Net cash (used in) provided by operating
activities (32,973) 242,138 (4,212) 1,441 206,394
[nvesting activities:
Cash paid for acquisitions, net of cash acquired (32,910) — — — (32,910)
Cash paid for real estate acquisitions —  (19,341) — — (19,341)
Zapital purchascs of leasehold improvements,
equipment and software — (130,167) (507) — {130,674)
Jther assets — 2,008 (779 — 1,229
et cash (used in) provided by continuing
investing activities (32,910) (147,500) (1,286) — (181,696)
Net cash provided by discontinued investing
activities — 67,692 — — 67,692
Net cash (used in) provided by investing
activities (32,910) (79,308) {(1,286) — {114,004)
Financing activities:
Net increase in revolving credit facility, less
acquisitions (229,333) — — — (229,333)
Jorrowings on long-term debt 106,500 — — — 106,500
*rincipal payments on long-term debt {4,671) — (422) — (5,093)
>ayment of loan and issuance costs (9,903) — — — (9,903)
Zxcess tax benefils from share-based payment
arrangements 1,678 — — — 1,678
Jistributions to noncontrolling interests (723) — — — (723)
Xepurchase of common stock upon restricted
stock vesting (1,057) — — — (1,057)
Net transfers to and from members 202,307  (200,100) (766) (1,441) —

droceeds from exercises of common stock
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wtions 1,085 — — — 1,085
Net cash provided by (used in) financing

activities 65,883 (200.100) {(1,188) (1,441) (136,846)
Net decrease in cash — (37,770} {(6,686) — (44,456)
Cash and cash equivalents at beginning of the

year — 39,881 11,390 — 51,271
Zash and cash equivalents at end of the year — & 2,111 8§ 4704 § — 5 6.815
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PSYCHIATRIC SOLUTIONS, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
December 3t, 2009
Condensed Consolidating Statement of Cash Flows
For the Twelve Months Ended December 31, 2008
(in thousands)
Combined Combined
Suobsidiary Non- Consolidating ‘T'otal Consolidated
Parent Guaranlurs  Guarantors Adjustments Amounts
Jperating activities:
Net (loss) income $ (46,370) $ 147,442 § 3,889 $ 596 3§ 105,557
Adjustments to reconcile net (loss) income to net
cash (used in) provided by operating
activities:
Depreciation and amortization — 36,898 2,252 (307) 38,843
Amortization of loan costs and bond premium 2,168 — 45 — 2213
Share-based compensation _— 19,913 — — 19,913
Change in income tax assets and liabilities — (5,034) — — (5,034)
Loss from discontinued operations, net of taxes — 962 911 — 81
Changes in operating assets and liabilitics, net
of effect of acquisitions:
Accounts receivable — (17,649) {106) — {17,755)
Other current assets — 10,523 (15,135) — (4,612)
Accounts payable — 3,098 (207) — 2,891
Salaries and benefits payable — 1,679 52 — 1,731
Accrued liabilities and other liabilities (3,599) 861 {1,829) — {(4,567)
Net cash (used in) provided by continuing
operating activitics (47,801) 198,723 (11,950) 289 139,261
Net cash provided by discontinued operating
activities — 739 1,783 — 2,522
Net cash (used in) provided by operating
activities (47,801) 199,462 (10,167) 289 141,783
[nvesting activities:
ash paid for acquisitions, net of cash acquired (121,156) — — — (121,156)
Capital purchases of leaseheld improvements,
equipment and software —  (119,540) (2,390) — (121,930)
Jther assets — {1,668) 350 — {1,318)
Net cash used in continuing investing activities (121,156) (121,208) (2,040) — (244,404)
Net cash (used in) provided by discontinucd
investing activities (45,000) 3,189 —_ — (41,811}
Net cash used in investing activities (166,156) (118,019) (2,040) —— (286,215)
Financing activities:
Net increase in revolving credii facility, less
acquisitions 149,333 — —_ — 149,333
rincipal payments on long-term debt (5,669) — (398} — (6,067)
sayment of loan and issuance costs (59) — — — (59
3xcess tax benefits from share-based payment '
arrangements 3,052 — — — 3,052
Repurchase of common stock upon restricted
stock vesting 271) — — — 271)
Net transfers to and from members 57,826 (60,716) 3,179 (289) —
3roceeds from exercises of common stock
options 9,745 — — — 9,745
Vet cash provided by (used in) financing
activities 213,957 {60,716) 2,781 (289) 155,733
Net increase (decrease) in cash — 20,727 (9.426) — 11,301
Cash and cash equivalents at beginning of the
http://fwww.sec.gov/Archives/edgar/data/829608/000095012310016990/g22196¢ 1 Ovk htm 7/7/2010
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sear — 19,154 20,816 — 39,970

Zash and cash equivalents at end of the year 5 — % 3988t § 11,390 % — 8 51,271
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PSYCHIATRIC SOLUTIONS, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
December 31, 2009

Condensed Consolidating Statement of Cash Flows
For the Twelve Months Ended December 31, 2007
(in thousands)

Combined
Subsidiary Combined Non-  Consolidating  Total Consclidated
Parent  Guarantors Guarantors Adjustments Amounts

Dperating activities:
Net (loss) income $ (50,370)5 124,557 § 1,030 3 1,276 § 76,493
Adjustments to reconcile net (loss) income to net

cash provided by (used in} operating

i activities:

: Depreciation and amortization — 28,517 1,872 (276) 30,113
Amortization of loan costs and bond premium 2,106 — 45 — 2,151
Share-based compensation — 16,104 — — 16,104
Loss on refinancing long-term debt 8,179 — — — 8,179
Change in income tax assets and liabilities — 8,193 446 — 8.639
Loss from discontinucd operations, net of

taxes — 222 (296) — {(74)
Changes in operating assets and liabilities, net
of effect of acquisitions:
Accounts receivable —  (13,158) 566 — (12,592
Other current assets — 6,626 (328) — 6,298
Accounts payable — (7,499 (440) — (7,939)
Salaries and benefits payable — 1,633 243 — 1,876
Accrued liabilities and other liabilities 10,965  (20,307) 3,666 — (5,676}
Net cash (used in) provided by continuing
operating activities (29,120) 144,888 6,804 1,000 123,572
et cash provided by discontinued operating
activities — 3.185 (1,236) — 1,949
Net cash (used in} provided by operating
activities (29,120) 148,073 5,568 1,000 125,521
[nvesting activities:
Cash paid for acquisitions, net of cash acquired (444 .899) — — — (444,899)
Capital purchases of leasehold improvements,
equipment and software —  (70,693) (567) — (71,260)
Jther assets — (2,866) 415 — (2,451)
Net cash used in continuing investing activites (444,899 (73,559 {152} — (518,610)
Nct cash used in discontinued investing
activities (17,921) (53) — — (17,974)
Net cash used in investing activitics (462,8200 (73,612) (152) — (536,584)
Financing activities:
Net decreasc in revolving credit facility, less
acquisitions . (21,000 — — — (21,000)
3orrowings on long-term debt 481,875 — — — 481,875
>rincipal paymecnts on long-term debt (40,936) — (345) — {41,281)
2ayment of loan and issvance costs (6,661) — — — (6,661)
tefinancing of long-term debt (7,127) — — — (7,127)
2xcess tax benefits from share-based payment
arrangements 9,428 — — — 9,428
Yepurchase of common stock upon restricted
stock vesting (122) —_ — — (122)
Nct transfers to and from members 59,082 (58,471) 389 (1,000} —
*roceeds from exercises of common stock
options 17,401 — — — 17,401

Yct cash provided by (used in} financing
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ictivities 491,940  (58,471) 44 (1,000) 432,513
Net increase in cash — 15,990 5,460 —_ 21,450
Cash and cash equivalents at beginning of the
year — 3,164 15,356 — 18,520
Cash and cash equivalents at end of the year ¥ — § 19,154 §% 20,816 § — 8 39,970
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Signatures
Pursuant to the requirements of Section 13 or 15(d) of the Securities Exchange Act of 1934, the registrant has duly caused this
report to be signed on its behalf by the undersigned, thereunto duly authorized.

Psychiatric Solutions, Inc.

By: /s/Joey A. Jacobs
Joey A. Jacobs
Chief Executive Officer

Dated: February 25, 2010

Pursuant to the requirements of the Securities Exchange Act of 1934, this report has been signed below by the following
persons on behalf of the registrant and in the capacities and on the dates indicated.

Signnture Title Date
/s/ Joey A. Jacobs Chairman of the Board, President and Februyary 25, 2010
Joey A. Jacobs Chief Executive Officer (Principal
Executive Officer)
/s/ Jack E. Polson Executive Vice President, Chiefl February 25,2010
Jack E. Polson Accounting Officer (Principal
Financial and Accounting Officer)
/s/ Mark P. Clein Direclor February 25, 2010
Mark P. Clein
/s/ David M. Dill Director February 25,2010 _
David M. Dill
/s/ Richard D. Gore Director February 25,2010

Richard D. Gore

/s/ Christopher Grant, Ir. Director February 25, 2010
Christopher Grant, Jr.

/sf William M. Petrie, M.D. Director February 25, 2010
William M. Petrie, M.D.

‘ {s{ Edward K. Wissing Director February 25, 2010
Edward K. Wissing
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