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PART I—FINANCIAL INFORMATION

Item 1.

Financial Statements.
The Providence Service Corporation
Condensed Consolidated Balance Sheets
December 31
2003

March 31
2004

(Note 1)

(Unaudited)

$ 15,004,235
9,199,114
3,972,560
3,577,287
946,131
617,444

$ 9,056,051
10,984,279
3,985,580
3,099,741
1,042,187
617,444

33,316,771
1,772,201
407,341
13,429,270
985,840
1,543,050
1,833,320

28,785,282
1,782,953
407,341
18,446,853
1,239,420
1,543,050
1,205,200

Total assets

$ 53,287,793

$ 53,410,099

Liabilities and stockholders’ equity
Current liabilities:
Accounts payable
Accrued expenses
Current portion of capital lease obligations
Current portion of long−term obligations

$ 1,001,315
4,732,060
88,597
1,493,661

$ 1,526,364
5,753,793
92,816
—

7,315,633
139,293
2,100,000

7,372,973
114,444
1,000,000

Stockholders’ equity:
Common stock: Authorized 40,000,000 shares; $0.001 par value; 8,481,839 and 8,529,531 issued and outstanding
(including treasury shares)
Additional paid−in capital
Accumulated deficit

8,482
51,772,612
(7,929,665)

8,530
52,040,555
(6,827,657)

Less 135,501 and 146,905 treasury shares, at cost

43,851,429
118,562

45,221,428
298,746

Total stockholders’ equity

43,732,867

44,922,682

$ 53,287,793

$ 53,410,099

Assets
Current assets:
Cash and cash equivalents
Accounts receivable, net of allowance of $69,000 and $97,000
Held−to−maturity investments
Management fee receivable
Prepaid expenses and other
Deferred tax asset
Total current assets
Property and equipment, net
Note receivable from not−for−profit affiliate
Goodwill
Intangible assets, net
Deferred tax asset
Other assets

Total current liabilities
Capital lease obligations, less current portion
Long−term obligations, less current portion

Total liabilities and stockholders’ equity

See accompanying notes to unaudited condensed consolidated financial statements
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The Providence Service Corporation
Unaudited Condensed Consolidated Statements of Operations
Three months ended
March 31

Revenues:
Home and community based services
Foster care services
Management fees

2003

2004

$ 9,516,445
2,538,244
1,359,262

$ 12,973,947
3,258,900
2,221,814

13,413,951

18,454,661

Operating expenses:
Client service expense
General and administrative expense
Depreciation and amortization

10,468,503
1,244,631
269,092

13,749,970
2,563,194
228,162

Total operating expenses

11,982,226

16,541,326

1,431,725

1,913,335

Operating income
Other (income) expense:
Interest expense
Interest income
Equity in earnings of unconsolidated affiliate

553,003
(8,757)
(57,023)

Income before income taxes
Provision for income taxes

944,502
358,911

1,836,680
734,672

Net income
Preferred stock dividends

585,591
96,600

1,102,008
—
$ 1,102,008

118,555
(41,900)
—

Net income available to common stockholders

$

488,991

Earnings per common share:
Basic

$

0.22

$

0.13

Diluted

$

0.12

$

0.13

Weighted−average number of common shares outstanding:
Basic
Diluted

2,185,384
5,407,081

See accompanying notes to unaudited condensed consolidated financial statements
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The Providence Service Corporation
Unaudited Condensed Consolidated Statements of Cash Flows

Three months ended March 31
2003

Operating activities
Net income
Adjustments to reconcile net income to net cash provided by operating activities:
Depreciation
Amortization
Amortization of deferred financing costs and discount on investment
Stock compensation
Equity in earnings of unconsolidated affiliate
Changes in operating assets and liabilities, net of effects of acquisitions:
Trade accounts receivable, net
Management fee receivable
Prepaid expenses and other
Accounts payable
Accrued expenses

$

585,591

2004

$ 1,102,008

146,055
123,037
—
43,512
(57,023)

Net cash provided by operating activities
Investing activities
Purchase of property and equipment
Acquisition of businesses, net of cash acquired

150,742
77,420
21,400
43,158
—

(360,445)
(471,496)
67,781
(1,231)
182,702

(1,785,165)
498,087
(176,531)
525,049
855,522

258,483

1,311,690

(124,435)
(1,853,416)

(130,256)
(3,475,762)

(1,977,851)

(3,606,018)

(623,989)
(58,291)
—
—
—
(29,369)
672,377
1,910,630
(150,208)

(93,661)
(20,630)
(1,400,000)
(2,100,000)
44,649
(84,214)
—
—
—

Net cash provided by (used in) financing activities

1,721,150

(3,653,856)

Net change in cash
Cash at beginning of period

1,782
1,019,171

(5,948,184)
15,004,235

Net cash used in investing activities
Financing activities
Net payments on revolving note
Payments of capital leases
Repayments of short−term debt
Repayments of long−term debt
Proceeds from common stock issued pursuant to stock option exercise, net
Public offering costs
Proceeds from short−term debt
Proceeds from long−term debt
Debt financing costs

Cash at end of period

$ 1,020,953

$ 9,056,051

Supplemental cash flow information
Notes payable issued for acquisition of businesses

$ 1,000,000

$ 1,000,000

Acquisition of property and equipment under capital lease

$

37,000

$

—

Common stock issued for acquisitions

$ 1,714,290

$

—

See accompanying notes to unaudited condensed consolidated financial statements
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The Providence Service Corporation
Notes to Unaudited Condensed Consolidated Financial Statements
March 31, 2004
1. Basis of Presentation
The accompanying unaudited condensed consolidated financial statements have been prepared in accordance with accounting principles generally accepted in the
United States for interim financial information and with the instructions to Form 10−Q and Article 10 of Regulation S−X. Accordingly, they do not include all of
the information and footnotes required by accounting principles generally accepted in the United States for complete financial statements. In the opinion of
management, all adjustments (consisting of normal recurring accruals) considered necessary for fair presentation have been included. Operating results for the
three months ended March 31, 2004 are not necessarily indicative of the results that may be expected for the fiscal year ending December 31, 2004.
The condensed consolidated balance sheet at December 31, 2003 has been derived from the audited financial statements at that date but does not include all of
the information and footnotes required by accounting principles generally accepted in the United States for complete financial statements. The condensed
consolidated financial statements contained herein should be read in conjunction with the audited financial statements and notes included in The Providence
Service Corporation’s annual report on Form 10−K for the year ended December 31, 2003.
2. Summary of Significant Accounting Policies and Description of Business
Description of Business
The Providence Service Corporation (the “Company”) is a privatization company specializing in alternatives to institutional care. The Company responds to
governmental privatization initiatives in adult and juvenile justice, corrections, social services, welfare systems, and education by providing home−based and
community−based counseling services to at−risk families and children. These human services are purchased primarily by state, city, and county levels of
government, and are delivered under contracts ranging from capitation to fee−for−service arrangements. The Company also contracts with not−for−profit
organizations to provide management services for a fee. The Company operates primarily in Arizona, Delaware, Florida, Illinois, Indiana, Maine, Michigan,
Nebraska, New Mexico, North Carolina, Oklahoma, Ohio, South Carolina, Tennessee, Texas, Virginia, and West Virginia.
Restricted Cash
At December 31, 2003 and March 31, 2004, the Company had $447,500 of restricted cash of which $272,500 was included in prepaid expenses and other and
$175,000 was included in noncurrent other assets in the accompanying consolidated balance sheets. The restricted cash serves as collateral for irrevocable
standby letters of credit that provide financial assurance that the Company will fulfill its obligations with respect to certain contracts. The cash is held in custody
by the Bank of Tucson, is restricted as to withdrawal or use, and is currently invested in money market funds.
Stock Compensation Arrangements
The Company follows the intrinsic value method of accounting for stock−based compensation plans as prescribed by Accounting Principles Board (“APB”)
Opinion No. 25, Accounting for Stock Issued to Employees. The following table reflects net income available to common stockholders and earnings per share had
the Company’s stock options been accounted for using the fair value method under SFAS No. 123, Accounting for Stock−Based Compensation (“SFAS No.
123”):
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Three months ended
March 31
2003

2004

Net income available to common stockholders as reported
Add—Recorded stock compensation, net of federal income tax benefit
Less—Estimated fair value of stock options assumed vested during the period, net of federal income tax benefit

$ 488,991
28,719 (1)
34,467 (1)

$ 1,102,008
25,895
214,826

Adjusted net income available to common stockholders

$ 483,243 (1)

$ 913,077

Earnings per share:
Basic—as reported

$

0.22

$

0.13

Basic—as adjusted

$

0.22

$

0.11

Diluted—as reported

$

0.12

$

0.13

Diluted—as adjusted

$

0.12

$

0.10

(1)

During the three months ended March 31, 2004, the following error was discovered and corrected. For the three months ended March 31, 2003, the
recorded stock compensation and estimated fair value of stock options assumed vested during the period were not presented net of federal income tax
benefit in previously issued financial statements. The effect of this correction on the adjusted net income available to common stockholders for the three
months ended March 31, 2003 was a decrease of $3,000. The effect on the basic and diluted—as adjusted earnings per share related to this correction was
immaterial.
Reclassification

Certain amounts have been reclassified in prior periods in order to conform with the current period presentation.
3. Held−To−Maturity Investments
On September 3, 2003, the Company purchased a $4.0 million zero−coupon bond, at 98.894%, or $3.9 million, issued by the Federal Home Loan Mortgage
Corporation. The Company intends to hold the bond until it matures on July 15, 2004 and such bond is presented as held−to−maturity investments in the
accompanying consolidated balance sheets. The Company accounts for this investment on an amortized cost basis with a yield to maturity of 1.288%. The
following table details the value of the investment at March 31, 2004:
Investment cost
Amortization at 1.288%

$3,955,760
29,820

Net carrying amount

$3,985,580

Estimated market value
Less:
Net carrying amount

$3,988,400

Unrecognized holding gain

$

3,985,580
2,820

The Company has not used derivative financial instruments to alter the interest rate characteristics of its held−to−maturity investments, and thus has not recorded
any gains or losses in accumulated other comprehensive income.
7
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4. Acquisitions
Effective January 1, 2004, the Company acquired the remaining 50% interest in and became the sole owner of Rio Grande Management Company, LLC (“Rio
Grande Management”), a joint venture limited liability company, for cash of $820,000 which was prepaid in December 2003. This joint venture was formed in
September 2001 by the Company and the ten agencies whose members comprise the board of a not−for−profit organization that provides community based social
and mental health network services in New Mexico. As a result of this acquisition, the Company acquired all of Rio Grande Management’s rights under its
management agreement with the not−for−profit organization pursuant to which it manages the not−for−profit organization’s operations in return for a
management fee per network member per month.
This acquisition has been accounted for using the purchase method of accounting and the results of operations are included in the Company’s consolidated
financial statements from the date of acquisition. The cost of the acquisition has been allocated to the assets and liabilities acquired based on an evaluation of
their respective fair values.
The following represents the Company’s preliminary allocation of the purchase price:
Consideration:
Cash
Estimated costs of acquisition

$820,000
5,000
$825,000

Allocated to:
Property and equipment
Intangibles
Goodwill

$

6,667
326,000
492,333

$825,000

Currently, the above goodwill is expected to be tax deductible.
On January 1, 2004, the Company acquired all of the outstanding stock of Dockside Services, Inc. (“Dockside”) for cash of $3.4 million (less $300,000 which
was placed into escrow as security for any working capital adjustments) and $1.0 million in promissory notes, for a total purchase price of $4.4 million. This
acquisition expands the Company’s operations in the states of Indiana and Michigan.
This acquisition has been accounted for using the purchase method of accounting and the results of operations are included in the Company’s consolidated
financial statements from the date of acquisition. The cost of the acquisition has been preliminarily allocated to the assets and liabilities acquired based on an
evaluation of their respective fair values. During the three months ended March 31, 2004, one of the contracts acquired in connection with the acquisition of
Dockside was renegotiated with a local government agency. The Company is currently evaluating the effect the contract renegotiation may have, if any, on the
value assigned to the customer relationship.
The following represents the Company’s preliminary allocation of the purchase price:
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Consideration:
Cash
Notes
Estimated costs of acquisition

$3,400,000
1,000,000
159,234
$4,559,234

Allocated to:
Property and equipment
Intangibles
Goodwill

$

28,984
5,000
4,525,250

$4,559,234

Currently, the above goodwill is not expected to be tax deductible.
Changes in goodwill were as follows:
Balance at December 31, 2003
Dockside acquisition
Rio Grande Management acquisition

$13,429,270
4,525,250
492,333

Balance at March 31, 2004

$18,446,853

5. Long−Term Obligations
The Company’s long−term obligations were as follows:

6% unsecured notes to former stockholders of acquired company, interest payable quarterly beginning April 2004 with equal
quarterly principal payments of $100,000 beginning April 2005 due July 2007
4% subordinated note to stockholder, repaid in January 2004
$10,000,000 revolving note, prime plus 2.0% (effective rate of 6% at March 31, 2004) through December 2006, at which time
the principal is due

Less current portion

December 31

March 31

2003

2004

$

—
3,500,000

$ 1,000,000
—

93,661

—

3,593,661
1,493,661

1,000,000
—

$ 2,100,000

$ 1,000,000

In connection with the Company’s initial public offering, the Company agreed to pay Eos Partners SBIC and Eos Partners SBIC II, holders of the Company’s
mandatorily redeemable convertible preferred stock, a consent fee in the aggregate amount of $3.5 million. The consent fee was paid pursuant to subordinated
notes which bore interest at the rate of 4% per annum. The notes were prepayable, without penalty, at any time by the Company and on January 27, 2004, the
Company prepaid the entire outstanding balance and related accrued interest related to these subordinated notes.
On January 9, 2003, the Company entered into a new loan and security agreement with Healthcare Business Credit Corporation, which provided for a $10.0
million revolving line of credit, a $10.0 million acquisition term loan, and a $1.0 million term loan. The amount the Company may borrow under the revolving
line of credit is subject to the availability of a sufficient amount of eligible accounts receivable at the time of borrowing. Advances under the acquisition term
loan are subject to the lender’s approval. Proceeds initially borrowed under the revolving line of credit portion of this new credit facility were used to repay and
terminate the previous revolving line of credit with a former lender. Until its amendment in
9
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September 2003, the Company’s credit facility was secured by substantially all of the Company’s assets as well as certain of its managed entities’ assets.
On September 30, 2003, the Company’s loan and security agreement was amended to release the not−for−profit organizations managed by the Company as
co−borrowers under the loan agreement and extend the maturity date of the acquisition term loan portion of the Company’s facility through December 1, 2006. In
addition, these not−for−profit organizations established separate stand alone credit facilities. While the Company does not guarantee any portion of these stand
alone credit facilities, it has agreed to subordinate its management fee receivable in the event of a default under these stand alone credit facilities. The provisions
of the amended loan agreement with respect to the revolving line of credit remained the same as set forth in the original loan and security agreement described
above. The Company is required to maintain certain financial covenants under the credit facility and, at December 31, 2003 and March 31, 2004, the Company
was in compliance with such covenants.
At March 31, 2004, the Company’s available credit under the credit facility was $8.9 million. The Company is required to pay a per annum unused facility fee of
0.5% for any unborrowed amounts under the revolving line of credit and acquisition term loan.
6. Common Stock
The Company adopted a second amended and restated certificate of incorporation and amended and restated bylaws commensurate with the consummation of the
Company’s initial public offering on August 22, 2003. The Company’s second amended and restated certificate of incorporation provides that the Company’s
authorized capital stock consists of 40,000,000 shares of common stock, $0.001 par value, and 10,000,000 shares of preferred stock, $0.001 par value. At
December 31, 2003 and March 31, 2004, there were 8,481,839 and 8,529,531 shares of the Company’s common stock outstanding (including 135,501 and
146,905 treasury shares) and no shares of preferred stock outstanding. During the three months ended March 31, 2004, the Company issued 47,692 shares of its
common stock in connection with the exercise of employee stock options under the Company’s 1997 stock option plan.
Subject to the rights specifically granted to holders of any then outstanding shares of the Company’s preferred stock, the Company’s common stockholders are
entitled to vote together as a class on all matters submitted to a vote of the Company’s stockholders and are entitled to any dividends that may be declared by the
Company’s board of directors. The Company’s common stockholders do not have cumulative voting rights. Upon the Company’s dissolution, liquidation or
winding up, holders of the Company’s common stock are entitled to share ratably in the Company’s net assets after payment or provision for all liabilities and
any preferential liquidation rights of the Company’s preferred stock then outstanding. The Company’s common stockholders do not have preemptive rights to
purchase shares of the Company’s stock. The issued and outstanding shares of the Company’s common stock are not subject to any redemption provisions and
are not convertible into any other shares of the Company’s capital stock. All outstanding shares of the Company’s common stock are, and the shares of common
stock to be issued in any future offering will be, upon payment therefor, fully paid and non−assessable. The rights, preferences and privileges of holders of the
Company’s common stock will be subject to those of the holders of any shares of the Company’s preferred stock the Company may issue in the future.
7. Earnings Per Share
The following table details the computation of basic and diluted earnings per share:
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Three months ended
March 31

Numerator:
Net income
Preferred stock dividends

2003

2004

$ 585,591
96,600

$ 1,102,008
—

488,991

1,102,008

Numerator for basic earnings per share—income available to common stockholders
Effect of dilutive securities:
Preferred stock dividends and convertible notes
Numerator for diluted earnings per share—income available to common stockholders after assumed conversions

145,420

—

$ 634,411

$ 1,102,008

Denominator:
Denominator for basic earnings per share—weighted−average shares
Effect of dilutive securities:
Preferred stock conversion
Warrants
Convertible debt
Common stock options

2,185,384

8,492,573

1,783,100
707,757
544,484
186,356

—
—
—
293,344

Dilutive potential common shares

3,221,697

293,344

Denominator for diluted earnings per share—adjusted weighted−average shares and assumed conversion

5,407,081

8,785,917

Basic earnings per share

$

0.22

$

0.13

Diluted earnings per share

$

0.12

$

0.13

For the three months ended March 31, 2004, employee stock options to purchase 50,000 and 100,000 shares of common stock at exercise prices of $17.13 and
$16.73 were not included in the computation of diluted earnings per share as the exercise price of these options was greater than the average fair value of the
common shares for the period and, therefore, the effect of these options would be antidilutive.
8. Income Taxes
The Company’s effective income tax rate for the interim periods is based on management’s estimate of the Company’s effective tax rate for the applicable year
and differs from the federal statutory income rate primarily due to nondeductible permanent differences and state income taxes.
9. Commitments and Contingencies
The Company is involved in various claims and legal actions arising in the ordinary course of business. In the opinion of management, the ultimate disposition of
these matters will not have a material adverse effect on the Company’s consolidated financial position, results of operations, or liquidity.
The Company provides management services under long−term management agreements and has certain relationships with certain tax exempt organizations under
Section 501(c)(3) of the Internal Revenue Code, including certain debt arrangements. While recent actions of certain tax authorities have challenged whether
similar relationships by other organizations may violate the federal tax exempt status of not−for−profit organizations, management is of the opinion that its
relationships with these tax exempt organizations
11
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do not violate their tax exempt status and any unfavorable outcomes would not have a material adverse effect on the Company’s consolidated financial position,
results of operations, or liquidity.
Subsequent Events
On April 2, 2004 the Company completed a follow−on offering of common stock in connection with which the Company sold 862,500 shares at an offering price
of $15.75 including an over−allotment of 112,500 shares exercised by the Company’s underwriters on that day. The Company received net proceeds of
approximately $12.9 million after deducting the underwriting discounts of $712,000, but before deducting other anticipated offering costs estimated to be
approximately $750,000.
On May 3, 2004, the Company acquired all of the outstanding stock of Pottsville Behavioral Counseling Group, Inc., a Pennsylvania based social services
provider, for cash in the amount of $1.8 million. Also on May 3, 2004, the Company signed a management agreement with The ReDCo Group, a Pennsylvania
not−for−profit social services organization that provides home and community based services.

Item 2.

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

Overview of our business
We provide government sponsored social services directly and through not−for−profit social services organizations whose operations we manage. As a result of,
and in response to, the large and growing population of eligible beneficiaries of government sponsored social services, increasing pressure on governments to
control costs and increasing acceptance of privatized social services, we have increased our capacity to provide services in previously underserved geographic
areas through the development of new programs and by consummating strategic acquisitions. As of March 31, 2004, we provided services directly and through
the entities we manage to over 15,000 clients from 101 locations in 17 states. Our goal is to be the provider of choice to the social services industry. Focusing on
our core competencies in the delivery of home and community based counseling, foster care and provider managed services, we believe we are well positioned to
offer the highest quality of service to our clients and provide a viable alternative to state and local governments’ current service delivery systems.
Our industry is highly fragmented, competitive and dependent on government funding. We depend on our experience, financial strength and broad presence to
compete vigorously in each service offering. Challenges for us include competing with local incumbent social services providers in some of the areas we seek to
enter and, in rural areas where significant growth opportunities exist, finding and retaining qualified employees. We seek strategic acquisitions as one way to
enter competitive markets.
Our business is highly dependent on our obtaining contracts with government sponsored entities. When we are awarded a contract to provide services, we may
incur expenses such as leasing office space, purchasing office equipment and hiring personnel before we receive any contract payments, and, under some of the
large contracts we are awarded, we are required to invest significant sums of money before receiving any contract payments. We are also required to recruit and
hire qualified staff to perform the services under contract. We strive to control these start−up costs by leveraging our existing infrastructure to maximize our
resources and manage our growth effectively. However, with each contract we are awarded, we face the challenge of quickly and effectively building a client
base to generate revenue to recover these costs.
On August 22, 2003, we completed our initial public offering of common stock in connection with which we sold 3.0 million shares at an offering price of
$12.00 per share. Additionally, on September 10, 2003, our underwriters exercised their over−allotment option pursuant to which we sold another 645,000 shares
at an offering price of $12.00 per share. We received net proceeds of approximately $36.2 million after deducting the underwriting discounts and offering costs.
More recently, on April 2, 2004, we completed a follow−on offering of common stock in connection with which we sold 862,500 shares at an offering price of
$15.75 including an over−allotment of 112,500 shares exercised by our underwriters on that day. We received proceeds of approximately $12.9 million after
deducting the underwriting discounts of $712,000, but before deducting other anticipated offering costs estimated to be approximately $750,000.
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Prior to our initial public offering in 2003, we were largely funded by venture capital and mezzanine debt. We used proceeds from our initial public offering to
pay off our then existing long−term debt. Our working capital requirements are now primarily funded by cash from operations. In addition, we have a $10
million revolving line of credit and a $10 million acquisition term loan with Healthcare Business Credit Corporation or HBCC. Proceeds from our initial public
offering and follow−on offering as well as our credit facilities with HBCC provide funding for general corporate purposes and potential acquisitions.
How we earn our revenue
Our revenue is derived from our provider contracts with state and local government agencies and government intermediaries and from our management contracts
with not−for−profit social services organizations. The government entities that pay for our services include welfare, child welfare and justice departments, public
schools and state Medicaid programs. Under a majority of the contracts where we provide services directly, we are paid an hourly fee. In other such situations,
we receive a set monthly amount. These revenues are presented in our financial statements as either revenue from home and community based services or foster
care services. Where we contract to manage the operations of not−for−profit social services organizations, we receive a management fee that is either a fixed
amount per enrolled member or based upon a percentage of the revenue of the managed entity. These revenues are presented in our financial statements as
management fees. Because we are responsible for substantially all of the business operations of these entities and our management fees are largely dependent
upon their revenues, we also monitor for management and disclosure purposes the revenues of our managed entities. We refer to the revenues of these entities as
managed entity revenue. In addition, from time to time, we provide short−term consulting services to other social services organizations for which we receive
consulting fees that are a fixed amount per contract. Any such consulting revenues are presented in our financial statements as management fees.
How we grow our business and evaluate our performance
Our business grows internally, through organic expansion into new markets and increases in the number of clients served pursuant to contracts we or our
managed entities are awarded, and externally through acquisitions.
We typically pursue organic expansion into markets that are contiguous to our existing markets or where we believe we can quickly establish a significant
presence. In January 2004, Camelot Community Care, Inc., one of the not−for−profit entities we manage, was awarded a contract by the Florida Department of
Children and Families pursuant to Florida’s Community Based Care Initiative, to provide home and community based social services in the Fort Myers area. The
term of the contract is February 1, 2004 through June 30, 2008, and provides for contract payments of up to $22.0 million per year, or $97.5 million over the
term. Our management fee in relation to this contract is 10% of Camelot Community Care’s revenue from the contract after deducting pass through costs. When
we expand organically, we typically have no clients or perform no management services in the market and are required to incur start−up costs, including the costs
of space, required permits and initial personnel. These costs are expensed as incurred, and our new offices can be expected to incur losses for a period of time
until we adequately grow our revenue from clients or management fees.
As an alternative to organic expansion, we pursue strategic acquisitions in markets where we see opportunities but where we lack the contacts and/or personnel to
make a successful organic entry. During the three months ended March 31, 2004, through our acquisitions (described below), we enhanced our presence in
Indiana, Michigan and New Mexico. Unlike organic expansion which involves start−up costs that may dilute earnings, expansion through acquisitions is
generally accretive to our earnings. However, we bear financing risk and where debt is used, the risk of leverage in expanding through acquisitions.
In all our markets, we focus on several key performance indicators in managing our business. Specifically, we focus on growth in the number of clients served as
that particular metric is the key driver of our revenue growth. We also focus on the number of employees as that is our most important variable cost and the key
to the management of our margins.
Acquisitions
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Since December 31, 2003, we have completed the following acquisitions:
•

On January 1, 2004, we acquired all of the outstanding stock of Dockside Services, Inc., an Indiana based provider of youth services, for cash in the
amount of $3.4 million and two subordinated promissory notes each in the principal amount of $500,000, for aggregate consideration of $4.4 million.
This acquisition expands our home and community based counseling operations in the states of Indiana and Michigan.

•

Effective January 1, 2004, we acquired the remaining 50% interest in Rio Grande Management Company, LLC, or Rio Grande Management, for cash
in the amount of $820,000 which was prepaid in December 2003. Rio Grande Management was originally formed as a joint venture limited liability
company in September 2001, with us owning 50% of its interests and the ten agencies whose members comprise the board of Rio Grande Behavioral
Health Services, Inc., a not−for−profit social services provider, collectively owning the remaining 50% interest. Rio Grande Behavioral Health
Services provides community based social and mental health network services in New Mexico, and Rio Grande Management manages those
operations in return for a management fee per network member per month. By acquiring the interests of our co−venturers, we now own 100% of Rio
Grande Management’s rights under its management agreement with Rio Grande Behavioral Health Services.

•

On May 3, 2004, we acquired all of the outstanding stock of Pottsville Behavioral Counseling Group, Inc., a Pennsylvania based provider of screening
and assessment services to Medicaid eligible children and youth, for a purchase price of cash in the amount of $1.8 million. This acquisition provides
us a long−term entry into the Pennsylvania social services market.

We continue to selectively identify and pursue attractive acquisition opportunities and have developed a pipeline of potential acquisition candidates. There are no
assurances, however, that we will complete acquisitions in the future.
Critical accounting policies and estimates
General
In preparing our financial statements in accordance with accounting principles generally accepted in the United States we are required to make estimates and
judgments that affect the amounts reflected in our financial statements. We base our estimates on historical experience and on various other assumptions we
believe to be reasonable under the circumstances. However, actual results may differ from these estimates under different assumptions or conditions.
Critical accounting policies are those policies that are most important to the portrayal of our financial condition and results of operations. These policies require
management’s most difficult, subjective or complex judgments, often employing the use of estimates about the effect of matters that are inherently uncertain. Our
most critical accounting policies pertain to revenue recognition, the allowance for doubtful accounts receivable, accounting for business combinations,
impairment of goodwill and other long−lived assets, and our management contract relationships.
Revenue recognition
We recognize revenue at the time services are rendered at the amounts stated in our contracts and when the collection of these amounts is considered to be
probable.
As services are rendered, documentation is prepared describing each service, time spent, and billing code under each contract to determine and support the value
of each service provided. This documentation is used as a basis for billing under our contracts. The billing process and documentation submitted under our
contracts vary among our payers. The timing, amount and collection of our revenues under these contracts are dependent, to a great extent, upon our ability to
comply with the various billing requirements specified by each payer. Failure to comply with these requirements could delay the collection of amounts due to us
under a contract or result in adjustments to amounts originally due under a contract.
14

Table of Contents
The performance of our contracts is subject to the condition that sufficient funds are appropriated, authorized and allocated by each state, city or other local
government. If sufficient appropriations, authorizations and allocations are not provided by the respective state, city or other local government, we are at risk of
immediate termination or renegotiation of the financial terms of our contract. See “Liquidity and capital resources—Management agreements.”
Fee−for−service contracts. Revenues related to services provided pursuant to fee−for−service contracts are recognized as revenue at the time services are
rendered and collection is determined to be probable. Such services are provided at established billing rates. Fee−for−service contracts represented approximately
73.1% and 73.4% of our revenue for the three months ended March 31, 2003 and 2004, respectively.
Case rate contract. We provide services under one contract under which we receive a predetermined amount per month for a specified number of eligible
beneficiaries. Under this contract, referred to as a case rate contract, we receive the established amount regardless of the level of services provided to the
beneficiaries during the month and thus recognize this contractual rate as revenue on a monthly basis. To the extent that we provide services that exceed the
contracted revenue amounts, we request the payer to reimburse us for these additional costs. Historically, the payer has reimbursed us for all such excess costs
although it has no ongoing legal obligation to do so under the case rate contract. Consequently, we do not recognize these excess cost amounts as amounts
received in excess of our contracted rates, or additional revenue, until the payer actually reimburses us for such amounts or enters into an agreement contractually
committing the payer to pay us the particular amount recognized and collection of such amount is determined to be probable.
Prior to July 1, 2003, expenses under our case rate contract from time to time exceeded the contracted revenue amounts primarily because of increases in the
number of referrals requiring out−of−home placements and increases in the amount of services we were required to purchase from other providers, such as
pharmacy and in−patient mental health care, over those estimated when the contract was originally negotiated. However, we successfully negotiated a 46%
increase in our annual contract rate under this contract effective as of July 1, 2003, as a result of which we expect that any costs overruns will be mitigated based
on our current service offerings. However, it is possible that we could be required to provide additional services under the contract that could, if the costs were
significant, potentially cause us to once again have to rely on the payer’s voluntary excess cost reimbursements. Our revenues under this contract represented
16.8% and 14.6% of our total revenues for the three months ended March 31, 2003 and 2004.
Management agreements. We maintain management agreements with a number of not−for−profit social services organizations pursuant to which we provide the
day−to−day management for these organizations. In exchange for our services, we receive a management fee that is either a fixed amount per enrolled member or
based on a percentage of the revenues of these organizations. Management fees earned under our management agreements represented approximately 10.1% and
11.0% of our revenue for the three months ended March 31, 2003 and 2004.
We recognize management fee revenues from our management agreements as such amounts are earned, as defined by the respective management agreement, and
collection of such amount is considered probable. We assess the likelihood of whether any of our management fee revenues may need to be returned to help our
managed entities fund their working capital needs over the average duration of the entities’ existing contracts with their customers. If the likelihood is other than
remote, we will defer the recognition of all or a portion of the management fees received. To the extent that we choose to defer management fees as a means of
funding any of our managed entities’ losses from operations, such amounts are recorded as a reduction of management fee revenues and are not recognized as
management fee revenues until they are ultimately collected from the operating income of the not−for−profit entities.
Consulting agreements. We have, commencing in December 2003, entered into consulting agreements with other entities that provide government sponsored
social services, to, among other things, evaluate and make recommendations with respect to their management, administrative and operational services, and we
may continue such practice, on a small scale, in the future. In exchange for these consulting services, we receive a fixed fee that is either payable upon
completion of the services or on a monthly basis. These consulting agreements range in duration from one month to four months and are
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subject to termination by either party at any time, for any reason, upon advance written notice. Revenues related to these services are recognized at the time such
consulting services are rendered and collection is determined to be probable. Management fees earned pursuant to our consulting agreements represented
approximately 1% of our revenue for the three months ended March 31, 2004.
The costs associated with generating our management fee revenues are accounted for in client service expense and in general and administrative expense in our
consolidated statements of operations.
In December 1999, the Securities and Exchange Commission issued Staff Accounting Bulletin No. 101, or SAB 101, which requires that four basic criteria be
met before recognizing revenue: persuasive evidence of an arrangement exists, delivery has occurred or services have been rendered, the fee is fixed and
determinable, and collectibility is reasonably assured. We believe our revenue recognition principles are consistent with the guidance set forth in SAB 101, as
amended by SAB 104 on December 17, 2003.
Allowance for doubtful accounts receivable
We evaluate the collectibility of our accounts receivable on a monthly basis. We determine the appropriate allowance for doubtful accounts based upon specific
identification of individual accounts and review of aging trends. Any account receivable older than 365 days is automatically deemed uncollectible. See
“—Liquidity and capital resources—Management agreements.”
In circumstances where we are aware of a specific payer’s inability to meet its financial obligation to us, we record a specific addition to our allowance for
doubtful accounts to reduce the net recognized receivable to the amount we reasonably expect to collect. If the financial condition of our payers were to
deteriorate, further additions to our allowance for doubtful accounts may be required. Our write−off experience for the three months ended March 31, 2003 and
2004 was less than 1% of revenue.
Accounting for business combinations
Goodwill and intangible assets represent the excess of consideration given over the fair value of tangible net assets acquired. Certain assumptions and estimates
are employed in determining the fair value of assets acquired, including goodwill and other intangible assets. We adopted Statement of Financial Accounting
Standards No. 142, Goodwill and Other Intangible Assets, or SFAS No. 142, on July 1, 2001, which discontinued the amortization of goodwill and indefinite life
intangibles and requires an annual test of impairment based on a comparison of fair values to carrying values. The evaluation of impairment under SFAS No. 142
requires the use of numerous subjective projections, estimates and assumptions as to the future performance of the operations. Our determination of fair value for
purposes of our impairment analysis is based on a multiple of cash flows.
Actual results could differ from projections resulting in a revision of our assumptions and, if required, recognizing an impairment loss. We analyze our goodwill
for impairment annually, or more often if events or circumstances arise that indicate that it is more likely than not that the carrying value of our goodwill exceeds
its fair value. We test for goodwill impairment as of our fiscal year end. We performed the annual impairment test as of December 31, 2003. The results of this
test determined there was no goodwill impairment.
Accounting for management agreement relationships
Due to the nature of our business and the requirement or desire by certain payers to contract with not−for−profit social services organizations, we sometimes
enter into management contracts with not−for−profit social services organizations where we provide them with business development, administrative, program
and other management services. These organizations contract directly or indirectly with state and local agencies to supply a variety of community based mental
health and foster care services to children and adults. Each of these organizations is separately incorporated and organized with its own board of directors.
Our management agreements with these not−for−profit organizations:
•

require us to provide day−to−day management, accounting, advisory, supportive, consultative, and administrative services to these organizations;
16

Table of Contents
•

require us to provide the necessary resources to effectively manage the business and services of the not−for−profit organizations;

•

require that we hire, supervise and terminate personnel, review existing personnel policies and assist in adopting and implementing progressive
personnel policies such as employee enrichment programs; and

•

compensate us with a management fee for the services provided under these management agreements.

The accounting for our relationships with these organizations is based on a number of judgments regarding certain facts related to the control of these
organizations and the terms of our management agreements. Any significant changes in the facts for which these judgments are based could have a significant
impact on our accounting for these relationships. We have concluded that our management agreements do not meet the provisions of Emerging Issues Task Force
97−2, “Application of FASB Statement No. 94 and APB Opinion No. 16 to Physician Practice Management Entities and Certain other Entities with Consolidated
Management Agreements,” or the provisions of the Financial Accounting Standards Board Interpretation No. 46, “Consolidation of Variable Interest Entities,”
thus the operations of these organizations are not consolidated with our operations.
Results of operations
The following table sets forth the percentage of consolidated total revenues represented by items in our consolidated statements of operations for the periods
presented:
Three months ended
March 31

Revenues:
Home and community based services
Foster care services
Management fees
Total revenues

2003

2004

71.0%
18.9
10.1

70.3%
17.7
12.0

100.0

100.0

Operating expenses:
Client service expense
General and administrative expense
Depreciation and amortization

78.0
9.3
2.0

74.5
13.9
1.2

Total operating expenses

89.3

89.6

Operating income

10.7

10.4

Non−operating (income) expense:
Interest expense, net
Equity in earnings of unconsolidated affiliate

4.1
(0.4)

0.4
—

Income before income taxes
Provision for income taxes

7.0
2.7

10.0
4.0

Net income

4.3%

Three months ended March 31, 2004 compared to three months ended March 31, 2003
Revenues
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Three months ended
March 31
Percent
2003

2004

change

Home and community based services
Foster care services
Management fee

$ 9,516,445
2,538,244
1,359,262

$12,973,947
3,258,900
2,221,814

36.3%
28.4%
63.5%

Total revenue

$13,413,951

$18,454,661

37.6%

Home and community based services. In January 2004, we consummated the acquisition of Dockside Services, Inc., referred to as Dockside, from which we
expect to add approximately $2.4 million of home and community based revenue for the year ending December 31, 2004. We added 193 clients as a result of this
acquisition and also positioned ourselves for cross selling of foster care services and expansion into other markets in the states of Indiana and Michigan. For the
three months ended March 31, 2004, Dockside contributed $601,000 to our home and community based services revenue. In addition, we have been awarded
contracts to perform home and community based services in Fort Pierce and West Palm Beach, Florida, which we expect will collectively add approximately
$5.8 million of annual revenue once the contracts are fully operational, with an estimated $4.4 million contribution to home and community based revenue in
2004. Collectively, these contracts yielded $418,000 in home and community based services revenue for the three months ended March 31, 2004. Excluding the
acquisition of Dockside and the Fort Pierce and West Palm Beach contracts, our home and community based services provided additional revenue of
approximately $2.4 million for the three months ended March 31, 2004 (which represented 70.5% of the increase) due to client census increases in new and
existing locations. We experienced a net increase of approximately 1,700 new home and community based clients during the three months ended March 31, 2004
as compared to the same period last year, with increases at our existing locations and as a result of the new locations that we opened in Delaware, Florida,
Oklahoma and Texas.
Foster care services. Foster care services revenue contributed an additional $721,000 to total revenue for the three months ended March 31, 2004 as compared to
the same period last year. This increase was primarily attributable to organic growth in our historical markets, commencement of operations in Delaware, and
cross−selling efforts in our traditional home and community based markets. We increased the number of foster care clients from approximately 330 at March 31,
2003 to 409 at March 31, 2004. We expect cross−selling activities will continue and provide additional revenues in the future as we focus on expanding our
foster care services to existing strategic geographic areas.
Management fees. Revenue for entities we manage but do not consolidate for financial reporting purposes (managed entity revenue) increased to $20.3 million
for the three months ended March 31, 2004 as compared to $14.8 million for the same period one year ago. Management fee revenue as a percentage of managed
entity revenue increased to 10.9% for the three months ended March 31, 2004 compared to 9.2% for the same period last year. Effective July 1, 2003, our
management agreements with our managed entities were amended to reflect a higher fee percentage. In addition, we acquired the remaining 50% interest in Rio
Grande Management Company, LLC, effective January 1, 2004, and now control 100% of the management agreement with Rio Grande Behavioral Health
Services, Inc. The combined effects of business growth, a higher management fee percentage and exclusive control of the management agreement with Rio
Grande Behavioral Health Services, Inc. yielded approximately $658,000 in additional management fee revenue for the three months ended March 31, 2004 as
compared to the same prior year period. Furthermore, in February 2004, we began to manage the provision of services in the Fort Myers, Florida market by
Camelot Community Care, Inc. pursuant to a contract awarded to it by the State of Florida. This contract provides for $22.0 million of annual payments to
Camelot Community Care, and our management fee is 10% of such revenue after deducting pass through costs. This contract accounted for an increase in
management fee revenue of $205,000 for the three months ended March 31, 2004 as compared to the same period one year ago. Based on the provisions and
anticipated performance of this contract, we expect approximately $1.9 million of incremental management fee revenue in 2004. The contract under which
Camelot Community Care will provide these services expires June 30, 2008.
Operating expenses
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Client service expense. Client service expense includes the following for the three months ended
March 31, 2003 and 2004:

Three months ended March 31
Percent
2003

2004

change

Payroll and related costs
Purchased services
Other operating expenses
Stock based compensation

$ 7,353,448
1,807,041
1,284,892
23,122

$ 9,866,772
2,431,668
1,432,749
18,781

34.2%
34.6%
11.5%
−18.8%

Total client service expense

$10,468,503

$13,749,970

31.3%

Payroll and related costs. To service our growth, provide high quality service and meet increasing compliance requirements expected by the government
agencies with which we contract to provide services, we must hire and retain employees that possess higher degrees of education, experience and licensures. As
we enter new markets, we expect payroll and related costs to continue to increase. As a result of our organic growth, our payroll and related costs increased for
the three months ended March 31, 2004, as compared to the same period last year, as we added 230 new direct care providers, administrative staff and other
employees. In addition, we added 49 new employees in connection with the acquisition of Dockside in January 2004. The addition of the Dockside employees
resulted in an increase in payroll and related costs of approximately $422,000 for the three months ended March 31, 2004. We continually evaluate client census,
case loads and client eligibility to determine our staffing needs under each contract in order to maximize the quality of service we provide while managing the
payroll and related costs to provide these services. Determining our staffing needs may not coincide with the generation of revenue as we are required at times to
increase our capacity to provide services prior to starting new contracts. Alternatively, we may lag behind increases in client referrals and revenue as we may
have difficulty recruiting employees to staff our contracts. Furthermore, acquisitions will cause fluctuations in our payroll and related costs as a percentage of
revenue from period to period as we attempt to merge new operations into our service delivery system. As a percentage of revenue, payroll and related expense
decreased from 54.8% for the three months ended March 31, 2003 to 53.5% for the three months ended March 31, 2004 primarily due to an increase in our
revenue growth rate from organic growth, acquisitions and management fees.
Purchased services. Increases in foster parent payments (resulting from an increase in the number of foster care clients) and an increase in the number of referrals
requiring pharmacy, out−of−home placement and support services accounted for the increase in purchased services for the three months ended March 31, 2004.
We strive to manage our purchased services costs by constantly seeking alternative treatments to costly services that we do not provide. Although we manage and
provide alternative treatments to clients requiring out−of−home placements and other purchased services, we sometimes cannot control the number of referrals
requiring out−of−home placement and support services we receive from period to period under our case rate contract. Despite the increase in purchased services
for the three months ended March 31, 2004, as a percentage of revenue, purchased services decreased from 13.5% for the three months ended March 31, 2003 to
13.2% for the three months ended March 31, 2004. Increases in revenue from both organic growth and acquisitions outpaced the growth in purchased services for
the three months ended March 31, 2004.
Other operating expenses. As a result of our organic growth for the three months ended March 31, 2004 we added new locations in Delaware, Florida, Oklahoma
and Texas that resulted in an increase in other operating expenses for that period when compared to the same period one year ago. The acquisition of Dockside in
January 2004 added approximately $28,000 to other operating expenses for the three months ended March 31, 2004. Notwithstanding the increase in other
operating expenses, our revenue growth rate from both organic growth and acquisitions resulted in a decrease in other operating expenses as a percentage of
revenue from 9.6% for the three months ended March 31, 2003 to 7.8% for the three months ended March 31, 2004.
Stock based compensation. Stock based compensation of $23,000 and $19,000 for the three months ended March 31, 2003 and 2004, represents stock and stock
options granted to employees at prices
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and exercise prices less than the estimated fair value of our common stock on the date of the grant of such stock and stock options.
General and administrative expense.
Three months ended
March 31
Percent
2003

2004

$1,244,631

$2,563,194

change

105.9%

Increased accounting and legal fees, information systems improvements, directors and officers insurance and the addition of corporate staff to adequately support
our growth and provide services under our management agreements accounted for an increase of $1.2 million of corporate administrative expenses for the three
months ended March 31, 2004. Also contributing to the increase in general and administrative expense were investor relations costs such as costs associated with
meetings and presentations to investors as well as professional fees relating to increased services provided for Securities and Exchange Commission filings and
report reviews. Furthermore, as a result of our growth for the three months ended March 31, 2004, rent and facilities management increased $129,000. As a
percentage of revenue, general and administrative expense increased to 13.9% for the three months ended March 31, 2004 from 9.3% for the same period last
year primarily as a result of the addition of corporate staff to adequately support our growth and provide services under our management agreements. As we
continue to enhance our infrastructure and prepare for future growth, we expect that our general and administrative expense will trend higher as compared to
prior periods for the remainder of 2004.
Depreciation and amortization

Three months ended
Percent
2003

2004

$269,092

$228,162

change

−15.2%

Included in depreciation and amortization expense is the amortization of a $300,000 non−compete agreement that will be amortized over two years. We and
Cypress Management Services, Inc., referred to as Cypress, entered into this agreement in January 2003 in connection with our acquisition of Cypress. Also
included in depreciation and amortization expense is the amortization of the fair value of the management agreement with Rio Grande Behavioral Health
Services, Inc. of which, as of January 1, 2004, we control 100%. The fair value of this agreement, which amounted to $326,000 at January 1, 2004, will be
amortized over its remaining life. As a percentage of revenues, depreciation and amortization decreased from 2.0% for the three months ended March 31, 2003 to
1.2% for the three months ended March 31, 2004 primarily due to a higher revenue growth rate.
Non−operating (income) expense
Interest expense, net. Due to a lower level of debt for the three months ended March 31, 2004, pursuant to the repayment of all of the amounts that were due
under our loan and security agreements with Healthcare Business Credit Corporation and our mezzanine lenders upon consummation of our initial public offering
on August 22, 2003, interest expense decreased in the current period as compared to the same period one year ago. As a percentage of revenue, interest expense
from period to period decreased from 4.1% for the three months ended March 31, 2003 to 0.4% for the three months ended March 31, 2004 primarily due to the
reduction of our debt and substantial revenue growth rate.
Provision for income taxes
The provision for income taxes is based on our estimated annual effective income tax rate for the full fiscal year equal to approximately 40%. Our estimated
effective income tax rate differs from the federal statutory rate primarily due to nondeductible permanent differences and state income taxes.
20

Table of Contents
Liquidity and capital resources
On August 22, 2003, we consummated our initial public offering of common stock at which time we generated net proceeds of $29.0 million and on September
10, 2003, as a result of the underwriters’ exercise of their over−allotment option, we generated additional net proceeds of $7.2 million, for a total of $36.2 million
in net proceeds from that offering. On April 2, 2004, we completed a follow−on offering of common stock at which time we received proceeds of approximately
$12.9 million after deducting the underwriting discounts of $712,000, but before deducting other anticipated offering costs estimated to be approximately
$750,000.
Our balance of cash and cash equivalents was $9.1 million at March 31, 2004, down from $15.0 million at December 31, 2003 due to the acquisition of Dockside
and the pay off of the Eos note. At March 31, 2004, our debt was $1.0 million compared to $3.6 million at December 31, 2003.
Cash flows
Operating activities. Net cash from operations of $1.3 million for the three months ended March 31, 2004 were provided primarily from net income of $1.1
million, adjusted for non−cash depreciation and amortization. Working capital was relatively flat with nearly $1.8 million of cash uses due to our revenue and
related accounts receivable growth, offset by $500,000 of increased management fee collections and approximately $1.4 million increase in accounts payable due
to increased amounts due for audit related fees and purchased services expense, income tax liability, accrued payroll and accrued foster parent payments.
Investing activities. Net cash used in investing activities totaled $3.6 million for the three months ended March 31, 2004 and included $3.5 million, net of cash
acquired, paid to acquire Dockside. In addition, we spent $130,000 for property and equipment.
Financing activities. During the three months ended March 31, 2004, we used cash totaling $3.7 million in financing activities as we repaid the $3.5 million note
to EOS Partners representing a consent fee we agreed to pay in connection with our initial public offering.
Obligations and commitments
Credit facilities. Our amended loan and security agreement with HBCC provides for a $10.0 million revolving line of credit and a $10.0 million acquisition term
loan. The amount we may borrow under the revolving line of credit is subject to the availability of a sufficient amount of eligible accounts receivable at the time
of borrowing. Advances under the acquisition term loan are subject to the lender’s approval. Initial proceeds borrowed under the revolving line of credit portion
of this credit facility were used to repay and terminate our revolving line of credit with a former lender. Borrowings under this credit facility bear interest at an
annual rate equal to the prime rate in effect from time to time, plus 2.0% in the case of the revolving line of credit and prime plus 2.5% in the case of the
acquisition term loan. In addition, we are subject to a 0.5% fee on the unused portion of our credit facility, as well as certain other administrative fees.
Until its amendment in September 2003, our credit facility with HBCC was secured by substantially all of our assets as well as certain of our managed entities’
assets, and the facility’s revolving line of credit expired on December 31, 2006 while the acquisition term loan matured on January 1, 2006. On September 30,
2003, our loan and security agreement with HBCC was amended to remove, as co−borrowers under the agreement, the not−for−profit organizations whose
operations we manage and to release their assets from those pledged as collateral under the agreement. The amendment also extends the maturity date of our
acquisition term loan through December 1, 2006. All of the other provisions of our amended loan agreement remained the same as those set forth in our original
January 2003 loan and security agreement. Concurrent with the amendment of our agreement, HBCC established stand alone credit facilities on behalf of each of
the managed entities that were removed from our facility, and, while we do not guarantee any portion of their stand alone facilities, we have agreed in connection
with the amendment of our loan and security agreement to subordinate our management fee receivable to the claims of HBCC in the event one of these managed
entities defaults under its credit facility.
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At March 31, 2004 we had no borrowings under either the revolving line of credit or the acquisition term loan, available credit of $8.9 million on our revolving
line of credit, and we were in compliance with all covenants.
Transactions with Eos Partners. Prior to the consummation of our initial public offering on August 22, 2003, we were required to obtain the consent of the then
holders of our convertible preferred stock. Consequently, in connection with our initial public offering, we agreed to pay Eos Partners SBIC and Eos Partners
SBIC II, the then majority holders of our convertible preferred stock, a consent fee in the aggregate amount of $3.5 million. The consent fee was paid pursuant to
two subordinated notes bearing interest at the rate of 4% per annum. On January 27, 2004, we prepaid the notes’ aggregate outstanding principal amount of $3.5
million and paid all outstanding accrued interest on the notes, in the aggregate amount of $10,500, with proceeds from our initial public offering. In addition,
pursuant to an agreement dated June 1, 2003, Eos Partners SBIC and Eos Partners SBIC II were paid an aggregate financial advisory fee in the amount of $1.0
million upon our initial public offering out of proceeds from the offering.
Management agreements
We maintain management agreements with a number of not−for−profit social services organizations that require us to provide the day−to−day management for
each organization. In exchange for these services, we receive a management fee that is either a fixed amount per enrolled member or based on a percentage of the
revenues of these organizations. Additionally, prior to July 1, 2003, these management agreements contained a provision that permitted us to earn bonuses to our
management fee dependent upon the managed entities’ operating results. We have historically recognized such bonuses as revenue when they have been
approved and authorized by the board of directors of the applicable not−for−profit entity and collection of such amount is determined to be probable. In
connection with the renegotiation of our fee arrangement with these entities, our management agreements with them were amended as of July 1, 2003, at which
time the bonus provision was removed. Management fees generated under our management agreements represented 10.1% and 11.0% of our revenue for the
three months ended March 31, 2003 and 2004 (management fees generated under short term consulting agreements that we entered into in December 2003
represented 1.0% of our revenue for the three months ended March 31, 2004. See “—Critical accounting policies and estimates—Revenue recognition”). In
accordance with our management agreements with these not−for−profit organizations, we have obligations to manage their business and services.
Our management fee receivable is comprised of management fees we earn pursuant to our management agreements with certain not−for−profit social services
organizations. Management fee receivable at December 31, 2003 and March 31, 2004 were $3.6 million and $3.1 million, and management fee revenues were
recognized on all of these receivables. In order to enhance liquidity of the entities we manage, we, at times, allow the managed entities to defer payment of their
respective management fees. In addition, since government contractors who provide social or similar services to government beneficiaries sometimes experience
collection delays due to either lack of proper documentation of claims, government budgetary processes or similar reasons outside the contractors’ control (either
directly or as managers of other contracting entities), we generally do not consider a receivable to be uncollectible due solely to its age until it is 365 days old.
The following is a summary of the aging of our management fees receivable balances as of March 31, 2004 and each of June 30, September 30 and December 31,
2003:

At

June 30, 2003
September 30, 2003
December 31, 2003
March 31, 2004

Less than

30−60

60−90

30 days

days

days

90−180 days

180 days

Over

$ 513,834
$ 534,983
$ 564,658
$ 579,269

$ 490,123
$ 440,783
$ 665,578
$ 568,310

$ 437,603
$ 412,753
$ 485,473
$ 498,683

$ 985,568
$ 1,339,103
$ 1,228,304
$ 1,030,772

$ 1,137,514
$ 516,753
$ 633,274
$ 422,707

We adhere to a strict revenue recognition policy regarding our management fee revenues and related receivables. Each month we examine each of our managed
entities with regard to its solvency, outlook and
22

Table of Contents
ability to pay us any outstanding management fees. If the likelihood that we will not be paid is other than remote, we will defer the recognition of these
management fees until we are certain that payment is probable. In keeping with our general corporate policy regarding our accounts receivable, we will also
automatically reserve as uncollectible 100% of any management fee receivable that is 365 days old or older.
At March 31, 2004, none of our management fees receivable were older than 365 days, and our days sales outstanding for our managed entities had decreased
from 202 days at December 31, 2003 to 154 days at March 31, 2004.
In addition, Camelot Community Care, which represented $1.9 million, or 60%, of our total management fee receivable at March 31, 2004, and Intervention
Services Inc., referred to as ISI, which represented $1.2 million, or 39%, of our total management fee receivable at March 31, 2004, each obtained its own stand
alone line of credit from HBCC in September 2003. The loan agreements between HBCC and these not−for−profit organizations permit them to use their credit
facilities to pay our management fees (and, in fact, Camelot Community Care paid us approximately $600,000 in September 2003 using its facility), provided
they are not in default under these facilities at the time of the payment. As of March 31, 2004, they were each in compliance with all of their loan covenants with
HBCC and Camelot Community Care had availability of $705,000 under its line of credit as well as $5.6 million in cash and cash equivalents and ISI had
availability of $411,000 under its line of credit as well as $54,000 in cash and cash equivalents.
Camelot Community Care has also entered into several new contracts, including its new contract with the State of Florida, which provides for payments to
Camelot Community Care in the amount of $22.0 million per year commencing as of February 1, 2004, and it is anticipated that ISI will receive a substantial rate
increase, a jump from $48.50 per hour to between $55.00 and $60.00 per hour, relating to 46% of its contract revenues effective as of July 1, 2004 when
Florida’s new Medicaid rates take effect. This represents an increase of between $500,000 and $900,000 in annual revenue to ISI.
The remaining $35,000, or 1%, balance of our total management fees receivable at March 31, 2004, was due from Family Preservation Services of South
Carolina.
We have deemed payment of all of the foregoing receivables to be probable based on our collection history with these entities and on our assessment, as the
long−term manager of their operations, of their performance outlook for the balance of 2004. To date, we have not incurred any write−offs of management fee
receivable nor have we been required to defer any management fee revenues associated with our management services to date.
Contractual cash obligations. The following is a summary of our future contractual cash obligations as of March 31, 2004:

At March 31, 2004

Total

Contractual cash obligations (000’s)

Less than

1−3

3−5

After 5

1 Year

Years

Years

Years

Debt
Leases

$ 1,000
4,006

$

—
1,755

$ 800
1,996

$ 200
255

$ —
—

Total

$ 5,006

$ 1,755

$ 2,796

$ 455

$ —

We expect our liquidity needs on a short− and long−term basis will be satisfied by cash flow from operations, the net proceeds from the sale of equity securities
and borrowings under debt facilities.
Recently issued accounting pronouncements
In January 2003, the Financial Accounting Standards Board, or FASB, issued Interpretation No. 46, Consolidation of Variable Interest Entities, or Interpretation
No. 46, which requires variable interest entities to be consolidated by their primary beneficiaries. A primary beneficiary is the party that absorbs a majority of the
entity’s expected losses or receives a majority of the entity’s expected residual returns, or both, as a result of ownership, contractual or other financial interests in
the entity. In December 2003, the FASB revised Interpretation No. 46 to clarify key terms, additional exemptions for application and an
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extended initial application period. We believe Interpretation No. 46 does not apply to our relationships with the not−for−profit organizations we manage.
Forward−Looking Statements
Certain statements contained in this quarterly report on Form 10−Q, such as any statements about our confidence or strategies or our expectations about
revenues, results of operations, profitability, contracts or market opportunities, constitute forward−looking statements within the meaning of section 27A of the
Securities Act of 1933 and section 21E of the Securities Exchange Act of 1934. These forward−looking statements are based on our current expectations,
assumptions, estimates and projections about our business and our industry. You can identify forward−looking statements by the use of words such as “may,”
“should,” “will,” “could,” “estimates,” “predicts,” “potential,” “continue,” “anticipates,” “believes,” “plans,” “expects,” “future,” and “intends” and similar
expressions which are intended to identify forward−looking statements.
The forward−looking statements contained herein are not guarantees of our future performance and are subject to a number of known and unknown risks,
uncertainties and other factors, some of which are beyond our control and difficult to predict and could cause our actual results or achievements to differ
materially from those expressed, implied or forecasted in the forward−looking statements. These risks and uncertainties include, but are not limited to, our
reliance on government−funded contracts (for instance, changes in budgetary priorities of the government entities that fund the services we provide could result
in our loss of contracts or a decrease in amounts payable to us under our contracts); risks associated with government contracting in general, such as the
short−term nature of our contracts and the fact that they can be terminated prior to expiration, without cause and without penalty to the payer, and are subject to
audit and modification by the payers, in their sole discretion; risks involved in managing government business, such as increased risks of litigation and other
legal actions and liabilities; dependence on our licensed service provider status as our loss of such status in any jurisdiction could result in the termination of a
number of our contracts; our reliance on a few providers for a significant amount of our revenues; legislative, regulatory or policy changes; challenges resulting
from growth or acquisitions; adverse media exposure; opposition to privitization of government programs by government unions or others; the level and degree
of our competition, both for attracting and retaining experienced personnel and in acquiring additional contracts; and legal, economic and other risks detailed in
our other filings with the Securities and Exchange Commission.
All forward−looking statements attributable to us or persons acting on our behalf are expressly qualified in their entirety by the cautionary statements contained
above and throughout this report. You are cautioned not to place undue reliance on these forward−looking statements, which speak only as of the date the
statement was made. We do not intend to update publicly any forward−looking statements, whether as a result of new information, future events or otherwise.

Item 3.

Quantitative and Qualitative Disclosures About Market Risk.

Interest rate and market risk
Upon the consummation of our initial public offering, we repaid all of the principal and accrued interest outstanding under our loan and security agreements. As
of March 31, 2004, we had no borrowings outstanding under our loan and security agreement. In connection with our acquisition of Dockside, we issued two
subordinated notes each in the amount of $500,000 to the sellers. The notes bear a fixed interest rate of 6%.
On September 3, 2003, we purchased a $4.0 million zero−coupon bond, at 98.894%, or $3.9 million, issued by the Federal Home Loan Mortgage Corporation.
We intend to hold the bond until it matures on July 15, 2004.
We believe our exposure to market risk related to the effect of changes in interest rates is immaterial at this time. We have not used derivative financial
instruments to alter the interest rate characteristics of our debt instruments. We assess the significance of interest rate market risk on a periodic basis and may
implement strategies to manage such risk as we deem appropriate.
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Concentration of credit risk
We provide and manage government sponsored social services to individuals and families under government contracts. Under one contract we generate a
significant portion of our revenue. For the three months ended March 31, 2004, we generated approximately $2.7 million, or 14.6% of our revenues pursuant to a
contract in Arizona with the Community Partnership of Southern Arizona, an Arizona not−for−profit organization. This contract is subject to statutory and
regulatory changes, possible prospective rate adjustments and other retroactive contractual adjustments, administrative rulings, rate freezes and funding
reductions. Reductions in amounts paid by this contract for our services or changes in methods or regulations governing payments for our services could
materially adversely affect our revenue.

Item 4.

Controls and Procedures.

As of the end of the period covered by this report, an evaluation was carried out under the supervision and with the participation of our management, including
the Chief Executive Officer (“CEO”) and Chief Financial Officer (“CFO”), of the effectiveness of our disclosure controls and procedures. Based on that
evaluation, the CEO and CFO have concluded that our disclosure controls and procedures are effective at the reasonable assurance level to timely alert them of
information required to be disclosed by us in reports that we file or submit under the Securities Exchange Act of 1934. During the quarter ended March 31, 2004
there were no changes in our internal control over financial reporting that have materially affected, or are reasonably likely to materially affect, our internal
control over financial reporting.
PART II—OTHER INFORMATION

Item 1.

Legal Proceedings.

Although we believe we are not currently a party to any material litigation, we may from time to time become involved in litigation relating to claims arising
from our ordinary course of business. These claims, even if not meritorious, could result in the expenditure of significant financial and managerial resources.

Item 2.

Changes in Securities and Use of Proceeds.

Changes in Securities
On January 22, 2004, we issued options to five non−employee directors to purchase an aggregate of 50,000 shares of common stock under our 2003 stock option
plan, at an exercise price $17.13 per share.
The issuance of the options was deemed to be exempt from registration under the Securities Act by virtue of Rule 701 promulgated under Section 3(b) of the
Securities Act, as transactions pursuant to benefits plans and contracts relating to compensation and/or the exemption under Section 2(a)(3) of the Securities Act
as a transaction not involving a sale of securities.
We registered the shares of our common stock that may be issued upon the exercise of options granted under the 1997 and 2003 stock option plans under the
Securities Act on a registration Form S−8 (Registration No. 333−112586) which was filed with the Securities and Exchange Commission on February 6, 2004.
Use of Proceeds from Our Initial Public Offering
On August 22, 2003, we completed an initial public offering of shares of our common stock. We sold 3.0 million shares and selling stockholders sold 1.3 million
shares at an offering price of $12.00 per share. On September 10, 2003, our underwriters exercised their over−allotment option pursuant to which we sold an
additional 645,000 shares at an offering price of $12.00 per share. The shares were registered under the Securities Act on a registration statement on Form S−1
(Registration No. 333−106286) which was declared effective by the Securities and Exchange Commission on August 18, 2003. The managing underwriters for
the offering were SunTrust Robinson Humphrey, Jefferies & Company, Inc. and Avondale Partners, LLC. As of March 31, 2004, we had incurred a total of $7.6
million in expenses in connection with the offering as follows:
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Underwriting discounts and commissions
Finder’s fees
Expenses paid to or for underwriters
Other expenses

$3,062,000
—
—
4,522,000

Total

$7,584,000

Of the foregoing expenses an advisory fee in the aggregate amount of $1.0 million was paid to Eos Partners SBIC, L.P. and Eos Partners SBIC II, L.P., both of
which are principal stockholders of Providence. Other than the advisory fee paid to Eos Partners SBIC, L.P. and Eos Partners SBIC II, L.P., none of the
foregoing expenses were paid or are payable directly or indirectly to our directors, officers or holders of 10% or more of any class of our equity securities.
As of March 31, 2004, the net proceeds to us after deducting the total expenses described above amounted to $36.2 million.
Between August 22, 2003 and March 31, 2004, we used $19.2 million of the net proceeds of our offering to repay indebtedness under our credit facilities, we
used approximately $1.1 million to pay accrued and unpaid dividends on our Series A, B, and D preferred stock, we invested $4.0 million in a Federal Home
Loan Mortgage Corporation zero coupon bond that matures on July 15, 2004, we prepaid $820,000 of acquisition costs related to our acquisition of the remaining
50% interest in Rio Grande Management Company, LLC, a joint venture limited liability company, which we acquired on January 1, 2004, and we used $3.4
million of the net proceeds of our offering and issued an aggregate of $1.0 million promissory notes payable to acquire 100% of the outstanding stock of
Dockside Services, Inc., a for−profit provider of social services located in Indiana on January 1, 2004. Furthermore, on January 27, 2004, we used $3.5 million to
prepay all outstanding principal and accrued interest due pursuant to two subordinated notes to Eos Partners SBIC and Eos Partners SBIC II. These notes were
issued to pay a consent fee to Eos Partners SBIC and Eos Partners SBIC II, the holders of our Series A preferred stock, Series B preferred stock and Series D
preferred stock in connection with our initial public offering and pursuant to an amended stockholders agreement, and we used $670,000 for general corporate
purposes.
The remaining balance of $3.5 million will be held as cash and used for general corporate purposes, including potential acquisitions.
Restrictions Upon the Payment of Dividends
Under our credit facility we are prohibited from paying any cash dividends if there is a default under the facility or if the payment of any cash dividends would
result in default.

Item 3.

Defaults Upon Senior Securities.

None

Item 4.

Submission of Matters to a Vote of Security Holders.

None

Item 5.

Other Information.

None

Item 6.

Exhibits and Reports on Form 8−K.

(a) Exhibits:
The exhibits listed in the Exhibit Index immediately preceding such exhibits are filed as part of this report.
(b) Reports on Form 8−K:
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•

On February 12, 2004, we filed a report on Form 8−K relating to our financial guidance for fiscal 2004, notification of the timing of the release of our
financial results for the fourth quarter and fiscal year ended December 31, 2003, notification of the timing of our earnings conference call for the
fourth quarter and fiscal year ended December 31, 2003 and reiterated our fiscal 2003 guidance furnished with the Securities and Exchange
Commission on a Form 8−K on November 12, 2003.

•

On March 4, 2004, we furnished a report on Form 8−K relating to financial information for the fiscal year ended December 31, 2003 as presented in a
press release of March 3, 2004.

SIGNATURES
Pursuant to the requirements 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.
THE PROVIDENCE SERVICE CORPORATION
By:
Date: May 6, 2004

/s/ Fletcher Jay McCusker
Fletcher Jay McCusker
Chairman of the Board, Chief Executive Officer
(Principal Executive Officer)

By:
Date: May 6, 2004

/s/ Michael N. Deitch
Michael N. Deitch
Chief Financial Officer
(Principal Financial and Accounting Officer)
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EXHIBIT INDEX

Exhibit
Number

Description

31.1

Certification pursuant to Securities Exchange Act Rules 13a−14 and 15d−14 of the Chief Executive Officer

31.2

Certification pursuant to Securities Exchange Act Rules 13a−14 and 15d−14 of the Chief Financial Officer

32.1

Certification pursuant to 18 U.S.C Section 1350, as adopted pursuant to Section 906 of the Sarbanes−Oxley Act of 2002, of the Chief Executive
Officer

32.2

Certification pursuant to 18 U.S.C Section 1350, as adopted pursuant to Section 906 of the Sarbanes−Oxley Act of 2002, of the Chief Financial
Officer
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EXHIBIT 31.1
CERTIFICATIONS
I, Fletcher Jay McCusker, certify that:
1.

I have reviewed this Form 10−Q of The Providence Service Corporation;

2.

Based on my knowledge, this report does not contain any untrue statement 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 made, not misleading with respect to the period covered by this report;

3.

Based on my knowledge, the financial statements, and other financial information included in this report, fairly present in all material 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(s) and I are responsible for establishing and maintaining disclosure controls and procedures (as defined in
Exchange Act Rules 13a−15(e) and 15d−15(e)) for the registrant and have:

5.

a)

Designed such disclosure controls and procedures, or caused such disclosure controls and procedures to be designed under our supervision, to ensure
that material 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 prepared;

b)

[Intentionally Omitted]

c)

Evaluated the effectiveness of the registrant’s disclosure controls and procedures and presented in this report our conclusions 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 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 internal control over financial reporting; and;

The registrant’s other certifying officer(s) and I have disclosed, based on our most recent evaluation of internal control over financial reporting, to the
registrant’s auditors and the audit committee of the registrant’s board of directors (or persons performing the equivalent functions):

a)

All significant deficiencies and material weaknesses in the design or operation of internal control over financial reporting which are reasonably
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 employees who have a significant role in the registrant’s internal control over
financial reporting.

Date: May 6, 2004
/S/ FLETCHER JAY MCCUSKER
Chairman of the Board, Chief Executive Officer
(Principal Executive Officer)

EXHIBIT 31.2
CERTIFICATIONS
I, Michael N. Deitch, certify that:
1.

I have reviewed this Form 10−Q of The Providence Service Corporation;

2.

Based on my knowledge, this report does not contain any untrue statement 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 made, not misleading with respect to the period covered by this report;

3.

Based on my knowledge, the financial statements, and other financial information included in this report, fairly present in all material 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(s) and I are responsible for establishing and maintaining disclosure controls and procedures (as defined in
Exchange Act Rules 13a−15(e) and 15d−15(e)) for the registrant and have:

5.

a)

Designed such disclosure controls and procedures, or caused such disclosure controls and procedures to be designed under our supervision, to ensure
that material 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 prepared;

b)

[Intentionally Omitted]

c)

Evaluated the effectiveness of the registrant’s disclosure controls and procedures and presented in this report our conclusions 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 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 internal control over financial reporting; and;

The registrant’s other certifying officer(s) and I have disclosed, based on our most recent evaluation of internal control over financial reporting, to the
registrant’s auditors and the audit committee of the registrant’s board of directors (or persons performing the equivalent functions):

a)

All significant deficiencies and material weaknesses in the design or operation of internal control over financial reporting which are reasonably
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 employees who have a significant role in the registrant’s internal control over
financial reporting.

Date: May 6, 2004
/S/ MICHAEL N. DEITCH
Michael N. Deitch
Chief Financial Officer
(Principal Financial and Accounting Officer)

EXHIBIT 32.1
THE PROVIDENCE SERVICE CORPORATION
CERTIFICATION PURSUANT TO
18 U.S.C. SECTION 1350,
AS ADOPTED PURSUANT TO
SECTION 906 OF THE SARBANES−OXLEY ACT OF 2002
Pursuant to Section 906 of the Sarbanes−Oxley Act of 2002 (Section 1350 of Chapter 63 of Title 18 of the United States Code), the undersigned officer of The
Providence Service Corporation (the “Company”), does hereby certify with respect to the Quarterly Report of the Company on Form 10−Q for the quarter ended
March 31, 2004 (the “Report”) that:
(1)

The Report fully complies with the requirements of Section 13(a) or 15(d) of the Securities Exchange Act of 1934; and

(2)

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

Date: May 6, 2004

/S/ FLETCHER JAY MCCUSKER
Chief Executive Officer
(Principal Executive Officer)

The foregoing certification is being furnished solely pursuant to Section 906 of the Sarbanes−Oxley Act of 2002 (Section 1350 of Chapter 63 of Title 18 of the
United States Code) and is not being filed as part of the Report or as a separate disclosure document.

EXHIBIT 32.2
THE PROVIDENCE SERVICE CORPORATION
CERTIFICATION PURSUANT TO
18 U.S.C. SECTION 1350,
AS ADOPTED PURSUANT TO
SECTION 906 OF THE SARBANES−OXLEY ACT OF 2002
Pursuant to Section 906 of the Sarbanes−Oxley Act of 2002 (Section 1350 of Chapter 63 of Title 18 of the United States Code), the undersigned officer of The
Providence Service Corporation (the “Company”), does hereby certify with respect to the Quarterly Report of the Company on Form 10−Q for the quarter ended
March 31, 2004 (the “Report”) that:
(1)

The Report fully complies with the requirements of Section 13(a) or 15(d) of the Securities Exchange Act of 1934; and

(2)

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

Date: May 6, 2004

/S/ MICHAEL N. DEITCH
Chief Financial Officer
(Principal Financial and Accounting Officer)

The foregoing certification is being furnished solely pursuant to Section 906 of the Sarbanes−Oxley Act of 2002 (Section 1350 of Chapter 63 of Title 18 of the
United States Code) and is not being filed as part of the Report or as a separate disclosure document.
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