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Ttew 1. BOSINESS.

The Registrant, Comprehensive Care Corporation, iz a Delaware corporatiep wnich vas organized in
Jansary 1969, The Registrant is primarily engaged in the development, o=~ ing «x managewent of
programs for the treatment of cherical dependency, including alcohol —awd  Mrugs, and psychiatrie
disorders. It is the largest private provider of sapital-based chemic.. dependency  treatment
programs in the United States. ‘e progranms are provided under contractual  agreemer with
independent general hocpit.is or at fieestanding facilities mmed andfor operated by the Reglstrant.
A wholly owned subsillary. Carelnit, Inc,, develops, markets and manzges the Registrant's chemical
dependency and psychiatric contrast programs. During fiscal 1939, chemical dependency and psychlatric
treatment programs accousted for epproximately 85% of the Registrent's ocperating revenues. A wholly
ovmed subsidiary of the Registrant, Rehablare Corporztion (“RehebCare"),  develops, markets and
manages programs for the delivery of conprehensive medical rehabilitation services to functionally
disabled persons. The following tuble sets forth for the five years ended May 31, 1983, the
contribution to operating revenues of the Registrant's freestanding operatioss, Carelnit, 1Imc.
contracts, RehabCare programs, and its other activities.

Years Ended May 31,
1589 1988 1587 1986 1985

Freestanding operations..csecevisrenncaes 62% 58% 53% 56% 56%
Carelpit, Inc., contracts...ce.,ecenconesas 21 28 a5 38 40
RehabCare programs. c.cveesseressseccsnnces 12 B b -
Other activities..ivceeviaas sivasrnnanss .5 -6 6 5 4

100% 100% 100% 100% 100%

REORGANIZATION

At a speclal meeting of stockholders of the Registrant to be held on Septesber 13, 1989, the
stockholders of the Registrant will act upon a propesal to adopt an Agreesent and Plan of
Recrganization, dated as of April 25, 1989, as amended (the "Reorganization Agreement™), by and among
the Registrant, First Hospital Corporation, a Virginia corporation  ("First Hospital"), and
FHC-CompCara, 1Inc., a Delavare corporation formed for the purpose of effecting the transactions
contemplated by the Reorganization  Agreement {"FHC-CompCare"). The  FKecrganlzation Agreement
contemplates the reorcanization and consolidation (the “Reorganization™) of the Registrant and First
Hospital whereby FHC-CanpCare will become the purent company of each of ‘the Registrant and Flrst
Hospital.

If the Reorganization 1is approved and effected, each share of the Reglstrant's Cemmon Stock
outstanding immediately prior to the Reorganization (other than shares held by the Registrant or any
of its subsidleries and other tuan shares held by holders who bave properly exercised their appraisal
rights under Delaware law) will be converted into the right to receive $3.00 in cash, 0.78 of a share
of Common Stock of FHC-CompCare and $2.75 principal amount of senior subordinated debentures of
FHC-ComplCare. In addition, each First Hospital Common Share will be converted Into one and
one-quarter shares of FHC-CompCare Common Stock.
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The stockholders of the Registrant will receive in the aggregate approximately 7,935,457 shares
of FHC-CompCare Common Stock, which represent approximately 39% of the voting power of the shares of
FHC-CompCare Common  Stock apticipated to be outstanding immediately after the Reorganization.  The
stockholders of First Hospital will receive 1in the aggregate approximately 12,631,474 shares of
FHC-ConpCare Common  Stock, which represent approximately 61% of the voting power of the shares of
FHC-CompCare Common Stock expected to be outstanding immediately after the Reorganization.

For a cooplete discussion of the proposed Reorganization, see the Registrant's definitive Proxy
Statepent for its special reeting of stockholders to be held on September 13, 1989, which Proxy
Statement has been filed with the Securities and Exchange Comission.

FREESTANDING OPERATICRS

The Registrant curruntly operates or participatss in 1be operation of 21 facilities representing
1,876 available beds. Sinre 1983, the Registrant has expanded jts freestandirg cperations through the
construction of elght freestanding chemical dependency facilities =2nd the acqguisition of six chemical
dependency or psychiatric facilities, representing approximately 1,414 beds. In fiscal 1989, the
Reglstrant sold a freestanding chemical dependency treatment facility, and a Jjoilnt venture in which
the Registrant participates sold a behavioral medicine facility.  Freestanding facilities are either
owned or leased by the Feglstrant or by Jjoint veustures in wWiich the Registrant and its partnmers share
in the profits of losses. Ons psychiatric hospital (41 aviilable beds) managed by the Registrant is "
owned or leased by such a joint venture, and one psychiatric tospital (100 available beds) is managed
by the Registrant's partner in the joint wventure. The Registrent has a 50% jfrrerest in this Joint
vegture. In addition, one psychiatric hospital is owned by a Joint venture betwsen Behavioral
Medical Care ("EMC") and Sutter Commmnity Hospitals. BMC has a 49% interest in the joint venture.

The Reglstrant has a 70% interest in BMC. For a discussion of current litigation involving BMC, see
Ttem 3, TLEGAL PROCEEDINGS".

The follewing table sets forth selected operating data regarding the Registrant's freestanding
facilities. Facilities are designated either psychiatric or chemical dependency based on the
predominant treatment provided. For information concerning the nature of the Reglistrant's interest
in the facilities, see Item 2, "PROPERTIES".
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Year Licensed Patient Days
Acguired{i) Beds 1383 1988 1987 1986 1985

Chemical Dependency Feeilities

Carelnit Hospital of Fort Warth...... 1971 83 [B,414 22,907 4,139 26,6% 24,218
Carelnit Hospita) of Orange.......... 1976 104 29,579 32,652 29,657 33,763 33,677
CarelUnit Hospital of Kirkland........ 1981 W 17,136 19,574 18,640 24,336 27,099
Carelnit of Jacksonville Beach....... 1982 84 28,218 727,613 21,065 22,818 16,539

Carelnit Hospital of Cincinnati...... 1982 128 30,778 29,446 25,955 29,065 29,181
CareUnit Hospital of St. Louls....... 1383 153 29,449 24,353 21,278 43,822 39,953
Starting Point, Oak Avenue........sss 1983 1365 28,35 27,048 21,593 22,705 121,13

Starting Point, Orange Count¥........ 1283 70 18,913 19,109 19,326 17,42t 15,332
Starting Point, Grand Avenue......... 1983 Y] 7,694 6,84 7,249 17,264 6,158
Carelinit Hospital of Albugquerque..... 1984 70 15,543 17,187 16,730 16,080 9,59
Carellnit Hospital of Nevada.......... 1984 50 13,626 13,738 11,615 8,748 7,640
CareUnit of Coral Springe....esseeses 1985 10 22,399 2,639 21,735 12,398 -
CarelUnit of Grand Rapids..c.esesscsess 1985 76 15,212 13,483 8,595 3,366 --
CareUnit of Orlando.....ceseseseenses 1987 100 18,115 15,344 106 - -
Carelnit of San Diego.....sseeseassss 1988 92 13,320 2,872 - - -
CareUnit of Coloradd.....ecac... eeese 1988 100 16,014 4,303 -- - -

Carelnit of South Florida/Tarpa...... 1988 100 14,653 -- -- - -
Psychiatric Facilities
Brea Hospital Neuropsychiatric Center 1969 142 32,240 33,225 39,237 43,870 46,771

Crossr-ads Hospital.seieieesovecenees 1972 41 10,942 12,2°1 14,148 13,657 14,503

Woodview-Calabasas Hospital.......... 1970 117 15,513 19,143 22,473 23,104 25,531

Sutter Center for Psychiatry {(2)..... 1988 69 16,761 - -- - -
Closed/Scld Facilities (3)eeercrenccess 42,482 80,026 92,783 86,845 101,928
Patient days served durinj period...... 459,955 445,277 416,369 435,979 418,821
Admissions........ wenasans cesasasnnsenn 24,715 20,783 17,835 17,964 16,74
Available beds at end of period{4)..... 1,826 2,067 1,827 1,687 1,609
hverage occupancy rate for period(5)... 60% 6l% 65% 3% %%

{1) Calendar year acquired or leased.

(2} Owned by a Joint venture between BMC and Sutter Community Hospitals. BMC has a 49% Interest in
the joint venturs. The Reglistrant has a 70% interest in BMC. For a discussion of current
litigation involving BMC, see Item 3, "LEGAL PROCEEDTNGS".

{3) In December 1988, Golden Valley Health Center, a 377-bed  behavioral wmedicine facility in
Mirneapolis, Mimnesota was sold to a group of lovestors led by facility managowent.  The
facility generated 31,243 patient days in fiscal 1989. 1In Jamnvary 1989, a subsidiarg of
the Registrant sold Carelnit of DuPage, a 120-bed chemical dependency 4reatment facility In a
suburb of Chicage, Illinois to Parkside Medical Services Corporation. The facility generated
10,833 patient days in fiscal 1989.

{4) A facility may have appropriate licensure for more beds than are in use for a nutber of reasons,
including lack of demand, anticipation of future need, renovation and practical limitations inm
assigning patients to multipie-bed rooms. Available beds is defined as the number of beds which
are available for use at any given time.

{5) Average occupancy rate is calculated by dividing total patient days by the number of available
bed-days during the relevant period.
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Freestanding Pacility Programs

The Registrant's freestanding facilitles offer a variety behavioral pedicine programs. The
programs offered at a given freestanding facility are deterzined by the licensure of the facility,
the extent and npature of cospetitive programs, the population base and demographics, and
reisbursement considerations. A program within the facility represents a separately staffed unit
dedicated to the treatment of individuals whose primary diagnosis suggests that their treacment needs
will best be met within the unit. Patients whose diagnosis suggests the need for supplemental
services are accommodated throughout their stay as the individual treatwent plan developed for each

patient requires.

Chemica) _Derendency. Chemical dependency programs are offered in =2ll freestanding facilities
sxcept Woodview-Calabasas and Crossroads. These programs are delivered under the bpames Caretnit and
£+ ar1ing Point and include programs for adults and adolescents.

Esch patient admitted to the facility is subject to a full medical and social history as well
as a physical examination which incltdes those diagnostic studies ordered by the patient's attending
physician, Patients are detoxified under close medical supervislon for a period averaging four days
prior to entry to the rebabilitation phase of treatment.

The rehabilitation phase of treatment begins as soon as detoxification s campleted.  This
phase of treatment includes lectures; individual, femily and group counseling sessions; and such
medical, psychological, and other modaiities that may be necessary to rneet the irdividual patient's
needs. The average length of stay for an adult patient is approximately 16 days, which includes
detoxification. The average length of stay for an adolescent patient is approximately 29 days.
After discharge from the facility, the patient's recovery is monitored for a 12-week period during
which the patient and family members return to the facllity once a week for outpatient counseling
sessions. For individuals who do not require the structure and intencity of inpatlent treatment, the
Registrant has developed outpatient programs which generally cperate in conjunction with existing
inpatient programs. At May 31, 1989, 26 such outpatient programs were in operation.

Psychiatrie. Psychiatric programs are offered in certain freestanding facilities, The type of
progras offered at a given freestanding facllity is dependent upon tle extent of community need, the
competitive environment, and the licensure statusr of the facility. BRdmission to the programs offered
by the Registrant is typically voluntary althcugh certaln facliitles provide emergency psychiatric
services and accept involuntary patients who are suffering an acute episodic puychiatric incident.

Each patient admitted to a psychiatric program undergoes a complete assessment including an
initial ovalvation by a psychiatrist, a medical bhistory, physical ¢xamination, a laboratory work-up,
a nursing assessment, a psychological evaluation, and social and fardly assessments. The assessments
are utilized to develop an individualized treatment plan for each patieni.

The treatment programs are undertaken by an  inter-disciplinary team of professionals
experienced in the treatment of psychiatric problems. The length o the treatment stay varies in
accordance with the severity of the patlent's condition. A comprebeisive discharge plan is prepared
for each patient which may include ocutpatient psychiatric or psychological trestment, or referral to
an alternate treatment facilitj.




Eating Disorders. The Registrant began providing eating Aisorders services in 1983, ‘This
program treats those dindividuals suffering from anoreria pervosa, bulimia and gross obesity. Each
patient entering the program is oubject to & physical examipation and nutritional assesswent.
Additional diagnostic and psychiatric evaluations are undertaken when necessary,  Each patient's
treatment is directed by a phbysician experienced in the treatment of eating d&lsorders.  Eating
disorders programs are offeced by the Registrant only in certain freestanding facilities. Each
facility offering said services is licensed as a psychiatric hospital., The eating disorders program
includes: individual and group therapy, oputritional guidance and management of attendant medical or
psychological problems.

Development of Freestanding FPacilities

The Registrant presently has no active development projects with respect to freestanding
facilities except for construction of a replacement of its psychiatric hospital in Brea, California.
The davelopment and operation of lhealth care facilities is subject to compliance with varlous
federal, state and local statutes and regulations. Health care facilities operated by the Registrant
must comply with the licensing requirements of federal, state and local health agencles, with state
gandated rate control initiatives and with the requirewents of menicipal building codes, health codes
and local fire departments. State licensing of facilities is a rrerequisite to participation in the
Medicare and Medicald programs.

Pursuant to 4ihe requirements of federal law, many states have enacted Certificate of Meed
{("CON") laws to curtall the proliferation of unnecessary health care services, Thus, prior to the
construction of new facilities, the expansion of old ficilities or the introduction of major new
services iu existing facilities, the Registrant must demonstrate to elther state or local
authorities, or both, that it is in coopliance with the plan adopted by such agencies. The CON
application process ordinarily takes from six to 18 months, and may in some instances take two jyears
or more, depending upon the state involved and whether the application &s contested by a competitor
or the health agency. Certain states, including Califorpia and Texas, have enacted legislation
repealing CON requirements for the construction of new health care facilitles <r the expansion of
existing facilities. COM leglislation is also being challenged as anti-conpetitive in certain states
as it protectz existing providers from new competition. The Registrant is unable to predict the
outcome of these deliberaticns.

Factors to be considered in the devolopment of freestanding facilitles irelude population base
and demographic characteristics, commnity pricing standards, state llcenswre and rate control
issues, and CON requirements. During the past five years, the Registrant has focused its development
efforts in states where the regulatory enviroment is relatively less restrictive so that the
Registrant has been able to develop sub-acute facilities withcut obtalning a CON.

In general, sub-acute licensed facilities have lower operating costs than acute licensed
facilities. State law governing the operation of health related facllities typically imposes a
higher standard of constructlon, staffing =nd operating oversight on faciiities licensed for acute
treatment. The Reglstrant generally incurs the necessary construction cost to build its facilities
to an acute psychistric standard so that the facility may be converted to an altermative use if
necessary.  Although the sub-acute model facility bas a lower level of operating cost, such
facilities are not currently eligible for participaticn in the Hedicare or Vedicaid programs.

Sources of Bevenves
During fiscal 1989, approximately 91% of the Reglstrant's operating revenues from {reestanding

operations were received from private sources (private hezlth insurers or directly f.om patients) and
the balance from Medicare, Medicald and other governmental programs.
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Private health insurers offer plans which typically fnclude coverage for chemical dependency or
psychiatric treatmeat. In some Instances, the level of coverage for chemical dependency or
psychiatric bernefi's is less than that provided for medical/surgical services. lower ooverage levels
result in higher co-paymests by the patient vho is often unable to mest his or her comitmer. in Iis
entirety or is usable to pay as rapidly as the insurance coepany. 1In freestanding facilities these
factors tend to increase bad debts and days outstanding in roceivables.

private inswance plans vary significantly in their methods of payment, including: cost, cost
plus, prospective rate, negotiated rate, percentage of charges, and billed charges. Blue Cross and
other commercial insurance plans have adopted a number of payment mechanisms for the primary purpose
of decreasing the amounts paid to hospitals (including the Registrunt's) for services rendered.
These mechanisms include various forms of utilization review, preferred provider arrangements vhere
use of participating hospitals is encouraged in exchange for a disceunt, and payment limitations or
negotiated rates which are based on commnity standards. The Registrant is unable to predict <che
impact of changing payment mechanisus in future years.

Health Maintepance Organizations ("HMOs") and Preferred Provider Organizations (“PPOs") attempt
to control the cost of health care services by directing their enrollees to participating physicians
and institutions. Aggressive utilization review and limitations on access to physician specialists
are nsed to rTurther limit the ocost of service delivery. Such organizations have iyplcally developed
on a reglona) basls where an appropriste enrolles population and mix of participating physiclans and
institutions can be developed. To the extent that these organjzations are successful in a given
locale, the Registrant may be faced with a decreased population base (to the extent of the enrolled
population) to support its prograws. The Registrant believes particlpation in M0s and PP0s is
continulng to expand. The Registrant also believes tnat the development of these organizatlons has
had a negative impact on utillzation of its freestanding facilities in certain markets and is unable
to predict the Impact of future development of such organizaticns. In certain 1instasces the
Registrant has elected to participate with the M0 o1 PPO, in which case the Registrant may discount
its charges for service.

Employers, union trusts and other pajor purchasers of health care services have become
increasingly aggressive in pursuwing cost containment. To the extent that the major purchasers are
self-insured, they have begqun actively to negotiate wits hospitals, HMOs and PPOs for lower rates.
These major purchasers that are insured or use a third party administrator expect the Iinsurer or
administrator to control claims costs, In additlen, many major purchasers of health care services
are reconsidering the bepefits that they provide and in many cases reducing the level of coverage,
thereby chifting more of the burden to their ewployses or members. Such reductions in benefits have
a negative impact on the Registrant's business.

The Medicare program provides hospitalization, physician, diagnostic and certain other services
to eligible persons 65 years of age and over and others considersd disabled. Providers of service
are paid by the federal government in accordance with regulations promilgated by the United States
Department of Health and Human Services ("ms") and accept sald payment, with nominal co-insurance
amounts required of the service reciplent, as payment in full.

Initially, Medicare provided for reimbursement of reasonable direct and indirect costs of the
services furnished by hospitals to patients, plus a specified retun on equity for proprietary
hospitals. As a result of the Social Security Amendments Act of 1983, Congress adopted a prospective
payment system ("EPS") to cover rout.pe and ancillary operating costs of most Medicave inpatient.
hospital services. Under this system, the Secretary of HHS established fixed payment amounts per
discharge based on dlagnostic related groups ("DRG"). In general, a hospital's payment for Medlicare
inpatients is 1imited to the DRG rate and capital costs on the basis of reasonable cost, regardless
of the amount of services provided to the patient or the length of the patient's bospital stay.
Under PP5, a hospital may keep any difference between its prospective payment rate and its operating
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costs incurred in furnishing iopatient services, but is at risk for eany operating costs that exceed
its payment rate. Psychiatric  hospitals, freestarding  ippatient rehabilitation facilities and
outpatient rehabilitation services are exempt from PPS. Inpatient psychiatric and rehabilitation
units within acute care bospitals are eligible to cbtain an exemption from PPS upon sutisfuction of
specified federal criteria. Qualified providers of alcohol and drug treatment services were excluded
from PPS until Octcber 1, 1987, Such providers are no longer eligible for exclusion from PPS
effective with the beginning of their Medicare tiscal year on or after October 1, 1987 and are paid

wyler PPS.

Exempt hospitals and exempt units within acute care hospitals are subject to limitations eon the
level of cost or the permissible increase in cost subject to reipbursement under the Medicare
program, including those limitations imposed under the Tax Equity ard Fiscal Responsibllity Act of
1982 (“TEFRA"). No assurance can be given thst psychiatric or rehabilitation services will coptinue
to be eligible for exemption from PPS or tbat other regulatory or legislative changes wili not
adversely affect the Registrant's busipess.

Ten of the Registrant's facilities participate in the Medicare program. Of these, seven are
currently exclvded from PPS (TEFRA limits are applicable to these facilities). Medicare utilization
at those facilities participating in the Medicare program averaged approximately 7% in fiscal 1989.
The Registrant does not believe that the imposition of TEFRA 1imits or PPS have had a material
adverse impact on its business 1t its freestanding facllities. Leoss of exclusion at freestanding
fasilities would also not materially tepact +he Registrant's business.

Hosplitals participating in the Medicare program are required to retain the services of a peer
review orgapization  (“PRO™). The TPRO 15 responsible for determining the medical npecessity,
appropriateness and quality of care glven Medicare program patients. In instunces where the medical
necessity of an admission or procedure is challenged by the PRD, poyment may be delayed, rediced or
denled in its entirety. Amcunts denied pecause of medical review may not be charged to “be service
recipient, they are absorbed by the hospital. In npon-emergency admissions (which encompass most of
the Registrant's admissiops) review is performed prior to the patient's arrival at the hospital. 1In
the event that the PRO does not approve the admission, the patient is referred to an alternative
{1 2atment provider such as an outpatient program or sent home. The BRegistrant believes that the
existence of PROs has had a negative Impact on census grewth in rertain facilitles put is unable to
measure the magnitude becauss the primary impact is in lost admissicns,

On October 1, 1987, CHMMPUS adopted a prospective pajment  system based on diagnosis related
groups that 1is presently applicable to chemical dependency services rendered 3o certain settings.
CHAMPUS is a program administered by the 0,5, Department of Defense which provides hospital benefits
to military retirees and dependents of active military duty personnel unable to obtain treatment in
federnl hospitals. On September &, 1988, the Department of Lefense issued a final rule adopting a
per dlem method of pamment for mental health services rendered in certaln settings under the ChMPUS
program. In =2ddition, the Department of Defense bas recently adopted 2 peer review system modeled
after the Medicare peer review system and modified CHAMPUS requlations accordingly. dpproximately 4%
of the Registrant's total operating revenues In freestanding facilities was derived from the CHAMPUS
program for the year ended tlay 31, 1989. Mthough not all of the changes made to the CHAMPUS program
gre presently applicable to certain facilities, there can be no assurance that these changes or
similar changes in the future will pot negatively impact the ability of th: Registrant oc its
subsidiarles to render services profitably to CHAMPUS beneficlarles.
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The Medicaid program is a combined federal and state program providing coverage for low income
persons. The specific services offered and relmbursement methods vary from state to state. Less
than 2% of the Registrant's freestending facllity revenve is derived from the Medicald program,
Accordingly, changes in Medicald program reimursement are not expected to have a gaterial adverse

impact on the Registrant's business.

Caxpetiticn and Prowction

The Registrant competes firat for the development and implementation of {reestanding facilities
and subsequently for patlents who otilize those fecilities. With respect to both of these areas of
coopetition, the Registrant's  primary competitors are  hospital  management campanics {both
not-for-profit and investor owned) vhich offer programs similar to that of the Registrant. The
Registrant has faced generally increasing competition in the last few years as & resuit of the
increasing development of competitive programs. Scme of the |bhospitals which compete with the
Registrant are either owoed or suppcrted by governmental agencies or are cwned by not-for-prefit
corporations supported by endowmenis and charitable contributions which enable some of these
hospitals to provide a wider range of services regardless of cost-effectlveness.

The Registrant and its competitors compete to attract patients to utilize their programs. 1In
pany instances the patient may be directed to a specific facility by his or her esploger {or thel:r
agent}, by a physician, by a eosial services agency, or by another health care provider. The
Registrant markets itn services by ottracting these refexral sources to its programs, The primary
competitive factors in  attracting referral  sources, patients and  physiclans are marketing,
reputation, success record, cost ani quality of care, and location and scope of services offered by a
facility. The Registrant has an active promotional program, described below, and belleves it is
competitive in reputation and other factors necessary for patlient rttraction. In addition, the
Reglstrant and its competitors coupetn to attract qualified physicians and peychiatrists.

The Registrant has an active public relations program designed to increase public awvareness of
the programs offered by the Reylstrant. Puring fiscal 1983, the Registrant spent approximately $8.2
million for all foms of advertising in support of its freestcnding operations. Media advertising
(telavision, radio and print} was approximately $7.5 pillion in fiscal 1989. The Registrant's
advertising program includes a serles of televisisn commercials advertising  the Registrant's
programs, The forms of media used are specifically tailored to the geographic area in which the
marketing efforts ere directed. The Registrant is in the process of reducing its media advertising

and redirecting its expenditures t» other forms of prcmotion.

Other aspects of the Ragistrant's public awareness progranm include = npaticonwide telephone hot
line wvhich 1s staffed by counselors whe provide referral advice and help on a 24-hour basis and a
crisis Intervention Program which assists relatives of chemlcally deperdent or emotjomally disturbed
individuals in motivating a potential gatiemt to seek professional help through an appropriate

pregram.
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COMTRACT OPERATIORS

Behavioral ¥edicine

As 2 result of the recrganization of the Registrant's operaticns in fiscal 1988, Carelnit, Inc.
is engaged in the development, marketing, and management of programs for the delivery of behavioral
medicine services to fpatients requiring such services in dodicated units of bospitals. The programs
offered are similar to the behavioral medicine programs offcred in  the Registrant's freestanding
facilities.

In June 1983, the Reglistrant entered into a joint veuture with an affiliate of Voluntary
Hospital of America, Inc. ("HA"), one of the largesi associations of not-for-profit hospitals in the
United States. The Registrant has a 0% interest in the doint venture which ijs called Behavioral
Medical Care (“BMCY), BMC markets programs to the VHA network of hospitals. s a part of Its
jnternal reorganization, the Registrant assigned iis interest in BHC to Carelnit, Inc., which manages
the BMC Joint venture. As of May 31, 1989, BMC was operating 38 contracts consisting of 900 beds.
Unless otherwise specified, the following discussion and tables relating to CareDnit, Inc, include
BMC contracts. See Item 3, “LEGAL PROCEEDINGS™ for a discussion of current litigation involving BMC.

Under a contract, the hospital furnishes patients with all hospital facilities and services
necessary for thelr geperalized medical care, including, oursing, dietary, and housekeeping services.
CareUnit, Inc. typically provides support in the areas of progrom implementation and management,
staff recruiting, continuing education, treatment ‘team training, commmity education, advertising,
public relations, insurance, and on-gcing program quality assurance. Carelinit, Inc., is cbligated to
provide a wulti-disciplinary team generally consisting of a physician {who serves as medical director
for the program), a program manager, a social worker, a therapist and other appropriate suppriting
personnel. As a result of reimbursement changes and competitive pressures, the ccatractual
obligations of Carelnit, Imc. have been subject to more Intense evalvation during the pzst year. In
general, some prospective client hospitals are expressing a degire for more control over the services
providcd by Carelnit, Irc. and in response Carelinit, Inc. is providing a more flexible approach to
contract management.

In response to changez iIn reizbursement and competitive environment, CareUnit, Inc. began
offering franchises to hospitals and related heslth care providers in December 1987. At present,
franchises are offered for adult and adolescent chemical dependency and adult psychiatric progroms.
tnder a CareVnit, Inc, franchise, the franchisee receives a license to use the Carelnit name,
certain program and promotional materizis, and training necessary to operate a program in exchange
for initial and on-going fees. The franchisee provides and compensates all members of the treatment
team and is responsible for all costs of operating the {treatment progran, Carelnit, 1Inc. also
provides on-going operational, prozotional, and quality assurance support. ks of May 31, 1989, one
franchise has been sold and is in operation.
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During [iscal 1989, CareUnit, Inc. suffered a loss in the nuwwber of contracts and beds in
operation, ‘The Registrant believes that the decline in the number of contracis and beds under
contract is a result of inceeased competitive pressure and changes in reiobursement patterns, which
havs had the effect of making Carelnit, Imc.'s contracts less profitable to bospitals. In adlition,

Carenit, Inc., bas terminated certain parginally profitable contracts duriny the fiscal year. The pH
follwing table sets forth selected operating data regarding behavioral medicine programs mavaged _"_:
under contract:
Years Ended Bay 31,
1989 1968 1987 196 1985
¥umber of catracts at end of period t1):
Adult CareWoits {2)}..cesveescasnncesans o8 82 85 95 84
Adolescent Carellndts (2)...ccvvvsvesars 12 ] 28 28 20
Adult CarePsychCenters (2)...eecvescass 17 21 20 22 17
Adolescent CarePsychCenters {2)ee..uvss 5 6 9 8 5
Eating disorders unitS..eceecceensonsas ] 4 8 11 T
TOLEl 4 e reesraranseresasaatsnassannsss 10743} 135 151 164 133
Available beds at end of period.......... 2,640 3,46 3,860 3,981 3,145
Patient days served during peried........ 813,862 769,255 845,853 803,255 697,509
Al SlOPS 0 rssarearercanantnsassosnsanes 3,225 45,171 48,100 44,135 34,443
Average occupied beds per contract....... 14.0 14.2 14.5 15.1 15.8
Average occupancy rate for period (4).... 57% 57% 58% 2743 €6y

(1) Exclwlas contracts which have been executed but are not operational as of the end of ke period.

(2) CaroUnit is the service vark under which ihe Registrant varkats chemical dependency treatment
programs. CarvePsychCenter is the service wmark under which the ‘legistrant markets psychistric

ireatrnent prograss.

(3) During the fiscal year ended May 31, 1989, Careloit, Inc. opened 18 new contracts and closed 46
comtracts. B opened seven and closed 19 of these contracts. Of the 46 closad contracts, 16
ccntracts vers terminated by Carelnit, Inc. and 28 were temirated by ibe contracting hospitals.
Tdo contracts were closed and the patlents transferred upon opening of the Sutter Center for
Psychiatry. CareUnit, Inc. has recently received termination potlces from client bospitals with
respect to two of its most profitable comtract prograas. Both of these prograxs have been
closed. The Registrant believes that one of these comtracts was terminated by the client
hospital in breach of the agreement and intends to pursue vigorourly its resedies under the
agreament, ‘These two contracts generated unit level profits of approximately $903,003 in  the
year ended May 31, 1989, Thirty-one of the hospitals with clesed contracts have continued
treatment programs, by either operating their own independant prograw or assoclating with
another contract provider.

(4) Average occupancy rate is calenlated by dividing total patient days by the mumber of xvallable
bed-days during the relevant period.

Sources of Revenues

Patients are admitted to a behavioral medicine program under the contracting hospital's standard
admission policies and procedures. The hospital subeits to the patient, the patient's insurance
company, or other responsible party, a bill which covers the =asrvicas of the hospital. The hospital
pays Carelnit, Inc. a fixed wonthly management fce plus a fee for each patient day of service
provided. Fees pald by the bospitel are subjoct to annual adjustments to reflect changes in  the
Consmer Price Index. CareUnit, Inc. and the hospital sbure the risk of uvon-pamment by patients
based on a predelermined percentage participation by Carelnit, Inc. lr baj debtn, Carelinit, 1Inc. may
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also participate with a contracting bospital in charity care and certain contractual allowances and
discoumnts. hospitals contracting for programs generally suffer from the same reimbursement pressures
as the |QRegistrant's freestanding facililies. In some  instances, contracting  hospitals  have
fnstituted admissions policies wkich restrict the ability of Carelinit, Inc. to promote utilization of
the programs. Such policies have a pegative Impact on contract revenues.

Cenerally, management contracts are  entered into for a period of 1iwo to five years and
thereafter are automatically renewed for successive one year periods unless either party gives notice
of termination at least 90 days prior to the end of such periods. Contracts are also terminable for
materjal defaults. A significant nwmber of contracts are terminable by either party on thelr
anniversary dates.

Development, Caspetition and Prezotim

Caretinit, Inc. directs 1its dewvelopment activities toward increasing the opumber of munagement
contracts with hospltals. The primary coopetiters of CareUnit, Inc. are hcspitals and hospital
panagenent companies which offer programs similar to those ¢ “fered by Carelnit, Inc.

The significant factors in a hospital's decision to utilize a contract manager include the
degree of sophistication of hospital management, financlal resources of the hospital, and percelved
value i the services to be rendered under contract. Individual contract wmanagers are selected based
on experieace, reputation for quality programs, availability of program support Services and price.
thile a mober of competing companies offer contract programs at prices lower ‘han Carelnit, Inc., it
believes that 1its experience, reputztion, and program support are superior to that of its
corpetitors, CareUnit, Inc. also believes that its experience with CGN  issues and program
implemeatation often results in a reduced start-up period. Risk to the hospital is alsc reduced
besause the fees paid by the hospital to Carelnit, Inc. are primarily based op ved occupancy.

Prograns managed by Carelnit, Irc. must meet minimm occvpancy Jevels to be profitable for both
the hospital and Carelnit, Inc. 1The program manager of each unit is responsible for local promation
of the unlc, The program manager is responsible for identifying and contacting referral scurces,
instituting promotiumal campaigns, obtaining local media coverage relating to behavioral medicine
problems and otherwise promting the wunit. The program manager is supported by media advertising
including television, radio, and print. Carelnit, Imc. spent approximately $5.9 million on media
advertising for the gyear ended May 31, 1989. |Most of these expenditures were for the prowotion of
chemical dependency services rather than psychletric services which are driven more by professional
referrals. tareUnit, Inc. has recently reduced its level of advertising expenditures.

Ccoprebepaive Badicel Rehabilitation

RehabCare 1s cuvrrently engaged in the development, marketing and wanagement of proycars for the
delivery of cocprehensive medical rehabilitation services to functionally disabled persons in
dedicated units of acute care hospitals. Coaprehensive medical rehabilitation is a health treatment
progran  offered 1u disabled or impalred persons with the objective of making such persons as
functienally independent and self sufficlent as possible. Rehabilitation programs are wusad to treat
disabilities or irpairments resulting from medical problems such as traumatic brain injuries,
strokes, spinal cord injuries, severe f{ractures, back disorders, arthritls, neurological disorders
and amputations. Rehabilitative care enphasizes the 4reatment of functional limitations and
disability in order to maximize the patient's ability to function insdrpendently,  Although  the
transition frem acute to rehabilitative care 1is not always precisely desarcated, patients do not
enter a rehabi’itation program until they no longer require acute medical care.
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Rehabtare's responsibility under its contracts is to provide a multi-disciplinary team generally
consisting of a physician (who serves as the medical director for the rehabilitation program), a
program manager, a psychologist, ptysical and occupational therspists, a speech pathologist, a social
worker and cother eppropriate supporting  pevsonnel. in @addition, RehabCare provides program
irplementation and management, treatment team training, staff recruiting, continuing education,
insurance, comunity educaticn, promotion, therapy equipment, pablic relations and on-going quality

assurance.

When a patient 1s referred to one of RehabCare's programs, he or she undergoes an initial
evaluation and assessment process by the entire treatment team that results in the development of a
rehabilitation care plan designed specifically for the short- and long-term objectives of that
patient up to tre date of discharge. Depending upon the patient's disability, this evalvatlon
process way invelve the services of at least two disciplines, such as physical therapy and
occupational therrpy for an imjwy to an extremity, or of all of the disciplines, as in the case of a
severe stroke patient. The following services are typically made avallable %o patlents in the

retabilitatinn programs:

Inpatient rehabilitation nursing servizes Nutritional counseling services
Physical therapy services Psychologl.cal services
Speech/language pathology services Social work services
Audiological services Respiratory therapy services
Orthotic/prosthetic services Occupational therapy services

In addition, educational and psychological services are provided to the families of patients as
part of the program.

As of M¥ay 31, 1989, Rehablare programs were offered solely in acute care hospitals and sikilled
nursing facilities under contract.  RehabCare opened its first contract program in Febroary 1584,
The following table sets forth selected operating data regarding RehebCare programs:

Yoars; Ended May 31,

1989 1988 198 1986 1985
Number of contracts at end of period {1)..... 47(2) 33 21 15 8
Available beds at end of perlod......... censs 980 682 405 310 201
Patient days served during period............ 170,385 109,940 73,027 33,036 5,680
AAMISSiONS.cererenssasrasansacsscrvurassrsnas 6,907 3,932 2,426 1,394 292
Average occupled beds per contract...... . 10.7 11.1 11.9 7.6 5.4
Average occupancy rate for period (3)........ 52% 4% 59% 3% 27%

{1) Excludes contracts which have been executed but are not operational as of the end of the period.
Three contracts had been executed but were not operational at Mey 31, 3989.

(2) During the fiscal year ended May 31, 1988, RehabCare opened 20 new contracts and closed six
contracts. Of 4the six closed contracts, two were termipated by Rehablare, three were terminated
by mutual agreement and ome was terminated by the contractirg hospital. Three of these
hospitals have continved operating treatment programs, by either operating their own independent
progras or associating with acother contract provider.

(3) Average occupancy rate is calculated by dividing total patient days by the number of available
bed-days during the relevant period.



Sources of Rewvenves

kehabCare's contracts are gimiler to those of CareUnit, Inc, RehabCare receives u fixed monthly
management fee plus a fee [for each patient day cof service rendered. Fees paid to RehabCare are
subject to anmal adjustments to reflect changes in the Consumer Price Index, RehabCare also
participates with its hospital clients in the risk of non-payment by patients by sharing In bed
debts, contractual adjustments and charity allowances.

Generally, RehabCare's contracts are eotered into for a three year period and thereafter aie
automatically remewed for successive one Yyear periods unless either party gives mnotice of termination
at least 90 days prior to the end of such periods. Contracts are also termirable for material

defaults.
Develogmeat, Competition ard Prodoticn

RehabCare's development efforts are directed toward increasing the number of management
contracts. Site selection for such contract units emphasizes communities where there is  a
demonstrated need for inpatlent rehabilitation programs in quality commnity bospitals located in
moderate to high growth population areas; commnity pricing standards; and state licensure and CON
requirements. RehabCare intends to expand the scope of its activities in the field of rehabilitation
services beyond its standard contractual relationship for inpatient programs. Rehablare intends to
explore Joint venture opportunities in selected markets with its acute care hospital clients to
acquire or develop freestanding inpatient and outpatient rehabilitation facillties.

RehabCare competes with other bealth care mapagement carpanies for contracts and RehabCare's
programs compete for patients with the programs ¢f other Yospitals and rehabilitation facilities.
The success of RebabCare is dependent on  its ability to establish relationships with sources of
patient referrals. wehabCare belleves that the principal competitive factors in each case are
reputation for quality of programs, the effectiveness of program support services and price.

RehabCare  believes that  hospital discharge  planners, physicians, other health care
professionals, insurance claims adjusters and case managers representing various other payors are its
principal sources of patient referral.  Accordingly, RehabCare directs jts marketing efforts toward
these sources rather than directly to prospective patients. RehabCare relies principally upon
aggressive local public relaticns and marketing activities conducted by its program managers followed
by direct mail campaigns te¢ deliver brochures, newsletters and o'her promotional materials to
referral sources. RehabCare also waintains active community relations programs designed to  increase
local conmunity awareness of the availabllity of RehabCare's rehabilitation programs.

OTHER ACTIVITIES

LONG TERR CARE. The Registrant leases =znd operates a 99-bed intermediate care facllity. This
facility provides nursing, rehabilitative and sustaining care over extended periods of time to
persons who do not reguire the extensive care provided in a gemeral hospital. Por the fiscal yeat
ended May 31, 1989, the intermediate care facility accounted for less than 1% of the Registrant'n
operating revenues,

PUBLISHING ACTIVITIES. Since 1976, the Reglstrant (under the name CompCare Publisber: has been
engaged in the publication, distribution and sale of bocks, parphlets and brochures relating to the
Reglstrant's health care activities. The primary purpose of these activitlies 4s to support the
Registrant's treatment, training and marketing programs. Literature distributed by the Registrant Iis
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sold to patients participating in a program both by contracting hospicals and facilities operated by
the Registrant. Such literature is also sold to the general public and educational institutions.
The Registrant does not own or operate the printing facilities used in the publication of its
literature. Publishing activities accounted for approximately 2% of the Pegistrant's operating
revenues in fiscal 1989.

SIOKIRG CESSATION. In fiscel 1985, the Registrant entered into a license agreement with
SmokEnders, Inc. The license agreement granted the Registrant the right to operate smoking cessation
seminars using the name and materials of SmokEnders, Ine. 'The license agreement, which has an eight
year life, requires the Registrant to pay a royalty to SmokEnders, Inc. based upen revenues derived
from operation of the seminars. 1In fiscal 1986, the Registrant determined that there had been a
permanent impairment in the value of the 1license agreement. Accordingly, the unamortized balance of
license consideration of $1.4 million was charged to earnings in fiscal 1986. Smoking cessation
brograms accounted for approximately 1% of the Registrant's operating revenwes in fiscal 1989 and
vere margically profitable.

WEIGHT CONTROL. 1In fiscal 1386, the Registrant purchased the assets of a weight loss center and
subsequently began operation of a weight contrel program under the name Carefast. The weight control
clinic business has not grown to the extent originally envisioned and there are no current plans to
further expand this aspect of the business. In cenjunction with the acquisition of the weight
control clinic, the Registrant also acquired the rights to warket and distribute a protein supplement
vhich contains vitamine and mirerals necessary to maintain the heal.h of individuals during the
course of a weight reduction program. The Registrant has expanded its marketing of the supplement.
Sales of the supplement are directed toward organizations operating weight control programs and not
to ipdividual users. Weight control activities accounted for less than 1% of the Registrant's
operating revenues in fiscal 1989.

GOVERNMERTAL REGULATICN

The development and operation of health care facilities is subject ‘o compliance with various
federal, state and local statutes and regulations. Health care facilities operated by the Registrant
as well as hospitals under contract with Carelnit, Inc. or RehabCare must comply with the licensing
requirements of federal, state and local health agencies, with state mandated rate control
jnitiatives and with the requirements of wmunicipal building codes, health codes and local fire
departments. State licensing of facilities is a prerequisite to participation in the Medicare and
Hedicaid programs.

The laws of various states in which the Reglistrant operates generally prevent corporations from
engaging in the practice of mwdicine or other professions. Although the Registrant believes that its
operaticns do mnot violate these prohibitions, recent legal precedents in this area are unclear and
there can be no assurance thkit state authorities or courts will not determine that the Registrant is
engaged in unauthorized professional practice. In the event of an unfavorable determination, the
Registrant could be required to wodify 1ts method of operation or could be restrained from the
continuation of certain of its operations, the result of which could be materially adverse to the
Registrant.

Under Section 11288 of the Social Security Act, the Department of Health and Human Services has
the authority to impose civil monetary penalties against any participant in the MNedicare progran that
makes claims for payment for services which were not rendered as claimed or were rendered by a person
or entity not properly licensed under state law or other frise billing practices. GUnder this law the
Secretary of the Department of Health and Human Sorvices has the authority to impose a penalty of not
more than $2,000 for each Aimproperly clalmed service and an assessment 2qual to not more than twice
the amount claimed for each service not rendered.
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Section 11288 of the Social Security Act makes it a felony for a hospital to make false
statements relating to <claims for payments under the Medicare program, to engage in certain
remuneration arrangements with physicians and other health care providers relating to referrals or
the purchase of ser ires, or to make false statements relating to compliance with the Medicare
conditions of participation. In addition, the making of false claims for payoent by providers
participating in the Medicare program is subject to criminal penalty under Federal laws relating
generally to claims for pament made to the Federal government or any agency. Courts have construed
broadly the rrovisions of Section 1128B concerning illegal remuneration arrangements and in so doing
have created uncertainty as to the legality of numerous types of common business and financial
relationships between health care providers and practitioners. Such relationships often are created
to respond to competitive pressures. proposed regulations identifying business practices that do not
constitute illegal remumeration do not eliminate this uncertainty, and, if adopted in final form, may
cause providers and practitioners alike to abandon certain mutually beneficial relationships.

Pursuant to the Medicare Catastrophic Coverage Act of 1988 the Inspector Gemeral of the
Department of Health and Human Services studied and reported to Congress on physician ownership of
hospitals, or compensation from any entity providing items or services to hospitals, to which the
physician makes referrals and for which payment may be made under the Medicare program; the ranges of
snch arrangements and the means by which they are marketed to physicians; the potential of such
ownership or compensation to influence the decisions of the physician; and the practical difficulties
involved in enforcement actions against such ownership and compensation arrangements ihat violate
current anti-kickback laws. In April 1989, the Inmspector General issued a report on financial
arrangemencs between physiclans and health care businesses. The report coptained a number of
recomendations, including a  prohibitlen of physician referrals to any facility Iin which the
physician bas a financial interest. In addition, legislation has been introduced in Congress to
prohibit or restriet such physiclan referrals. Should such legislation be enacted, certain of th:
Registrant's relationships with physicians and the Registrant's development of relationships witn
physicians could be adversely affected.

The Registrant and d<areUnit, Inc. are subject to federal and state regulation governing the sale
and operation of franchises. These regulations include the Federal Trade Coomission's ‘“Disclosure
Recuirements and Prohibitions Concerning Franchising and Business Opportunity Ventures" and similar
requlations adopted by certain states. Generally, these regulations require disclosure of specific
information to a prospective franchisee and prohibit certain sales and operating activities. In
addition, some states require registration. The Registrant believes that its franchise related
activities comply with these regulations, as applicable.

Insarance codes of certain states specify the extent of coverage required in group insurance
coniracts with respect to chemical dependency and psychiatric services. The impact of these
requirements varies from state to state. To the extent that coverage for chemical dependency or
psychiatric services is  expanded, the Registrant's  business is  positively impacted. Such
requirements have a negative impact when coverage is reduced or restricted. The Registrant is unahle
to measure the impact of insurance industry regulation on its business.

Both Medicare and Medicald programs contain specific physical plant, safety, patient care and
other requirements which must be satisfied by health care facilities in order to ¢ualify under said
programs. The Registrant believes that the facilities it owns or leases are in substantial
compliance with the various Medicare and Medicaid requlatory requirements applicable to them.

ACCREDTTATION
The Joint Commission on Accreditation of Healthcare Organizations ("JCAHOY) is an independent
conmission which conducts voluntary accreditation programs with the goal of improving the gquality of

care providid1 in health care facilities. Generally, hospitals including dedicated units, long-term
care facilities and certain other health care facilities may apply for JCAHO accreditation. If a
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hospital undar contract with CarelUnit, Inc. requests a JCAHO survey of its entire facility, the
contract program, if a chemical dependency program, will be separately surveyed. After conducting
on-site surveys, JCAHO awerds accreditation for up to three years to facilities found to be in
stbstantial compliance with JCAHO standards. Accreditel facilitles are peric dically resurveyed.
Loss of JCAHO accreditation could adversely affect the hospital's reputation &nd its ability to
obtain third party reimburserent. The Registrant belleves that all of its freestanding facilitles
and the hospitals under contract with CareUnit, Inc. have recelved or, in the case of new facilities,

have applied for such accreditation.

RehabCare's programs are oOr will be reviewed by the Comission on  Accreditatlon  of
Rohabilitation  Facilities {"CARF"), en  incependent  commission which  surveys and  accredits
rehabilitation programs. RehabCare voluntarily secks accreditation of each of its progrems by CARF
as soon as feasible (generally after two to three years of operation). BAs of May 31, 1989, three of

RehabCare's programs had received CARF accreditation.

ADMINISTHATION ARD EMPLOYEES

The Registrant's executive ard administrative offices are located in Irvine, California, where
management controls operations, business developrent, legal and accounting, medical insurante claims,
governmental and statintical reporting, advertising and public relaticns, research and treatment
program  evaliation. The administrative offices of tareUnit, 1Inc., end RehabCare arve presently

located in Ciesterfield, Missouri.

A July 31, 1989, the Registrant employed approximately 140 persons in 1its corporate and
administrative orfices, 2,970 persons in the freestanding and long-term health care facilities
operated by it, €60 persons assigned to CareUnit, Inc., 530 persons #ssigned Yo RehabCare and 60
persons in other operations. The physicians and psychiatrists who are the medical directors of the
Registrant's coniract units, the psychologists serving on treatment teams, and the physiclans
utilizing the facilities operated Ly the Registrant are not employed by the Registrant.

The Registrant has not encountered any work stoppages due to labor disputes with its employees.

Ttem 2. PROPERTIES.

The following table sets forth certain information regarding the properties owned or leaved by

the Registrant at May 31, 1989:

Ovped or Lease Honthly
Rame and Location Leased Expires (1) Rental (2)

Chemical Dependency Treatment Facilities
Carelnit Hospital....eeecceservercenancrans Ovmed (3) -- --
Fort Worth, Texas
Carelnit Hospital...esveecs o vavannnanenes Owned (3) - --
Orange, California
Carelinit Hospital. .eisevsesevsnssancsscces
Kirkland. Rashirgton
Carellnit Fac1lltiFeeeesvanonarsanoasnnesseas Owned (3) - --
Jacksonviile Beach, Florida
Carelnit Hospitales.eserearssesnnsoransanss Owned {3) - -
Cincinnati, Ohic
Carelnit Hospilal.sseeesssasnsnsnsosnrncnes Owned
st. Louls, Missouri
Starting Point, Oak AvenUE...eccecscccsenss Oowned (3) - --

Orangevale, California

Leased 2035 $15,300 (4)

(Table continued on following pege)
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Tten 2. PROPERTIES (continued)

Ouned or Loase Moothly
Rose and Location Leased Expires (1) Rental (2
Starting Point, Orange County..ceciercecses Owmed (3) - -
Costa Mesa, California

Starting Point, Grand Avenue.....eciesceens Owned (3) - -
Sac-amento, California
CarelUnit Hospital..cececescrisnnnannrrasns Leased 2012 12,965

Albuquerque, New Mexico

Caretlnit Hospital.cciccuecerrrnsnananocnsns Owned {3) - --
Las Vegas, Nevada

Carelnit Facilityeeinanccceroaranenaseraves Owned {3) - -
Coral Springs, Florida

Carelnit Facility..seveaosescrassaasnsrenes Leased 1990 12,417
Grand Rapids, Michigan

CarelUnit FacilitFeseeosvrnaas Owned (3) - --
Orlando, Florida

CarelUnit Facilit¥ieeenacscccaaranracans Owned {3} -- -
Aurora, Colorado

Carellnit Facilit¥eeeecvescacnrrsossunaransn Ovned (3) - -

San Diego, California
Carelnit Facilityuiveesesessscccnsnsnsnnscns Owned - -
Tempa, Florida

Psychiatric Treatwent Facilities
Brea Hospital Neurcpsychiatric Center...... Crmed - -
Brea, California
Crossroads Hospital(S)..ecavarenrariveeanss Leased 1997 5,577
Van Nuys, falifornia
Wocdview-Calabasas Hospital (B)eieeieviaaes Leased 1996 21,401 (7)
Calabasas, California
Sutter Center for Psychiatry (B).iccceneees Owned - --
Sacramento, California

Otber Operating Pacilities
Tustin HanOr..uecacrrassssnsnasessanssrssss Leased 1995 16,093 (7)
Tustin, California

(Intermediate Care Facliliiy)

CompCare Publisbers....ceeversavcerasnnnrass Leased 1990 7,347
Minneapolis, Minresota

Administrative Facilities
Corporate Headquarters.......essvennesrenss Ovned (3) - --
Irvine, California
Regional Headguarters...e.....s Crrsasarieen Leased 1954 15,948
Chesterfield, Missouri
Regional Headquarters (9).....cevvaveciesns lLeased 1989 5,241
Tampa, Florida

(1)

(2)

Assumes all options to renew will be exercised.

Bl leases, other than those relating to the Registrant's administrative facilities, are triple
net leases under which the Rogistrant bears all costs of operations, including insurance, taxes
and utilities. The Registrant 1s responsible for specified increases in taxes, assessments and
operating —usts relating to $ts administrative facilitles. )
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{3) Subject to encumbrances. For information concerning the Registrant's long-term debt, see Note 7
o the Registrant's consolidated financial statements contained in this report.

(4) Subject to increase every three jyears based upon increases in the Consumer Price Index, not to
exceed 10%.

(5) Leased by a joint venture and managed by the Registrant.
{(6) Leased by the Registrant and managed by the Registrant's partner in a joint verture.

{7) Subject to increase every five years based upon increases in the Consumer Price Index.

(8) BMC owns a 49% interest in the property. Commenced operations on June 28, 1988.

{(9) Clesed in Bugust 1989, The Registrant intends to sublease the office space.

Ttem 3. LEGAL PROCEEDINGS. '[
i

On July 6, 1989, VHA Behavioral Medical Care, Inc. {"VHA-EMC") the BRegistrant's Jjoint venture
partner in BMC and Parkside HMedical Services Covporation ("Parkside") filed a lawsuit in the Superier
Court, County of Orange, California, eagainst the Registrant, CareUnit, Inc. and FPirst Hospital
seeking, among other ‘nings, the dissolutlon of the joint venture, the appointment of VHA-BMC to
manage BMC during its disselution, and compensatory and punitive damages of $4 million for alleged
breaches of the joint venture agreement by Carelnit, Inc. The Reglstrant and First Hospital believe
that the allegaticns in the lawsuit are unfounded and materially false and intend to vigorously
defend the lawsuit. The Registrant has filed an answer to the lawsuit and intends to file a
comnterclaim against the plaintiffs for, among other things, trade 1ibel, tortlous interference with
contractual rvelations, and compensatory and punitive damages.  However, the parties are currently
engaged in settlement negotiations. For fiscal 1989, BMC generated revenues of approximately $14.7
million and earnings before taw.s on income of approximately $3.3 millicn, of which the Registrant's
share is 70%. At May 31, 1989, BMC operated 38 contracts totalling 900 available beus. The
dlssolution of the joint venture would have a material adverse impact on the Registrant's financial
condition and results of operations if the hespitals at which BMC has contract operations choose ot
to enter into mnew contractual relationships with Carelnit, Inc. The Registrant is unable to predict
the ultimate impact on the Registrant of the dissolution of BHC or the impact of the lawsuit.

The Registrant 1s routinely engaged in the defense of lawsuits arising out of the ocdinary
course and conduct of dts business and has insurance policies covering such potential Insurable
losses where such coverage is cost effective. Management believes that the outcome of such lawsuits
will not have a material adverse impact on the Registrant's business.

Ttem 4, SURMISSICR OF MATTERS 10 A VOTE OF SECUR.T? HOLDERS.

Inapplicable,
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Ttem 5. MNARKET PUE REGISTRAET'S CCOHMOR EQUIYY AXD RELATED STCCXHOLDER FATTERS.

{(a) The Registrant's Coamon Stock was traded on the over-the-counter market and quoted on the
KASDAQ Naticnal Market System under the symbol CMPH until July 18, 1988 when trading cormenced on the
New York Stock Exchange under the symbol CMP. The following table sets forth the range of high and
lov bid prices for the Common Stock for the fiscal quurters indicated through July 17, 1988 and the
high and low sale prices for the fiscal «uarters indicated thereafter. Over-the-counter Drices
represent inter-dealer prices, without retall markvp, markdown or commission and do not necessarily
represent actual transactions.

Fiscal Year High
1989:
First Quarter (througn July 17, 19B8).....ccvaccicenss $12-1/4
First Quarter (July 18, 1988, through August 31, 1988) 10-3/8
SECOn® QUATLEr e, sveasesosssocssrsismasrrannsavasnssss 9-3/8
Third QUarter..cesessosecsssassrronnessorasiveanssvens 12-5/8
Fourth QUALLEr.cveesesacssssesirsassssratsssose 13
1988:
FArSt QUArter. . voessasnscessanrenroracisboranssisasss $15-5/8
Socond QUALYEr.ssecrsnees temeereressesaienssanens 14-1/2
Third QUArtereeesccesesscssnsnsossssases vreenees 9-1/4
Fourth Duartercscsssssncosssaasre cevreasseansarae 9-3/4

(b) As of August 7, 1989, the Registrant had 2,348 stockholders of record.

(¢) The Registrant pald $.10 per share cash dQividends on a gquarterly basis during the fiscal
year ended May 31, 1988 and the first two quarters of fiscal 1989, or an aggregate of $.40 and $.20
per share for those periods. As a result of the Registrant's declining earnings and restrictions
contained in the Registrant's loan agreements, no cash dividend was declared for either the third or
fourth quarters of fiscal 1989, The Registrant does not expect to resume pagment of cash dividends
in the foreseeable future, See Item 7, ™OHACENERT'S DISCUSSIOR AHD ARALYSIS OF FIRARCIAL CODYTICH
ARD RESULTS OF OPERATIONS® and Note 7 to the consolidated fipancial statements ccntained in  this
report for a description of restrictions on the pajment of dividends contained 1in the Registrant's
loan agreerents.




Ttess 6. SELECTED FIMARCIAL DMTA.

The following tables surmarize selected consolidated financial data and should be read in
conjunction with the consolidated financial statements and notes thereto appearing elsewvhere in this
report. Prior year amounts have been reclassified to reflect the accounting for certain Joint
venture partoerships on the equity method instead of the proportionate consolidation method.  The
financial data presented herein is not necessarily indicative of the Registrant's future financial
condition or results of operations. See Item 7, MOVACTYERT'S DISCUSSICH AND AMALYSIS OF WINMCIEL
COMDITICR ARD RESULTS (P OPERRTIORS" for a discussion of the proposed Reorganization, recent results
of operatlors and liquidity.

Years ¥nded Way 31,
1589 1988 1987 1386 1985
{Aacounts in thousands, except per shara data)

Statement of Earnings Data
Operating revenieS..iscsesentssassstsssaasacas $209,911  $193,573 3173,345 $164,717 $128,6865
Costs and expenses:

Operating, general and administrative....... 190,484 165,126 144,635 134,5M 99,518

Depreciation and amortization.....cicecerees 8,6% 7,757 6,527 5,032 3,399
Loss on write-down of assels.....sevesnecenss - “= = _5700 _ _--
199,178 172,883 151,162 145,404 102,917

Operating earnings....eevemeeeces 10,733 20,690 22,083 19,413 25,748

Net gain on sale/write-down of assetS........... 1,363 -- - - -
Equity in earnings of unconsolidated

JoInt VentUIES..cesservorasnrensssssresanasaes 25 2,137 4,340 5,518 5,770
Minority interest in earnings of joint ventures. (989) {1,382) (770) (404) (185}
Interest incone (expense), Nelirssecrccs-vone {9,371} {6,545} (2,975) 892 3,548

Earnings before taxes on Income....eeevererevess $ 1,761 414,900 $ 22,678 $ 25,419 § 34,881

Neteamlngs....-...............................$ %02 $ B,970 412,088 $_13,002 §.17,226

Earnings per cowmon and common equivalent
share:

Primary and fully diluted..ciavncrsscaancans $ .05 $ .88 % S0 $ .87 & 113
Cash dividends per SHar@..cieeesercssenresss soe $ 20 08 40 0§ e 0% a2 04 .30
Weighted average common and common

equivalent shares cutstanding ....coevvese oue 10,186 12,522 15,360 16,987 15,315

May 31,
1989 1988 1987 1986 1985
{Dollars in thousands)

Balance Sheat Data

HOTking CApAtal.s.ssscssenneeeesosrnenass seees $ 36,918 § 30,047 $ 34,730 § 73,85 § 86,698
Tota] ASSELS..ceecursrrasasssssnsnnteasanrnnorace 209,520 228,092 214,611 218,770 207,288
Long-term obligationS...oeericiserearniresaness 83,007 111,205 100,828 59,377 57,403
StockHO1GErSE’ EQUILT.-.esereerersusenessessessss 79,194 BL470 85,369 132,180 123,74
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Jtew 7. MAKAGEMERT'S DIF.TSSICH RHD ANALYSIS OF FTNARCTAL CONDITIOR MAD RESTLYS OF CPERATITHS.

The following tzble sets forth for the periods indicated (i) percentages which certain items
reflected in the financlal data bear to operating revenues, and (11) the percentage change of such
items as compared to the indicated prior period:

Relationships to Operating Revenues Pericd-to-Feriod Change
Yoars Ended May 31, Years Ended
1389 1988 1987 1938-89 1997-88
Operating revenues....ceccecccrscrreres 110.0% 100.0% 100.0% B.4% 11.7%
Costs and expenses:
Operating, general and
administrative,.cosevssrncrcncases 15.4 14.2
Depreciztion and acortization....... . . . 12.1 18.8
Operating earnrings..ceoss. renenen . ons (48.1) (6.3)
Met gain on sale/write-down of assets. 100.0 -
Equity in earnings of unconsolidated
jolnt ventures.....esvsesnscnccsanss 2.5 {98.8) {50.8)
Hinority interest in earnings of joint
VERLULES . scesssusessssrnssssvssonnrs . A (28.4) 79.5
Interest expense, netiseesesescss . 1.7 43.7 120.0
Farnings before taxes on income....... . 13.1 (88.2) (34.3)
Taxes ON INCOMB..cvrosssornsssensronss . 61 (78.8) {44.0)
Het eArningS.cevssssssssassessnascases . 7.0% {34.4)% {25“.8_)"5

Results of Operaticns

The Registrant reported earnings of $502,000, or $.05 per share, for the fiscal jyear ended HMay
31, 1989, including a fourth quarter loss of $5.1 millica, or &.50 per share. Results for the
quarter were p-imarily Impacted by peor utilization of the Registrant's freestanding facilities and
behavioral medlcine contracts, by costs of  approximately $1.3 million associated with the
Reorganization and by asset write-downs of approximately $2.4 million (pre-tax). The Registrant 1.
incurring operating losses which are expected to contimue wuntil utilization of its freestandiag
facilities and bebavioral medicine contracts improves. Utilization has contirued to decline during
the first quarter of tiscal 1990. Management attributes some uof the decline in utilization to the
emphasis on stricter admission policies at certsin facilities and Increased pressure by third-party
payors on length of stay and relmbursement. Managewent also believes that community and exployes
uncertainty regarding the Reorganization further contributed to the decline. A tranusition team of
both the Registrant and First Hospital officers has been forved to identify and address ~wgolng
operational issues during the transition, and management believes that the transition ‘tear will
assist in alleviating such anxiety with respect to the Reorganization. However the Impact of the
transition team has yet to be fully realized.

A a special meeting of ctockholders of the Registramt to be held on September 13, 1989, the
stockholders of the Registrant will act upon a proposal to adopt the Reorganization MAgrecment.  The
heorganization Mgreewent contemplates the Reorganizaticn of the BRegistrant and First Hospltal whereby
FHC-CempCare will become the parent company of each of the Registrant and FPirst Hospital. If the
proposed Reorganization is effected, the business ard operations of the Registrant and First Hospital
will be combined (so far as practicable and consistent with outstanding debt anl other obligations of
each of the Registrant and First Hospital) into a reorganized and consolidated business enterprise.
For a complete discussion of the proposed Reorganization, see the Registrent's definitive Proxy
Statement for the Registrant's special meeting of stockholders to be held on September 13, 1989,
which has been flled with the Securities and Exchange Coamission and is incorporated herein by this
reference.
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Piscal 1989

Operating revenues increased approximately 8% over flscal 1588. Overall utilization of the
Registrant's freestanding fucilities increased by 3% while utilization of bebavioral medicine
contracts declined by approximately 20%. Patient dags of service rendered by RehabCare increased by
approximately 55%.  Utilization of the Registrant's freestanding facilitles and behavioral medicine
contracts was particularly disappointing during the fourth quarter of fiscal 1989. Managament
believes that the decline is partially attributable to its February 9, 1989 public announcement that
the Registrant bad engajed Prudential Bache Capital Funding as its financial advisor and formed a
Special Committee to evaluate the Registrant's strategic f{ipaucial alternatives and the subsequent
announcement on April 26, 1989 of the Reorganization. FPatient days of service rendered in mature
freestanding facilities (excluding closed units) were comparable to those in fiscal 1988. Three nev
chemical dependency facilities and ome new psychlatric facility, al) opened since February 1988,
accounted for approximately 54,000 patient days of service in fiscal 1989, leading to the overall
increase in freestanding patient days of service.

Utilization of Brea Hospital Neuropsychiatric Center has declined substantially since an article
was published in the Los Angeles Times on March 24, 989, alleging jcor patient care at the facility,
Much of the information contained in the article had been taken frcv the complaints of two former
Brea aomplogees who have sued the Registrant for wrongful termination. The Registrant denies all
allegat\cns contained in the complaints,  Maragevent belleves that the decline in wutilization is
nrobably partially attributable to the article but also believes that uncertainty regarding the
mmership of the Registrant may have negatively affected Brea's referral sources. Histerically, Brea
has bean the Registrant‘z most profitable facility. Carelnit Hospital of St. Louls incurred
operating losses in fiscal 1983 and is expectel to suffer signiflcant operating losses in fiscal
1990.

Cperating revenues from freestanding facilitles increased by approximately 15% in  fiscal 1989.
Revenues from three new chemical dependency facilities opened since February 1988, npet of the loss in
revenues from closed facilities, accounted for approximately 40% of this increase. Rete Increases
and changes In payor mix accounted for the remainder. Revenues of freestanding facilities were
adversely affected by continuing increases in deductions from revenues, which, as a percentage of
gross revenues, increased by app vimately 6% in fiscal 1989.  Management expects that deductions
from revenues, ar a percentage of gross revenues, will coptinue to increase as a result of conticuing
pressure frem third party payors. As o result of the factors above, the majority of the Registrant's
freestanding facllities recorded lower profits in fiscal 1989 when compared to fiscal 1988.

In September 1928, the Registrant sold the property vhere it had previously operated Carelnit
Hospital of Los Angeles and in December 1988, the Registrant scld Carelnit of DuPage, a 1Zzi-bed
chemical dependency treatment facility located in 2 suburb of Chicugo, Illinois. During fiscal 1985,
CareUnit of [uPage generated 10,833 patient dags of service, operaling revenues of approximately $3.5
million and incurred a nominal loss. During fiscal 1988, CareUnit of DuPage generated (1,969 patient
dags of service, operating revenues of approximately $3.4 million, and incwred a loss of
approximately $1.1 million. Tn addition, in Decewber 1988, a joint. venture in wnich the Registramt
tas a 50% interest sold Go'aen Valley Health Center, a 377-bed behavioral wmedicine facility located
in a suburb of Minneapolls, Minresota. Golden Valley Health Center generated 31,243 patient days of
service in fiscal 1989 and the Registrant recorded its equity interest in the earnings on operations
of Golden Valley Health Ceater in the amount of approximately $100,000. 1In fiscal 1988, Oilden
Valley Health Center genersted 43,877 patient days of service and the Registrant recorded 1vs  ejuity
interest in the earnings of Colden Valley Health Center in the amount ov approximately $128,000.

During the fourth quarter of fiscal 1989, the Registrant recorded a write-dom of approximately

$2 million (pre-tax) to adjust the book value to the estimated amount realizable from the intended
sale of its corporate headquarters building im Irvine, California and a write-down of spproximateiy
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$400,000 (pre-tax) of Itz book value to the estimated market wvalue of its mimproved land in Miami,
Florida, which it also presently intends to sell.

Behavioral medicine contract revemues decreased by approximately 17% as a result of the decrease
Sn the mmber of patient days of service rendered in wanaged units. The nudber of units in operation
and mmber of beds under cootract also  declined i fiscal 1989 by approximately 2i% and 0%,
respectively.  Management belisves that the declln? in the onwsber of contracts and bDeds undec
contract is a result of increased competitive presswe and changes in reimbursement, which have had
the effect of making the Registrart’s contracts loss profitable to bhospitals. The Registrant expects
the nuber of contructr and the mwder of beds .nder contract will decrease furtber in fiscal 1990,
and as a result cont-act earnings will contiuwue 13 decline. On ouly 6, 1989, the Registrant's
partner in the BMC jolut venture and Parksids Houewl Services Corporation filed suit against the
Registrant, Carelinit, 1Inc., and First Hospital soehing, 2mong  other things, the dissolutien of the
jolnt venture, the appointent of VHA-BHC to manage the Joint wenture during its dissolution, sapd
corpensatory and punitive damages of $4 million fer alleged breaches of the Jolnt venture contract by
Carelinft, Inc. The Registrant and First Hospiral believs that the ailegations in the lawsuit are
unfounded and materially false and intend to vwigorously defend the tawsuit, The Registrant has filed
fts answer to the complaint and intends to tile a counterclaim against the plaintiffs for, among
otber things, trade 1ibel, tortious interference with contrectual relatd ns, and compepsatory and
punitive damages. However, the parties are ocurrently engaged lo settlemont negotiations. For fiscal
1989, B¥C generated revenuss of ¥$14.7 million and earnivgs belows taxes on  income of approximately
$3.3 million, of which the Registrant's sbare is 70%. AL May 3i, 1983, BMC operated 38 contracts
totalling %00 available beds. The dissolutlon of the Joint venture would have a material adverse
fmpact on the Registrant’s results of operations if the Thospitals at which BMC has contract
operations choose not to enter into pew coniractual relationshipe with Careliait, Jac. The Registrant
1s umable to predict the nltimate wpact of the dlssolution of BMC or the impact of the lawsuit.

Revenues from RehabCare Increased by appruximately S0% as a resalt of an increase in the nurber
of units in operation from 33 to 47 and an incresse in the number of patient days of service of
approximately 55%. Earnings from RehabCare increased significantly as & parber of units opened in
the past two gears reached maturity., RehabCare units typically incur significant start-up loises
during the first few months of operation principally as a result cf low utllization.

Operating, general and administratlive expenses increased approximately 15%% in fiscal 1989. 1%he
opening of two new fresstanding facilities in February 1988 and one in Jwne 1988, the expansion of
RehabCare's business and ipcreased costs in mature freestanding facilities were the principal factors
jn the Increase. During the [fourth quarter of fiscal 1989, <the Registrant reccrded costs of
approximately $1.3 million associated with the proposed Reorganization.

Depreciation and amortlzation increased by approximately 17% principaily as a resuwlt of the
opening of freestanding  chemical dependency  facilities. Interest expense increassed by 43%
principally as a result of an Increase in the average outstanding indebtedness during the year and an
increase 1In interest rates. Capitalized interest on construction projects, which offsets interest
expense, decreased from approximately $1.2 million to 158,000 due 1o decreased construction
activities. The Registrant's \ctal borrowings were $96.4 million at May 31, 1989 compared to $110.8
million at May 31, 1988. During the year, the Repistrant utilized the procends from the sale of
certaln freestonding facilities to reduce its outstanding indebtediess.

Operating earnings and earnings before 1taxes on income decreased by approwimately $10.0 million
and $13.1 =iliion, respectively. The Registrant's effective tax rate Increased from approximately
40% in fiscal 1988 to 7% in fiscal 1989 prancipallv as a result of non-deductible costs assoclated
uith the Reorganization. In Dacember 1987, the Firancial Accounting Standards Board issued Stateient
of Finapcial Accounting Standards No. 96, ‘"Accountirg for Income Taxes™ (“SFAS 96"). This accounting
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standard signiticantly changes the methodology wuwsed to  calculate and report lpcome taxes for
financial statessnt purposes. The Registrant is required to adopt SFAS 9% by no later than fiscal
1991, although earlier adoption is optiomal.

The Registrant expects to Implememt SFAS %% in fiscal 1991. I the Registrant bhad adopted SFAS
96 in ¥iscal 1939, the impact would not have been material to its consolidmed financial statements.

Fiscal 1988

Operating revenves increased approximately 124 over fiscal 1987.  Overall wutilization of the
Registrant's freestand:ng facilitles Imcreased by approximately 7% while utilization of behavioral
medicine contract units declined by O%. Patient days of service rendered by hehablare increased by
approximately 51%.

Patient days of service rendered in matwe freestanding facilities (excluding closed facilities)
increased by approximateiy 5% in [iscal 1986 as a result of an increase in the number of admissions.
The Registrant's freestanding psychiatri. facilities suffered a decline in patient days of service
rendered of approximately 13%. Two chenical dependency facilities were expanded during fiscal 1988
(Carenit Hopital of JCincimpatl and Starting Polnt, Oak Avenue) and each of these facilitles
recorded significantly higher census levels, Patient days of service rendered in facilities opened
in fiscal 1988 and late fiscal 1957 cootributed substantially to the overall 7% Increase in
freestanding facility census.

Operating revenves from freestanding facilities increased by approximately 20% in fiscal 1988,
Approximately 35% of the increase is attributable to new freestanding units, 20% to improved census
in mature units, and the balance to rate increases and <changes in patient mix.  Revenues of
freestanding facilities weire adversely affected by an increase in deductions from revenues, which, as
a percentage of gross revenues, increased by approximately 2% in fiscal 1988. A majority of the
Registrant's freestanding facilities achieved increased earnirgs in fiscal 1988 over the prior year.

The Registrant ircurred significant losses in the operation and subsequent closure of two
freestanding facilities, In July 1987, the Repistrant closed CareUnit Hospital of Portland which had
not been profitable simce it opened in April 1986, In May 1988, the Registrant closed Carelrit
Behavioral Center of Los MAngeles, a 104-ted psychiatric and chemical dependency treatment facility,
because it had sustained operating losses in each of the last two fiscal years and was in need of
substantial renovation. The Registrant's losses on facilities closed during fiscal 1988 totalled
approximately $2.4 millien.

The performance of CareUnit Hospital of St. Lowls improved graduslly throughout fiscal 1988 and
the facility posted a modest profit in the fourth quarter. Carelnit of T™uPage operated at a loss in
fiscal 1988.

Behavioral medicine contract revenues decreased by approximately 11% as a result of a decline in
the mumber of patient days of service rendered in managed units. The number of units and nuwber of
beds under contract also declined in fiscal 1988 by 11%. Mapagement believes that the decline in the
number of contracts and beds under contract is a result of increased competitive pressure &and changes
in relmbursement, which have had the effect of making the Registrant's contracts less profitable to
hospitals. As a result, the Registrant adopted a wore flexible approach to contract developeant and
shifted its focus from chemical dependeacy to psychiatric treatment programs. The Reglstrant also
reorganized its internal structure to compete more effectively on price and service,

Revenues from Rehabfare increased by approximately 61% as a result of an incresmse in the number
of units in operation ot vear end from 21 to 33 and an increase in the numher of patient days of
service of approximately 51%, Earnings from RehabCare decreased substantlally dve to the start-up
costs of the large mmber of units opened in fiscal 1988.
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Operating, gemeral and administrative exponses Iincreased by approximately 14%. The opening of
freestanding facilities and increase in the number of operating RehabCare units were the principal
factors for the increase. Corporate overhead expenses increased slightly as a result of general
inflationary pressures.

Depreciation ad amortization increased upproximately 19% or $1.2 million principally as a
reswlt of the opening of new freestanding facilities in fiscal 1987 and fiscal 1988.

Interest income declined from approadmately $2.5 million In fiscal 1987 to $.7 million in fiscal
1988 as balances of cash on hand decreased. Interest expense increased by approximately 33%
principally as a result of increased borrowings. Capitalized interest on construction projects,
vhich offsets interest ewpense, Increased from $.5 million to $1.2 million. The Registrant's total
Larcowings vere $110,8 million at May 31, 1988 compared to $95.7 million at May 31, 1587.

vpersting earnings and eamnings before taxes on income declined by $1.4 mnillion and £7.8
mil!ion, respectively.

The Reglstrant's effective tax rate declined from approximately 47% in fiscal 1987 two 40% in
fiscnl 1988, principally as a result of the changes in rates undar the Tax Reform Act of 1986,

Liquidity and Capital Commitments

The Registrant's current ratio declined from approximately 1.9:1 at May 31, 1988 to 1.8:1 at May
31, 1989, The decline is principally due to the reclassification of certain indebtedness to current
liabilities and operating losses incurred in the fourth quarter of fiscal 1989. fThe decline was
partially offset by the reclassification of property and equipment held for sale at May 31, 1989,
Accounts roceivable daps increased from 84 daps outstanding at May 31, 1988 to 90 days cutstanding at
May 31, 1989, Management believes that the increase in days outstanding is a result of contipuing
slow dowm in payments by third party payors and does not expect days outstanding to improve
significastly in the foreseeable future. The increase in days outstanding has had a negative impact
on the Registrant's cash flow In fiscal 1983, The Registrant has committed approximately $12 million
for replacement of the Brea facillty and expects to Iincur approximately $4 million fo. improvements
to other facilities.

At May 31, 1989, the Registrant had a term loan and two revolving loans outstanding with banks.
The revolving loans provide for borrowings of $10 millicn and $5 million. Cutstanding on the
revolving loans at May 31, 1389 were $10 million and $3 million, respectively, and $10 million was
cutstanding on the term loan, The Registrant has reached agreaents pursuvant to which the banks have
agreed to extend the Registrant’s two revelving locans until, and have agreed to modify the term loan
to become due upon, the earlier of (i) September 15, 1989, and (ii) the closing date of the
Reorganization. In the everd of the abandonment or termination of the Reorgan:zation MAgreement prier
to September 15, 1989, the Registrant has agreed to repay all bark borrowings within 90 days ‘hereof.
The Registrant pajd the banks $200,000 upon execution of the extension agreement and has agreed to
pay a rate of ‘nterest of prime plus 1% on its bank borrowings. Tne Registrant has further agreed to
collateralize the loans promptly in the event of, among other things, the abandonment or termination
of the Reorganization Rgreement.

The Registrant has negotiated a walver of certain  financial  covepants related to  the
Registrant's $20 million of senior secured notes.  Such walver recuirves that the Registrant maintain
consolidated current assets at an amount oqual to 150% of consolidated current 1labilities at all
times prior to June 1, 19%0. In additiun, the Registrant must mnaintain for the fiscal quarters
ending August 31, 1989, November 30, 1989, February 29, 1990, and May 31, 1990 ratios of total income
available for fixed charges to total [ixed charges for the twelve wmonth periods greater than .42:1,
(.124:1), (.229:1), and .254:1, respectively. Consolidated current assets, consolidated current
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liabilities, total income available for fixed charges, and total fixed charges are determined in
sccordance with the trust indenture related to such senior secured notes. On the graating of such
waiver, the Registrant is required to pay an accommodation fee of $100,000 and the note holders have
agreed to credit one-half of such fee against any prepayrent premium required to be paid under the
trust indenture, 1In addition, the Reglistrant has agreed to increase the interest rate on the senlor
secured notes for the period September 1, 1989 through May 31, 19%0 to 11.4% The waiver has been
granted through June 1, 1990, accordingly the senior secursd notes have been classified as long-temn
ljabilities. If the Registrant defaults under the temms of the senlor secured notes, subsiantially
all of Registrant's debt, including its term and revolving bank loans and its Indestrial cevenue
bonds, c¢could be accelerated, resulting in the banks' and the note and bond holders’ abllity to
proceed against the Reglstramt's properties which secure such indebtedness. 1In addition, as long as
the Registrant is in default under its senior Iindebtedness, the Registrant will be precluded from
paying interest to the holders of its Convertible Subordimated Debentures. If such a payment default
occurs and is not cured within the 30 day period provided in the trust indenture, the holders of the
Convertible Subordinated Debentures may declare a defanlt and the $46 million in orincipal amount of
Debentures cculd also be accelerated.

In accordance with the terms of the Recrganization MAgreoement, the Reglistrant has executed an
initial subordinated promissory note, pursuant to which First Hospital advanced the Registrant $5
million in June 1989. If First Hospital elects to extend the date by which the Effective Time (as
defined in the Reorganization Agreement) must occur under the Reorganization Agreement, First
Hospital has agreed to advance to the Registrant up to an additional 45 million under the temms of a
second subordinated promissory note. The Registrant has agreed to use the proceeds of the notes only
in the ordinary course of its business.

Subsequent to the filing of the lawsuit by VHA-BMC and Parkside relating to the BMC Joint
venture (see Item 3, M.egal Proceedings"), the Board of Directors of BMC has not approved any cash
distributions. There can be no assurance that the Registrant will have available, if needed, its
share of the undistributed cash balance in BMC of approximately $3.2 million at May 31, 1989,

If the Reorganization Agreement is terminated, the Registrant will be required to restructure
its debt to avoid a short term 1liquidity problem. The Registrant will require approximately $25
million to repay its outstanding bank indebtedness which will come due on September 15, 1983, or 90
days after the termination of the Reorganization Agreement, if terminated prior to September 15,
1989. Approximately $24.4 million of other senior secured debt and industrial revenue bonds could
alsc become due through acceleration if 1ihe Registrant's financial condition were to continue 1o
decline. The Registrant will also need to {und the construction of its new facility In Brea ard its
working capital needs, which have increased as & result of operating losses, To obtain the funds i
necessary for its short term cash needs, the Registrant currently plans to make further borrowings,
if available, and liquidate certain assets, MAmong the possible sources of available funds are a sale
or pledge of certain accounts or notes receivable, The Registrant alsc plans to sell uninproved land
it owns in Miami, Florida ani shares of stock of a company in which the Registrant has an investment
although it is unlikely that such sales could be accomplished in less than three to six months, 1In
addition, the Registrant intended to sell its corporate headquarters building Iin Irvine, Culifornia,
and utilize the sale proceeds to reduce the Registrant's outstanding bank indebtedness. However, the
expected purchaser of this bullding has recently refused to complete escrow and the Registrant has
not yet entered into any other sales ogreement but still intends to do so. The Registrant has
retained a firm to act as its agent to refinance its debt and obtain necessary working capital; i
however, it is anpticipated to take at least six weeks to obtain financing commitments and four to six
weeks thereafter to close any transaction, The Registrant expects that any financing which it 1is
able to obtain would be at rates and on terms less favorable than it had been able to obtain in the
past. In addition, the Registrant would recruit experienced senior executives to strengthen its
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management  capabilities, and evaluate the retention or disposition of certaln assets Iincluding
RehabCare, certain of its freestanding facilitles and 1its CareFast and SmokEnders operations. There
can be no assurance that the Registrant will bz able to cbtain the necessary funds from the foregoing
sources.

If the Reorganization is not completed, the continuation of the Registrant in its carrent form
will be dependent upon its ability to arrange adequate financing and return to profitable operations.
The Registrant expects to sustain 1osses through the third gquarter of fiscal 1990, and return to
profitability thereafter. However, the business of the Registrant is highly competitive and subject
to substantial rate pressure by purchasers of health care services, accordingly there can be 1o
assurance that the Registrant will achleve its goals.

The Registrant 1s currently undergoing a payroll tax audit by the Internal Revenue Service
("IRS") for calendar years 1983 and 1984. The IRS agent conducting the audit has verbally asserted
that certain pbysicians and psychologists engaged as independent contractors by the BRegistrant should
have been treated as employees for payroll tax purposes. The Registrant has not received an
assessment related to this assertion.  Management believes that its treatment of the Aindependent
contractors 1s consistent with IRS guidelines and established industry practice. Management intends
to defend vigorously any claims made by the IRS related to this issue. Managemnt is unable to
predict the ultimate impact of the IRS audit.

Izpact of Inflation

ilthough inflation bhas become a less significant factor in the npation's economy, to cope with
ite coffect of intreasing expenses, the Registrant regularly raises prices charged at lie freestanding
facilities. ‘Tae Registrant's contracts provide for annual price increases to reflect increases in
the Consumer Price Index. To date, these price increases have been adequate to offset the
Begistrant’s increases in costs due to inflation.
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REPORT OF DIDEPENDENT CERTIFI¥D PUELIC ACCOCHTANTS

To the Stockholders and Board of Directors
Compr ehersive Care Corporation:

We bhave audited the accompanying consolidated balance shests of Comprehensive Care Corporation
and subsidiarles {the “Company") as of May 31, 1989 and 1988, and the related consolidated statements
of earnings, stockbolders' equity and cash flows for each of the years in the three-ycar period ended
May 31, 1989. ‘These copnrolidated financial statements are the responsibility of the Company's
management, Our responsibijlity 4is to express an opinion on these consolidated floancial statements
based on our audits.

We conducted our audits in  accordance with generally accepted auditing standards. Those
standurds require that we plan and perform the audit to cbtain reasonable assurance about whether the
financial statements are free of material misstatement. An audit includes exanining, on a test
basis, evidence supporting the amounts and disclosures in the financial statemests. An audit also
includes assessing the accounting principles used and significant estimates made by management, as
well as evaluating the overall financlal statement presestation. We belleve that our avdits provide
a reasonable basis for our opinion.

In our opinion, the consolidated financial statements referred to above present fairly, in all
material respects, the financial position of Comprehensive Care Corporation and subsidiaries at May
31, 1989 and 1988, and the results of their operations and thelr cash flows for each of the years in
the three-year period ended May 31, 198%, in conformity with generally accepted accounting
principles.

As discussed in Note 14 to the finmancial statements, the Company is a defendant in a lawsuit
filed by its partber in & Jjoint venture., The complaint asks for, among other things, dissolution of
the joint venture and compensatory and punitive dQamages, The Company has filed its answer to the
complaint and intends to file a counterclaim, In addition, the Cowpany is currently undergoing a
payrecll tax audit by the Internal Revenue Service for calendar years 1983 and 1984. The IRS agent
conducting the audit bas verbully asserted that certain physicians and psychologists engaged as
independent contractors by the Company sheuld have been treated as employees for payroll  tax
purposes. The ultimate outcome of these matters cannot presently be determined.  Accordingly, no
provision for any liability tbat may result upon resolutlon of these matters bas been recognized in
the accompanying financial statements.

The accompanying financial statements have bean prepared assumircg that the Company will continue
as a going concern. As discussed in Wote 16 to the financial statements, the Company has a
substantial portion of its debt due upen the earlier of September 15, 1989 .1 the closing date of a
proposed reorganization, or 90 days aftor abandomment or termination of the reorganization agreement
if terminated pricr to September 15, 1989, apd expects 2o incur negative cash flow from operations
for fiscal 194, fThe need for additional financing to ropay debt as it comes due and finance the
Company's anticipated negative cash flov from operations for Ffiscal 1990 ralse substantial doubt
about the Company's ability to continue as a going concern. Management's plans in regards to these
matters are also described in Note 16, The (financial statements do not include any adjustments
relating to the recoverability and classification of reported asset amounts or the amounts and
classification of liabilities that might result from the outcome of this uncertainty.

Orange County, Califernia
Bugust 28, 1989
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COFREENSIVE CARE CURPCRATICN ARD SUBSIDERRYES

CORSCLIDATED RALARCE SHEETS

ASSETS
Current assets:
Cash (partlally restricted, see Hote 14)eeererncresnaroncesssssnsnsnscs
Accounts and notes receivable, _ess allowance for dewbtful accounts of
$16,355 and $14,416 (NOte 4)eiicerenerssanrinrsiaansnccrrensocnannees
Prepaid and deferred income taxes (Note B)ecasnrassnssssnsrassonsancecs
Property and equipment held for sale (Hote 5)serereemsiscisnarnsnsaces
Other CUrrelt ASSelS..cscsenssrercacecssscnascssssvrssrssrssacasncnnne
Total CUrtent ASSelS.svsscsesssssrasessssussnnrasisscsrsansussannsrse
Property and equipment, at cost (Notes 9 7 and 9).ecasviannnrrenranenes
Less accumlated depreciatiop and amortization......i.vcicverenerances
¥et property and equipment...cicsissscsaseacaranoscrnnrsstassnsroniss
Equity in uncorsclidated joint vantures (Note 3)...cecerescvnrcnuecnaanse
Other assets:
Tutangible asselS.svecarenersrerssacscrsrarsisssrasroncrsessntnanenes
Hotes receivalile. .ecsessssnirsrssanasorasvesansovssnsssanss sosenasnnss
INVESHNCNE . s s ereasesrarsanssasvsassansttesesessnrunétssssvusrrbnuasscsy
Deferred contract COSLS.cirsecscsonntsrssssssaesscosasscssnasnsnretoese
OLTE e ¢ sccsonsmassnesssareasssatoasstassnnaresrsssssssrsssnsssesancooncs

Total other 2SSelSieccescerosrrrssctsscsrasrassncsssarsnrrossssssnass

LIABILITIES AND STOCKHOLDERS' EQUITY
Current liabilities:
Acesunts payable and accrued llabilities (HOte B)eresranseorssasasnanss
Notes payable (Note 7)eeeesevescnss R Y
Long-term debt payeble within one year {Hote 7}ereeeerenscosnnsnasncnse
Deferred income taxes (Hote B)...cveverarrrecsnccnsiassnnnssnsnssvenes
Income taxes payable (Hote B).cicvirsrcisnsenriansastssissnnsrnroncecss
Total current llabilities....covcveeeens semvsesissnassansectcsennnens
Long-term debt due after one year (Note 7)...c.ccciarasnrseissnacaeneranes
Other 1jabilities (Note 10).e.cerecaverrarcansrrcncstsrercesnnssussocsses
Deferred income taxes (HOte B)e.cecesrsescsssinsrsnnriscsssncsracccancnes
Minority interest in joint venture (Note 14)....iveescevcicnsvoreanacenss
Cormitments and contingencies (Notes 9, 14 and 16)
Stockholders' equity (Notes 7, 11 and 12):
Conmon stock, $.10 par value; authorized 30,000,000 shares; issued
15,213,467 and 15,182,295 Shares..ecsserccsracsronncurssansssssnstncs
Additional paid-in €apital..vececciissisanrnnasiisorsrnaiiareirenirenes
Retained earningfeeecsssesessisessresscasasorsrnrossniorasratsensarerss
Less treasury stock; at cost, 5,080,000 shares..ciieevercrascscrcrnsnse
Total stockholders® equity.cecicvevsserssrserenrnnssnnnisasansanccns

See notes to consolidated financial statements.
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m‘ 311

1589

(Dollars in thousands)

$ 7,641

55,403
2,458
12,969
5,766

1938

$ 17,667

51,357

6,431

84,237

65,46%

124,14
{27,081)
97,073
5,586

7,569
1,300
6,404
2,846
4,505

146,606

{24,951)

121,655
14,984

7,426

857
6,221
z,72}
8,764

22,624

25,989

£209,520

$228,093

$ 23,132
23,047
1,140

$ 20,434
6,000
2,401
4,42
2,159

47,319

35,418

72,232
6,314
1,122
3,339

1,521
76,135
64,3714

(62,836)

102,408
5,547

3,250

1,518
75,885
66,903

(62,836)

79,194

81,470

£208,520

$228,093
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COMPREHERSIVE CARE, OORPORATION AND SUBSIDIARTES
CORSOLIDATED STATEXPRTS OF EARHTNGS

Years ¥nded Ray 31,
1989 1938 1997

——

(Do]Jn:-_s.in thousands, except per share _‘uunts)

Operating revenues (Note 4)sueerveccnrersncsauanvnrianuonsne $209,911 $193,573 $173,245
Costs and expenses:

OpErating..csesssecusrssrroscansrsnansassnasnnossscanavise 128,352 117,083 102,186

General and adninistrative....ceveseessocsconanriairseanae 62,132 48,037 42,469

Depreciation and amortization..iecvrearsnsarererersecaness 8,694 7,751 6,521

199,178 172,883 151,162

Operating earnings..iscssssereresssssoncereocnsracacnserveas 10,733 20,690 22,083
Net gain on sala/write-down of assets (Notes 5 and 13)cneess 1,363 -- --
Equity in earnings of unconsolidated joint ventures

(Notes 3 and 13)..eecersssrssuiosrcsscravssansorarsssosnnnne 25 2,137 4,340
Minority interest in earnings of joint ventures {Fote 14)... {989) (1,382) (770)
Interest INCOME.cessircervossasrancrasersnsssssssnrnsantsnss 147 657 2,458
INLErEst EXDENSEesreosrrearrrsscsesrannsssssassststtsnnsonss (10,118) (7,202) {5.433)

Earrings before taxes on InCOme,ccceiserscsessnrearaacssnnee ’ 14,900 22,678
Taxes on 1ncoms (Hote B)uiseseerricevsnsenrrcroronncencsnane
Not AFNINGS.everecsssarrraaronssresnssnsscsanssssroncrrsvee

—
5 ]
[+
o
-
(=]
13,
{¥e]
[=]

-

12,08

Earnings per common and comon equivalent share (Note 1):
Primary and fully Ailutedieecesscceasnsnrrrsssossranaaness

Dividends per common SHarB...cesesssercrsoscsansercerrinssns

L
E

Ln
=3
o
=3

|
|

[
=
i

See notes to ¢~ ‘nlidated financial statements.
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COXPREHERSIVE CRRE CORPORATIOH AND SUBSIDIRRTES
CORSOLIDATED SYATEMENTS OF STOCKHOLDERS' EQUITY

Comnny Stock Additional
Paid-In Retaiped

Treasury Stock

Mount Capital PEamings Scares Amcnt

{keounts in thousands)

Balances, May 31, 1986...00ienencnnnas $75,830 $54,832
Het earningS..ccoeecerconcecasssnsss 12,088
Exercise of stock options (Note 11). -
Cash dividends.ceseeccnesarreernnass {4,730)
Purchase of treasury stock (Note 12) ==

(4,080)

Balances, May 31, 1987...ccccavrescnns 62,190
Het earningS.eeecceoscsverasnrsocnes 8,970
Cash AividendS.seevreencesnncesrnnns (4,257)
Purchase of treasury stock {Note 12) --

{4,080)

{1,000)

Balances, May 31, 1%88..uivvvrrrsnnses 65,903
Net earningS..cvercccessvassorsncaees 502
Exercise of stock options (Note 11). -
Cash dividends..ccosnsoviccnsasnenne - _(3,031)

Balances, ¥ay 31, 128%..ceeruciinnress 15,213  $1,521 $76,135 $64,374

{5,080)

Total

Stockbolders'

Equity

{54, 224)
{54,224)

(8,612)
(62,836)

$132,160
12,088
55
(4,730)
(54,224)
85,369
8,970
(4,257)
(8,612)
81,470
502
253
(3,031)

{5.,080)

$(62,836)

£ 79,194

See notes to consolidated financial statements.




COMPREHENSIVE CARE CORPORATI(N RWD SUBSIDIRHTES

CORSOLYDNTED STATEMENTS CF CASH FLOBS

Cash flows from operating activitjes:
Cash received from services rendered...ivevcccansersanrees
Cash pald to suppliers and eployeeS.cceasrrorrissessncans
Interest receivedicceesencsserssssrncenassossnssrasssasnne
Interest Paldeseeesscasnasecsscsssrssssscvssrincrasacnsons
Income taxes Palde.cescercsrcsnrcsrsnsssssscarssnsasacsns

Other, DElesiecsescosesaassrrosascsscsssossssanesorrocaess

Cash flows from investing actlivities:
Proceeds from sales of asselS..erierssnccrcccnnsoraansonee
Capital expenditureS.ceessssssiesssarnassrastonvessaanenns
Sale of annuity and insurance policles....ccvverensraneses
Proceeds from notes recelvable...ciecisarecencs sereenn
Long term 10ans MadB.s.sesesreaerannanraeressasscvecsssansy
Distribution from joint ventureS.escoscescacosaasssnccaass

DLHEr, MELesiosessmevoncatossrsnrosanssssnassscaressassenss

Cash flows from financing activities:
Bank and other bOTLOWINgS.essssvesssarsasncosacscrvacannss
Dividends paldicseccesrcensecisertstssisarsosncsssanisrnens
purchase of treasury stocksseisvcerasnas erersserrantrnenttes
Repayment of debt...ovescrsansreoreriacrsservaiernansnaaste
Principal payments under lease cbligationS.......cc.cceen.s

OLher, Nelicseiisesoncanserasssrsacencsinersrarncsvsssassss

¥et decrease in cash and cash equivalents.......coacevenranes

Cash and cash equivalents, beginning of year......

Cash and cash equivalents, end of year........... .
a3

o A o 2 R

Years Ended Way 3%,

1989

1983

1887

" (Dollas in thousands)

$202,767 $189,462 $172,542
(191,543) (165,766} (139,841}
643 682 2,010
(9,658) (7,756) {5,482)
{(9,259) (4,053) (10,473)
{543} {31) 32
_(2,593) _12,538 18,788
2,651 256 65
(5,351) {18,017) (38,449)
3,706 3,521 -
208 1,668 7.921
(953) (371) {329)
1,100 2,800 3,925
(3,235) {4,009) {5,068}
19,736 (14,152) (31,945)
21,000 20,000 41,000
{3,031) (4,257) (4,730)
- {8,612) (54,224}
(41,280) (5,6842) (962)
{111) (95) (119)
253 el 50
{17,169} 1,194 {18,985)
(26) (420) {32,142}
7,661 8,087 40,229
$ 7.64) $ 7,667 § 8,087
{Continued)
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COMPREHERSIVE CARE CCZPORATICN AND SUBSIDIARIES

ummmmmmumm(mﬁmﬁ)

Years Ended Ray 31,

1989 1988 181
(Pollars in thousands)

Reconcillation of net earnings to net cash
provided (used) by operating activities:

Fot EarfiNgS.cessuseesnsssssassarsrsasssstscassrorasncsnsss $ 502 $ 8,970 $12,088

A justments for iters not requiring (providing) cash:

Depreciation and amortization..ee.ceceresraccaoanrccacees 8,694 1,151 6,577
Net gain on sale/write-doun of assetS...cceenccvocncsenee {1,363} - -
Undistributed earnings in unconsolidated joint ventures.. (25) (2,137) {4,30)
Kinority interest in earnings cf joint ventures.......... 9453 1,382 TI0
Chenge in accounts receivables..ciieisiasrssceacorncreess {4, 17) {6,259) 11,550)
Change in irctme tANES.seescssrersrasssrerisonsoarnansens (10,163) 1,701 {1,159)
Change in other as5elS..eecserseeroersassaversracsnoncses 665 1,155 (675)
Change in accounts payable and accried 1iabilities..eee.. 2,698 B2 2,487
{Z13) {883) 4,640

fotal aduStmEntS..sviavereresassrrarsasnrsrarsassssroveane (3,095) 3,568 £,700
Nt cash provided {used) by operating activities............. ${2,593) $12,538 13,788

See notes to consolidated financial statements.
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COMPREHFRSIVE CARE COREORATIOZ AMD SUBSIDIRRIES
FOTES 7O CORSOLIDATED FIMANCIAL STATEMENTS
Bay 31, 1989, 1983 and 1987

Bote 1-Sumat¥ of Significspt Accounting Policies

The consolidsted financial statements include the accounts of Comprebensive Care Corporation (the
#eststeant), its subsidlaries, and its 70% owned Joint venture purtnership, Behavioral Medical Care
{"BMC”). A1l inter-ompany accounts and transacticns have been eliminated in consolidation. In
fiscal 1089, the Registrant adopted the equity method of accounting for its 50% owned Jjoint venture
partnerships. In jprior years the Registrant had used the proportionate consolidation wmethod for
these 3oint ventures. Certain reclassifications of prior year amounts bave been made to conform with
current yeas classificetions.

The Registrant's financisl statements are presented on the basis that it is a going concern, which
contemplates (he realization of assets and the satisfaction of liabilities in the normal course of
business. The cuntinuation of the Registrant's busiress is dependent wpon either the completion of a
reorganjzation whereby the Registrant will be reorganizing and  consolidating with Pirst Hospital
Corporation ("First Hospical®), ({see Note 2, "“Proposed Reorganization") or resciution of short term
operating and limidicy problems (see Note 16, “Operating Losses and Liguidity Concerns"). The
Registrant is also a defendant in a lawsuit filed by its painer in a Jjoint venture. An adverse
result with respect to the lawsuit could have a msterial adverse impit on the Registrant's financial
condition and results of operations. See Note 14, "Litigation and Contiujencies", for a description
of the lawsuit and other contingercles which may have an adverse impact on the Registran:

Revenue Recognition

Approximately %1% of the FRegistranl's operating revenues are received from private sources; the
remainder from Nedicare, Medicaid and other govertmental programs. The latter are programs which
provide for payments at rates generally less than the established billing rates. Payments are
subject to audit by intermediarjes administering these programs. Revenues from these programs are
recorded under reimbursement principles  applicable under the  circumstances. Although  management
believes estimated provisions currently recorded properly reflect these revenues, any differences
between fina] settlement and these estimated provisions are reflected in operating revenues in the
year finalized.

Property and Equipment

Depreciation and amortization of property and equipmi.. are computed on the strajght-line wmethod
over the estimated useful 1lives of the related assets, principally: buildings and improvements -- 5
to 40 years; furniture and equipment -- 3 to 12 years; leasehold improvements -- life of 1lease or
1ife of asset, whichever is less.

Intangible Assets

Intangible assets include costs in excess of fair value of net assets of businesses purchased
(goodwill), licenses, and similar rights. Costs in excess of net assets purchagsed are amortized over
25 to 40 years. The costs of other intangible assets are amortized over the pericd of benefit. The
amounts on the consolidsted balance sheets are net of accunulated amortization of $2,646,000 and
$2,224,000 at May 31, 1989 and 1988, respectively.

Capitalized Interest

Interest incurred  during the construction of freestanding facilities is capitalized and
subsequently charged to deprecistion expense over the life of the related asset. The Interest rate
utilized is elther the rate of the specific borrowing associated with the project or the Registrant's
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COMPREHERSIVE CARE CORPORATION ARD SURSIDIARIES
NOTES 70 CONSOLIDATED FINARCIAL STATEWERTS (Cootinoed)
Ray 31, 1989, 1988 and 1957
Fote 1-- Sumwary of Significant Accounting Policies {coatinued)

average interest rate on borrowings where there is no specific borrowing associated with the project.
The amount of interest capitalized was $158,000, 41,202,000 and $474,000 in fiscal 1989, 1988 and
1987, respectively.

Deferred Contract Costs

The Registrant has entered into a limited number of contracts with independent general hospitals
whereby it will provide services over a period in excess of the standard agreemept. In recognition
of the hospital's long-term commitment, the Registrant has paid certain amounts to them. These
amounts may be used by the hospital for capital improvemants or as otherwise detcrmined by the
hospital. The Registrant Is entitled to a pro rata refund in the event that the lospital terminates
the contract before its scheduled termination date; accordingly, these amounts are charged to expense
over the life of the contract.

Statements of Cash Flows

In November 1987, the Financial Accounting Standards Board Iissued Statement Ho. 95 requiring a
statement of cash flows in place of a statement of changes in financial position. The Regisirant has
adopted the statement for its 1989 financial statements and has replaced the 1988 and 1987
consolidated statements of changes in fimancial position with consolidated statements of cash flows.

Cash and Cas “quivalents

Cash in exeess of dally requirements is invested in short temm investments with maturities of three
months or less. Such investments are deemed to be cash equivalents for purposes of the consclidated
statements of cash flows. Included in cash are short-term investments of $4,200,000 and $1,349,000
at May 31, 1989 and 1988, respectively.

Income Taxes

Deferred income taxes are recognized for differences Jn the recognitien of revenues and expense
items that are reported in different jyears for financial reporting purposes and income tex purposes
using the tax ratz applicsble to the year of calculation. Under the deferred method, deferred taxes
are not adjusted for subsequent changes in tax rates.

In December 1987, the Financial Accounting Standards Board 1issued Statement No. 96, Yaccounting for
Income Takes® (“SFAS 96"). This statement requires the use of the asset and 1liability method,
whereby deferred income taxes are recognized for the tax consequences of "temporary differences™ Dby
arplying the enacted statutory tax rates applicable to future years to differences Dbetween the
financial statement carrying amounts and the tax bases of existing assets and 1iabilities. Under
SFAS 96, the effect on deferred taxes of a change in tax rates is recognized In income in the period
that includes the enactment date. SFAS 96 may be implemented prospectively or retroactively. The
Financial MAccounting Standards Board has delayed the required implementation of SFAS 96 until not
earlier than fiscal 1991 to consider additional comments with respect to the standard.

The Registrant expects to implement SFAS 96 in fiucal 1991. If the Registrant had adopted SFAS 96
in fiscal 1989, the impact would not have been material to its consolidated financlial statements.
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COMPREHTRSIVE CARE CORPORATICN MiD SUBSIDIARIES
WOTES 70 CORSOLIDATED FIRARCIAL STATEMENTS (Continuved)
May 31, 1989, 1988 and 1987

Note 1--Sumpary of Significant Recounting Policies (continued)
Invastment tax credits are accourted for under the “flow through" method.

Earnings Per Share

Primary and fully diluted earnings per common and comeon equivalent share have been computed by
dividing net earnings, after giving effect to the elimination of interest expense spplicable to the
convertible dehentures less income tax effect, by the welghted average mnumber of common and common
equivalent shares outstanding during the period. The convertible debentures issuved in April 1985 are
considered %tc be commn stock equivalents from the time of Jssvance. The weighted average of the
mumber of shares iscuable or conversion of the convertible debentures and exercise of stock options
was added to the weighted average number of comon shares outstanding. During fiscal 1989, tk.
convertible debentures had an anti-dllutive impact on earnings per share and accordingly were
excluded from the computation.

The weighted average mmber of shares used to calcvlate earnings per share was 10,186,000,
12,522,000 and 15,360,000 in 1989, 1988 and 1987, respestively.

¥ote 2--Propnsed Reorganization

At a special meeting of stockholders of the Registrant to be held on September 13, 1989, the
stockholders of the Registrant will act upon a proposal to edopt a proposed recrganization (the
WReorganization Agreement").  The Reorganization Agreement contemplates the reorganization of the
Registrant and First Hospital whereby FHC-CompCare will become the parent company of each of the
Registrant and First Hospital. If the proposed Reorganization is effected, the Dusiness and
operations of the Registrant and First Hospital will b combined (so far as practicable and
consistent with outstanding debt and other obligations of each of the Registrant and First Hospital}
jnto a reorganized and consolidated business enterrrise. In exchange for each share of the
Registrant's common stock, each stockholder will recelve $3.00 cash, $2.75 merger debentures and 0.78
shares of FHC-CompCare common Stock. The Registrant's stockholders vill own 39% of the stock of

FHC-CompCare.

In accordance with the terms of the Reorganization Agreement, the Registrant has executed an
inital subordinated promissory note, pursuant to which First Hospital advanced the Registrant $5
million in June 1989, If First FHospital elects to extend the date by which the Effective Time (as
defined in the Reorganization Agreement) must occur under the Reorganization  Rgreement, Pirst
Hospital has agreed to advance to the Registrant up to an additional %5 million under the terms of a
second subordinated promissory note. The Registrant has agreed to use the proceeds of these notes
only in the ordinary course of its business.

Hote 3--Joint Venture Partnerships

in 1972, the Registrant entered into a Joint venture partnership with another corporation for
the purpose of operating two hospitals. Under the terms of the <oint wventure agreement, the
Regisirant manages one of the hospitals and its partoer manages the other. Each of the partners in
the joint venture receives 2 management fee for the hospital it manages. The Registrant has a 50%
interest in the jolnt venture.

In 1984, the Registrant entered into a Jjeint venture agreement with a subsidiary of Health(me
Corp. (formerly The Health Central System). The Jjoint verture owned and opersted Golden Valley
fHealth Center, a behavioral wmedicine hospital located in a subarb of Minneapolis, HMinnesota which was
s0ld in fiscal 1989. The Registrant serves as managing partner of the Joint venture for vhich it
garns a fee based on profitability. The Registrant has a 50% interest in the joint venture.
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COMPRENENSIVE CARE CORPORATICH AND SUBSIDIARIES
HOTES 70 CORSOLIDATED FINRNCIAL STETEMERTS {Continued)
Hay 31, 1989, 1988, and 1937

Bote 3--Joint Venture Partoerships (continced)

The Registrant reports its inter..t in these joint ventures on the equity method. The conbined
assate and 1iabilities of these joint ventures are set forth in the following table:

Bay 31,

1969 1088
{Dollars in thonsands)

Assets
furrent asSetS.ecsscecsssneseaesrs $ 7,240 $13,092
property and equipment, met.....ccvisasennncn 2,734 20,366
Other asselS..c. secevrarersrvssacsannsonancs 2,506 110

$12,480 $33,568

Liabilities and partners' equity
Total 11abilitieS.ceereressoeranasarsansossss
Partners' equity..

$ 1,308
11,172
12,480

Combined operating results of these jolnt venture partnerships are as follows:

—_ Years Fnded May 31,
1489 1988 1987
{Dollars in thousands)
REVENUES . s acearcssassassararsons $26,776 $35,622 $38,374
Costs and expenses:
Operating, general and administrative.........e....s 25,738 30,052 28,524
Depreclation and amortization.....cevcieinivecinnnns 988 1,29 1,170
26,726 31,348 29,694
Earnings before taxes on income....isiserssvncserennsn $§ 50 $4,774 8,680

Hote 4--Accounts and Botes Recelvable

Accounts and notes receivable include current notes receivable of $291,000 and $572,000 at May
31, 1989 and 1988, respectively.

Thz following table swmarizes changes in the Registrant's allowance for doubtful accounts for
the fiscal years ended May 31, 1989, 1988 and 1987:

Additions Deductiong
Balance ut Charged Rrite—off Balance at
Beginning of to of End of
Period Revenuwes Recoveries  _Accoumts Period
(Dollars in thousands)

Year ended May 31, 1989......... $14,416 $37,627 41,620 $39,308 $16,335
Year ended May 31, 1988....0040. 9,842 22,70 3,802 21,929 14,416
Year ended May 31, 1987......... 6,931 15,918 3,652 16,659 9,842
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COCIPREMENSIVE CARE COR-ORATION AND SUBSIDIARIES
NOTES T0 COMSOLIDATED FIEARCIAL STATEREHTS (Continued)

fay 31, 1989, 1938 and 1387

Eote 5--Property 2od Equipment

Property and equipment consists of the following:
_ Bay 3,

1989 1988

{Dollars in thousands)
Land and improvementS...seessesescssenss $ 14,841 $ 24,071
Buildings and improvemen{sS......scececsee 82,435 95,187
Furniture and equipment 22,409 24,470
Leasehold inprovesentS..veeravssossacens 1,765 174
Capitalized leaseS....e.sesnes 2,704 2,704

$124,154 $146,606

The Registrant intends to sell its corporate headquarters building in Irvine, California and
certain unimproved land in Miami, Florida. As a resalt, an aggregate loss of approximately $2.4
million was recorded to reflect the properties ac thelr estimated npet realizable value of
approximately $13 million, whick smount has been reclassified@ to property and equipment held for sale
at May 31, 1989.

Rote 6--Accounts Payable and Accroed Lishilities

2ccounts payable and accrued liabilities consist of the following:
Ray 31,

1989 1988

(Dollars in thousands)
Accounts payable and accrued limbilitles....ccveeesn $14,665 $14,263
Accrued salaries and WageS.essevesssrnasss 3,589 1,922
Recrued VACAt1ON..eoessasssorevearsisa-nssrsatnsnrses 3,461 3,154
Payable to third party intermediarie.......ccieoueeses 1,417 1,095

$23,132 $20,434

Rote 7--Notes Payable and Long-Term Debt

Notes payable and long-term debt consists of the follewing:
Bay 31,
1389 1988
{Dollars in thousands)
7-1/2% convertible subordinated debentures due 2010 {a)iusevescrcnrracccanse $46,0600 $46,000
Term loan, converted from a revolving loan during fiscal 1988,
maturing 33 1989 (B)essaeerecrenerrnaraiacereruarrisiiitiistranssvnaienies 10,047 50,000
Line of credit, bearing interest at variable rates 1) T 13,000 6,000
7% to 10% notes, payable in monthly installments with maturity dates through
1995; collateralized by real and personal property having a net book value
OF $5,96B. 1oetranarrereneunsosssorrasncssrssstannsotstosssssoacanssocnass 953 1,565
Note payable bearing interest at 65% of prime, payable monthly, maturing in
1994; collateralized by real property having a net book value of $2,390... 1,202 1,364

{continued)
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O'MPREHFASIVE CARE CORPORATION AND SUBSIDIARTES
ROTES TO CORSOLIDATED FINARCIAL STRTEMENTS {Continved)
Hay 31, 1589, 1988 and 1987

Bote 7-- Rotes Payable and Long-Term Debt {comtinued)

Senior secured notes bearing interest at 10.5%, payable semi-annually,
maturing in 1995, collateralized by real and personal property having a
net book value of $23,087 (¢)....... ermensareavianassavancassensesnrnrsene $20,000
Note payable bearing interest at 88% of prime, payable quarterly, maturing
in 1995; collateralized by real and personal property having a net book
value Of $6,209 {@)eecesracsisesarsoasosanstscrcsnssisstonnssassnsnsossnes 3,315 3,875
Capital lease cbligations (Note 9)..sececesevacrresnsrirsesvcrsrscrrnssscsens 1,583 1,684
DL L e s s svrnnssnsscasunnssasessnscsnsssssnssnsorseenasnstsssacssnsansas 259 321
96,419 110,809
Less current notes payable...cisssssrrssscacsecstsccncarserasssorsssenranress 23,047 6,000
Less long-term debt due within one year.....ceeeccrvrcissiiiisscassanessnens 1,140 2,401
$72,232 $102,408

As of May 31, 1989, the annual maturities of notes payable and long-term debt for the next five
years amounted to $24,187 in 1990, $5,142 in 1991, $4,977 in 1992, $5,047 in 1993, and $5,057 in 19%4.

The maximum amount outstanding of short-term borrowings from banks was $13 million and §6
mildion during the years ended May 31, 1989 and 1988, respectively. The average amount outstanding
of such borrowings, based upon an average of month end balances for periods when the Registrant had
such debt outstanding, was $11.6 million and $ million during the years ended May 31, 1989 and 1988,
respectively. ‘The weighted average interest rate, based upon a weighted average of monthly amounts,
wag 11% and 9% during the years ended May 31, 1989 and 1988, respectively. There were no short-term
bank borrowings during the year ended May 31, 1987.

{a) In 2April 1985, the Registrant Jissued $46 million in convertible subordinated debentures.
These debentures require that the Registrant make semi-annual Interest payments in April and October
at an interest rate of 7-1/2%. 'The debentures are due in 2010 but may be converted to Common Stock
of the Registrant at the option of the holder at a conversion price of $25.97 per share, subject to
adjustment in certain events., The debentures are also redeemable, at the option of the Registrant,
in certain circumstances. Mandatory amnval sinking fund payments sufficient to retire 5% of the
aggregate principal amount of the debentures are required to be made on each April 15 commencing in
April 1996 to and including April 15, 2009,

(b} At May 31, 1989, the Registrant bad a term loan and twoc revolving loans outstanding with
banks. 'The revolving loans provide for borrowings of $10 million and %5 million. Outstanding on the
revolving loans at Hay 31, 1989 were $10 million and $3 million, respectively, and #$10 million was
outstanding on the term loan. The Registrant has reached agreements pursuant to which the banks have
agreed to extend the Registrant's 4iwo revolving loans until, and have agreed to modify the term loan
to become due upon, the earlier of (i) September 15, 1989, and (ii) the closing date of the
Reorganization. In the event of the abandomment or termination of the Reorganization Agreement prior
to September 15, 1989, the Registrant has agreed to repay all bank borrowings within 90 days thereof.
The Registrant paid the banks $200,000 upon execution of the extension agreement and bas agreed to

000041




COMPREERSIVE CARE CORPORATION AND SUESIDIFZIES
ROTES 70 CORSOLIDATED FINANCLAL SYMTEMME'S {Continued)
May 31, 1989, 1988 apd 1987
Bote 7-- Botes Payable and Jong-Term Debt (cootinued)

pay a rate of interest of prime plus 1% on its bank borrowings. The prime rate at May 31, 1989 was
11.5%. The Registrant has further agreed to collateralize the loans prooptly in the event of, among
other things, the sbandomment or terminatiocn of the Reorganuization Agreement.

Under the Registrant's term and revolving 1lcan agreements the Registrant is required to maintain
cash Elow equal to at least 170% of debt service; mainteln a minirum tangible net worith equal to the
prior year's minimum tangible net worth plus the sum of (i) 25% of net after tax profits and (ii) S0%
of any equity infusion; 1imit dividends to not wore than 50% of net earnings; and 1limit capital
expenditures to an amount not to exceed certain  planned expenditures plus 32 million. At May 31,
1987, the Registrant was required to maircain a2 minimm tannible pet worth of at Jleast $58,828,000,
Interest is payable on the outstanding principal amount of the loan on a quarterly basis. The
Registrant was in compliance with these loan covenants at May 31, 1999,

(¢) In July 1988, the Registrani and two subsidiaries of the Registrant issued $20 million in
senlor secured notes to a group of Iinsurance companies, The notes are secured by three of the
Registrant's freestanding facilitjes. Performance of the subsidiaries' obligations under the notes
is guaranteed by the Registrant. The notes provide for the panent of intesest at a fixed rate of
10.5% per annum. The notes require principal payment in five equal annual ipstellments beginning on
Bugust 1, 1991. Interest on the urpaid balance is payable semi-annvally comrencing February 1, 1989.

The Registrant has negotiated a walver of certain financial covenants related to the senior
secured notes. Such waiver requires that the Registrant maintain consolidated current assets at an
amount equal to 1%0% of consolidated current liabilities at all times prior to June 1, 1990. 1In
addition, the Registrant must maintain for the fiscal quarters ending BAugust 31, 1089 November 30,
1589, February 29, 1990, apd May 31, 1990 ratios of total income available for fixsd charges to total
fixed charges for the 4welve month periods greaier than .42:1, (.124:1), (.22901), and .254:1,
respectively.  Consolitfated current assets, consolidated current liabilities, total Zincome available
for fized charges, and total fixed charges are determined in accordance with the trust indenture
related to such serior secured notes. On the granting of such waiver, the Registrant 1is required to
pay an accormodation fee of $100,000 and the note holders have agreed to credit one-half of such fee
against any prepayment premium required to be pald under the trust indentuwre. In addition, the
Registrant has agreed to increase the interest rate on the senior secured notes for the period
September 1, 1939 through May 31, 1990 to 11.4%. The walver has been granted through June 1, 19399,
accordingly, *he senior secured notes have been classified as long-term 1liabilities. If the
Registrant defsults under the terms of the senlor secured notes, subgtantially all of Registrant's
debt, inclwing its term and revolving bank loans and its industrial revenue bonds, could be
accelerated resulting in the banks' and the note and bond holders' ability to proceed against the
Registrant's properties which secure such indebtedness. In addition, as long as the Registrant is in
default wunder its senior indebtedness, the Registrant will be precluded from paying interest to the
holders of its Convertible Subordinated Debentures. If such a payment default oceurs and is not
cured within the 30 day period provided in the trust indenture, the holders of the Convertible
Subordinated Debentures may declare a default and the $46 million in principal emount of Debentures
could alse be accelerated.
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COXPRERERSTVE CARE CORFORATION AND SUBSIDIARTES
HOTES ‘70 COZSOLIDATED FINARCIAL STATENERTS (Contimmed)
#ay 31, 1989, 1988 and 1987
Hote 7-- Nates Payable znd Long-Tarm Debt (continued)

{d) The FPegistrant has guaranteed the performance of a wholly owned subsidiary under terms of a
trust indenture pursuant to which the subsidiary has borrowed $6,000,000. The Registrant's guarantee
requires that it maintain a ratio of consclidated total debt to consolidated tangible net worth at
not more than 1.5:1; a ratio of consolidated current assets to consolidated currenmt licbilities at
not less then 1.5:1; and consolidated tangible pet worth at not less than $45 million. Consolidated
total debt, consolidated tangible net worth, consolidated current assets and consolidated current
liabilities are determiped in accordance with the agreements related to the indenture. The
Registrant was in compliance with these covenants at May 31, 1989.

Substantially all of the Registrant's senior debt has been issued pursuant to agreements which
include cross-default provisions. Accordingly, = default under terms of any senior debt instrument
may result in default under agreements governing substantially all of the Registrant's senior debt.

Rote B--Taxes on Tncame

Taxes on ircome consist of the following:
Years Ended May 11,
1989 1988 1987
{Dollars in thousands}

Currently payable:
Federa) InCOMme LBXeS..esssssacsasranrensannrsanses $4,928 $ 8,512 $ 9,108
State income taxes....... seasesssrnasns 1,363 1,980 1,829
6,291 10,492 10,947

Deferred:
Federal income LaXeS.eserescssarssenan verrass (3,924) (3,625} (186)
State InCome taXeS..ivsviveassioronerssssrrossrne {1,108) {237 {171)
(5,032) _(4,562} (357)
$1,259 $.5,920 $10,590

A reconciliation between taxes on income and the amount computed by applying the statutory
feloral income tax rate (34% in 1989, 35% in 1988, and 46% in 1987) to earnings before taxes on
income is as follews:

Years Ended Bay 31,
1989 1988 1987
(Dollars in thousmnds)

Income taxes at the statutory tax rate.......oeees 599 $5,215 $10,432

State income taxes net of federal tax benefit..... 168 678 895

Investment tax credit.....ccevveuesnnsvniserranses 28 {00}

Reorganization expenses..cisrsessrecrarnsarsssioss 410

Amortization of intangible assets...civeevencaesas 112

OLhEr . e civsnnnenreansarsoarassarrnssasansvasasens {58)

$1,259 $10,590

{Continued)
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COMPREHZRSIVE CARE CORPORATION MND SUBSIDIARIES
ICTES 10 CORSOLIDATED FINANCIAL STATEMERTS (Continued)
May 31, 1989, 1988 and 1987
Hote B--Taxes on Income {continued)

Total taxes on income differ from taxes cirrently payable as a result of differences in the
recognition of revenues and expenses for tax and financial statement purposes. The sources of these
differences and the tax effect of each are as follows:

Years Ended Bay 31,
1983 1988 1987
(Dolars in thousands)
Excess tax over bock depreciation....ec.cssscsasiansaisnceens $ 400 $1,251 $ 1,268
Cash basis accounting and different reporting period by joint
VETILULES s e asosovtssnsstersssrnnssavusassasssannasnstsassas {1,606} (1,337) 1,219
State INCOME LAXES ssevrcessssrsorrsocnanvesasentosaarsansven 353 304 236
Deferred compensation expense deductible on a cash basis..... 104 (578) (612)
Cash basis accounting by subsidiaries....eecevisrsrrasnecnans (732) (401) (335
Employee benefit expenses not currently deductible........... {235) (1,069) (1,373)
Hrite-down of assets held for sale not currently deductible.. {840) -- --
Bad Jdebt expense not currently deductible......ccceeaiaiennn (1,634) (2,516) (685)
DLHEE e e e nvenavassnsssnsassnrasananasssossssretsssssrasnsnes {842) {216} (15)
$(5,032) ${4,562) $ (357)

Rote 9--Lease Commitrents

The Registrant leases certain facilities, furniture and equipment. The Facility leases contain
escalation clauses based on the Consumer Price Index and provisions for payment of real estate taxes,
insurance, maintenance and repair expenses.

Total rental expenses for all operating lrases are es follows:

Years Ended Bay 31,
189 1988 1987

(Dollars in thousands)
Minimum rentalsS..oavvesanrransesonsass $1,865 $1,830 $1,611
Contingent rentals cersssiaravens 186 338 144
Total rentalSeeseeresssoacesrases 42,051 $2,168 $1,755

Bssets under capital leases are capitalized using interest rates appropriate at the inception of
each lease; contingemt rents associated with capital Jeases in fiscal 1989, 1988 and 1987 were
$203,000, $188,000 and $148,000, respectively. The net book value of capital leases at May 31, 1989
and 1988 was $978,000 and $1,084,000, respectively.
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ROTES TO CO4SOLIDATED FIMAKCIAL STATEMERTS (Continved)
May 31, 1989, 1588 and 1987
Fote 9--Lease Comitwents (coutinued)

Future minimum payments, by year and in the aggregate, under capital leases and non-ccncellable
operating lemses with initial or remaining terms of one year or more consist of the following at May
31, 1989:

Capital Operating
Leases Leases
(Dollars in thoovzands
1000, i sunssnnossnanssnsnsisnsnosascsssstsasrrans $ 293 $1,376
1991 sencnnncnnrannces 293 BBe
1992, sannenvonsascisnansssansacsisstsarsrssrassaoe 293 567

1993, ciesnssonrrnnsasrrsrassssranascoonasnranens 293 361

LatEr JOAIS.ccersesonsrsrererssnsnarssnarsatennes -
Total minimum lease payments.. 3,380

Less amounts representing interest...
Present value of net minimum lease payments......

Kote 10--Deferred Compensation Plans

The Registrant has a deferred compensation agreement for its Chairman and President. The vested
unfunded benefits at May 31, 1989 and 1988 of %1,524,000 and $1,446,000, respectively, have been
accrued Ly the Registrant., The Registrant wtilized an 8% discount rate in Jetermining the present
value of vested unfunded past service cost.

The Registrant has deferred compensation plans (the Financial Secur'ty Plan) for Its key
executives and medical directors. Under provisions of these plans, participants have elected to
defer receipt of a portion of their compensation to future periods. iffective January 1, 1989,
participants were not offered the opportunity to defer compensation to future periods.

Hote 11--Stock (ption and Rights Plans

In 1983, the Regisirant adopted a stock option plan which is intended to qualify as an incentive
stock option plan under Section 422A of the Internal Revenue Code of 1986, as amended {"IRCM}.

in fiscal 1988, the Registrant's Board of Directors adopted a 1988 Incentive Stock Option Plan
and 1988 Nonstatutory Stock Optien Plan to replace the plan adopted in 1983, During the fiscal jrar
ended May 31, 1988, an option to purchase 2,176 shares under the 1983 plan was cancelled. BAll other
options outstanding under the 1983 plan were cancelled during fiscal 1988.
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Bate 11--Stock Opticn and Rights Plans (continved)

Options granted under the 1988 Incentive Stock Option Plan are intended to qualify as incentive
stock options ("ISOs") under Section 4228 of the IRC. Options granted under the 1988 Honstatutory
Stock Option Plan do not qualify 2s ISOs. The maximum number of shares subject to option are 750,000
and 200,000 for the 1SOs and nonstatutory options, respectively.

The following table sets forth the incentive stock options granted under the 1388 plan:

¥mber Option Price

of Shares Per Share Magregate
{Dollars in thousands, except share amsounts)

Options granted in fiscal 1988....... 654,728 $8.125 $£5,320
Balances, May 31, 198B...cievviurensns 654,728 £8.125 5,320
Options forfeited in fiscal 1989.......... (167,367) 8.125 (1,360)
Options axercised in fiscal 1989.......... (31,172} B.125 {253)
Balances, Hay 31, 198%...c0icivavnnens 456,189 8,125 $ 3,707

The per share exercise price of shares to be lssued under the plans shall be determined by the
Board of Directors, but in no event shall the option exercise price be less than the Fair Market
Value {as defined in the plans) of the shares. In the casa of an incentive stock option, if on the
date of the grant of such option the optiomee is a Restricted Stockholder (as defined in the plans),
the option exercise price shall not be less than 110% of the Fair Market Value of the shares on the
date of the grant.

Options shall vast and become exercisuble at such times and in such installments as the Board of
Directors shall provide in the individual option agreemen., except that an option granted to a
director may nol be exercised until the expiration of one year from the date such option is granted.
Subject to the limitation with respsct to the vesting of options granted to directors, the Board may
in its sole discretion accelerate the Yime at which an option or installment thereof may be
exercised.

In fiscal 1987, tue Registrant granted nonstatutory options for 30,908 coomon shares at ap
eserclse price of $12.94 per share, During fisca® 1988, the Registrant granted nonstatutory options
for 28,316 common shares at an  exercise price of $14.13 per share. All outstanding nonstatutory
options were cancelled during fiscal 1988, During fiscal 1988, nonstatutery options for 92,557
shares were granted under the 1988 plan at exercise prices ranging from $8.125 to $14.13 per share in
replacement of the cancelled options, The ponstatutory options became exercisable one year after the
date of grant. In fiscal 1989, options for 14,806 shares were cancelled. At May 31, 1989, options
for 77,751 shares were outstanding at exercise prices ranging from $8.125 to §14.13.
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Note 11—Stock Option and Rights Plans {continved)

on April 19, 1988, the Registrant declared a dividend of one Common Share Purchase Right
("Right") for each share of Common Stock outstanding at May 6, 1988, Each Right entitles the holder
to purchase one share of Common Stock at a price of $30 per share, subject to certain antidilutlon
adjustments. The Rights are not exorcisable and are transferable only with the Cosmon Stock until
the earlier of ten days following a public announcement that a person has acquired owpership of 25%
or more of the Registrant’s Common Stock or the commencement or announcement of a temder or exchange
offer, the consumation of which would result in the ownership by a person of 30% or more of the
Registrant's Common Stock. In the event that a person acquires 25% or more of the Registrant's
Common Stock or if the Registrant is the surviving corporation in a merger and jts Coomon Stock is
not changed or exchanged, each holder of a Right, other than the 25% stockholder (whose Rights will
be vold), will thereafter have the right to recelve on exercise that mumber of shares of Common Stock
having a market valve of two times the exercise price of the Right. If the Registrant is acqguired in
a merger or more than 50% of its assets are s0ld, proper provision shall be made so that each Right
holder shall have the right to receive or exercise, at the then-current exercise price of the Right,
that number of shares of commwon stock of the acquiring company that at the time of the transaction
would have a market value of two times the exerclse price of the Right. The Rights are redeemable at
a price of $.02 per Right at any time prior to ten days after a person has acquired 25% or more of
the Registrant's Common Stock.

Rote 12--Purchase of Treasury Stock

In fiscal 1987, the Registrant amscu.nced an offer to purchase up to four million shares of its
Comon Stock at $13 net per share in cash. Approximately 4,587,166 shares were tendered and the
Registrant accepted for payment 4,080,000 validly tendered shares including 80,000 additional shares
permitted to be purchased under the terms of the offer. The Registrant utilized existing cash
balances of approximately $26 million and borrowed $28 nmillion to provide funding for the repurchase
of shares and related costs.

In fiscal 1988, the Registrant repurchesed one million shares of its Common Stock at an
aggregate cost of approximately $3.6 million pursuant to an apen market stock repurchase program.

Rote 13--Rcquisitions and Dispositions

In June 1988, the Sutter Center for Psychiatry, a 69-bed psychiatric hospital, opened in
Sacramento, California. The facility is owned by a joint venture between BMC and Sutter Comenunity
Hospitals. BMC has a 49% interest in the joint venture. The Registrant has a 70% interest in BMC,

In September 1988, the Registrant sold its Carelnit Behavioral Center of Los Angeles facility
which it had closed in May 1988, 1In December 1988, Golden Valley Health Center, a behavioral
medicine facility located in Minneapolis, Minnesota was sold to a group of investors led by facility
management. This facility was owmed by a joint venture in which the Registrant has a 50% interest.
In January 1989, a subsidlary of the Registrant sold CareUnit of DuPage, a chemical dependency
treatment facllity locsted in a suburb of Chicago. The Registrant utilized the net proceeds of sale
of these facllities to reduce its long-term debt.




COMPREHERSIVE CARE COGRPORATICH MMD SUBSINIRRIES
BOTES TO OORSOLIDATED FLIIANCIAL STATFXERTS {Cowutinved)
Bay 31, 1989, 1938 aod 1987
Wote 14--Litigation and Contingencies

On July 6, 1989, VHA Behavioral Medical Care, Inc. ('WHA-BMC") the Registrant's joint venture
partner in BAC and Parkside Medical Services Corporation (“Parkside™) filed a lawsuit in the Superior
Court, County of Orange, California, agalnst the Registrant, its wholiy owned subsidiary, Carelrit,
Inc. and First Hospital seeking, among other things, the dissclution of the Jjoint venture, the
appointment of VHA-BYC to manage BMC during 3its dissolution, and compensatory and punitive damages of
$4 million for alleged breazches of the Jjoint venture agreement by Carelnit, Joc. The Registrart and
First Hospital belleve that the allegations in the lawsuit are unfourded ard materially false and
intend tc vigorously dafend the lawsvit. The Begistrant has filed its apswer to the lawsuit and
intends %5 file a countercialm against the plaintiffs for, among other things, trade 1libel, torticus
interference with contractval relations, and compensatory and punitive damages. However, the parties
are currently engaged in settlement negotiations, for fiscal 1989, BMC generated revenues of $14.7
million and earnings before taxes on income of $1.3 million, of which the Repistrant's share is 70%.
At May 31, 1989, BMC operated 38 contracts totalling ©00 available beds. The dissolution of the
joint venture would have a material adverse impact onm the Registrant's financlal condition and
results of operations if the hospitals at which BMC has contract operations choose not to enter inmto
new contractual relationships with CareUnit, 1Inc. Distribitions of «cash from the Jjoint venture
require approval of the joint venture's Board of Directors. The Board of Direclors has not approved
any cash distribution subsequent to the {iling of the lawsvit. There can be no assurance that the
Registrant will have available, if needed, its share of the undistributed cash balance in BMC of
appreximately $3.2 million at May 31, 1989. The Registrant is unable to predict the ultinate impact
on the Registrant of the dissolution of BMC or the lawsuit.

The Registrant 1is currently undergoing a pagroll tax audit by the Internal Revenue Service
("1RS") for calendar years 1983 and 1984. The IRS agent conducting the audlt has verbally asserted
that certain physiclans and psychologists engaged as indeperdent contractors by the Reoistrant should
have been treated as employees fer payroll tax purposes. The Registrant has not received an
assessment related to this assertion. Managemenmt believes that its treatment of the independent
contractors is ceasistent with IIS  guidelines and established industry practice. Management intends
to defend vigorously any claims made by the IRS related to this issue; nowever, management is unable
to predict the vltimate impact of the IRS audit.

The Registrart is routinely engaged in the defense of lawsuits arising ouwt of the ordinary
course and conduct of itx business and has Inswrance policies covering such potential insurable
losses where such coverage is cost effective. ‘The FPegistrant maintains professional  1liability
insurance coverage on a o dified occurrence basis with $10 millien 1limits. Management believes that
the outeome of such lawsuits will not have a materzal adverse effect on the Registrant's consolidated
financial statements.
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COMFREHERSIVE CARE CORPORATICH AKD SUESTDIARTES
ROTES 70 COMSOLTDATED FIKAKCIAL STATEMENTS {Coutinued)
Hay 31, 1989, 1968 and 1987
Rote 15--Unavdited Quarterly Bestudts (1)
First Second Third Fourth

Quartr Quarter {uarter {Quarter
{Dollars in thousands, except per share amounts)

1989
Operating revenues.... veeass  $93,227 $54,745 $51,837 450,102
Costs and expenses sessusraenrrusserenasaars 48,460 48,382 48,713 53,623
Operating -arnings (10SS)ecersccveerenrorvasncss 4,767 6,363 3,124 (3,521)
Wet galn (loss) on salefwritz-down of assets.... -- 2,553 1,170 (2,360)
Interest expense, net of interest income........ (2,473} (2,603) (2,360) (1,935)
Equity in earnings {loss} of unconsclidated

joint venture....... 685 (791) (212) k%X
Minority interest in earnings of joint venture.. {299) (237) {261) {192)
Earnings (loss) before taxes on income....ceeees 2,680 5,285 1,461 (7,665)
Taxes on income (benefit)............ 1,072 2,192 601 (2,606}
Het earnings (108S)isercecses. $ 1,608 $ 3,093 860 $(5,059)

Per share:
Earnings (loss)--primary and fully diluted.... §$ .18

.30 .08 $ (.50)

$
Dividend declared P . T 11 $ .10 - 5 -

1988
Operating revenues cerrssevsasensranrcrranes  $44,758 $46,938 $48,222 $53,655
CoSLS ANG EXPENSES..cesvsrvserrsnsvssorransssaes 39,142 41,735 42,592 49,414 (2)
Operating earningS... cvevresrencees seessnan 5,616 5,203 5,630 4,241
Interest expense, net of interest income........ {1,955) {1,633) {1,919) (1,038)(2)
Equity in earnings of unconsclidated Jjoint

venture, 599 162 191 1,185
Minority interest in earnings of joint venture.. (47) (31) (550} (754)
Earnings before taxas on income........ teescnnns 4,213 3,701 3,352 3,634
Taxes on income........ 1,706 1,562 1,407 1,255
Het earningS..eeveececesesacssvasensa Creeanis oo $ 2,507 $ 2,139 $1,945 2,379

Per share;
Earnings--primary and fully diluted..... $ .21 .20 $ .24
Dividend decla-ed . . § .10 .10 $§ .10

(1) Amounts have been reclassified from those previously :eported to reflect accounting for certain
joint wenture partnerships on the eguity method instead of the proportionate consolidation
method.

An adjustment of $610,000 was recovded during tne fourth quarter ‘o reduce interest expense and
increase capitalized interest on the Registrant's new facilities., The impact of this adjustment
was offset by additional fourth guarter adjustmeris which increased operatiny costs and
depteciation.
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COMPMREMERSIVE CARE CORPORATIOR AMD SUBSIDIRRTES
BOTES 70 CORSOLIDATED FIMARCIAL STATEMERTS (Continved)
Kay 31, 1989, 1988 and 1987
Bote 16--Operating Leosses and Ligquidity Concerns

The Registrant lost approximately $7.7 million before taxes on income in its fourth quarter
ended May 31, 1889, Of the |losses, approximately $3.7 million represents non-recitring churges
including $1.3 million in eosts related to legal, investment banking and other expenses associated
with the Registrant's pending Reorganization with First Hoespital., The Paristrant also recorded
write-doms due to the pianned sule of certain unimprosed land and it:  corporate  headuarters
building of $2.4 million (pre-tax), The Registrant's loss on operations was yoitwiipally a result of
poor utilization of its freestanding facilities and bebevioral medicine contracts. Utilization of
freestanding facilities and behavioral medicine contracts centinued at levels inadequate to  generate
profits through August 1989, Unless the utilization of freestanding facilities and behavicral
medicine contracts improves or the Registrant is able to reduce costs, the Registrant will continue
to incur losses on operations.

The Registrant's bank debt is due upon the earlier of September 15, 1989 or the closing date of
the Reorganizaticn. In the event of the abandonment or terminstion of the Reorganization BAgreement
prior to September 15, 1989, the Registrant has agreed to repay all bank borrowings within 90 days
thereof. Acccrdingly, the Registrant will b regquired in such event to restructure its debt to avoid
2 short term 1i uidi y problem.

Cash or hand and expacted cash to be generated from operations will not be adequate to finance
anticipated opersiing losses, working capital, and other cash requirements {or the next several
months. at  July 31, 1989, Registrant had fully wutilized its current bank lines of credit. The
Registrant has not utilized the $5 million advance from First Hospital (see lNote 2, "'Proposed
Reorganization®). It 1is anticipated that cash required 1o meet the Registrant's nseds will be
provided in conjunction with the HReorganization {inancing, however, there can be wno assurance that

» Roorganization will be completyd or if completed that such financing will be available when
requirei by the Registrant. If the Reorganization is terminated, the Registrant intends to arrange
alternate fipancing, sell or close cortain unprofitable freestanding facilities, and sell certain
other assets. The Registrant believes that it con Implement such actions but there can be no
assurance that it will be successful. Ir the event that the Registrant 4is successful in arranging
alternate financing, it expects to be subject to additional restrictive coveneats and to incur higher
interest charges.

If the Reorganization is not completed, the continuation of the Registrant in its cwrent form
will be dependent upon its ability to arrasge adequate financing and retwmn to profitable operations.
The Registrant expects to sustain losses through the third quarter of fiscal 1930, and return to
profitability thereafter. However, the Jusiness of +the Registrant is highly competitive ard subject
to substantial rate pressure by purchusers of health care services, accordingly there can b2 no
agsurance that the Kegistrant will achieve its goals.




Ttem 9. CHERGES TN AAD DISAGREERERTS WITH ACCOUNTANTS ON ACCOURTING ERD FIHASCIAL DISCLOSURE.

None.

PART III
Ttem 10. DIRECTORS AND EXECUTIVE OFFICERS OF THE PEGISTRAKRT.
DIRECTORS OF THE REGISTRANT

WARREN G. ELLIOTT, age 62. Mr. Elllett is an attorney practicing law in Washington, D.C. Since
j986 he has been a partner of Epstein, Becker & Green, P.C., a law firm that specializes in health
care law. Mr. Elliott was a partner of Elliott & Zweben, P.C. rom 1984 to 1986 and was a partner of
Rossaman, Guthner, f£nox & Elliott from 1279 to 1984. |1Mr. Elliott is currently counsel %o that firm.
Mr. Ellictt was General Counsel to Aetna Life & Caswalty Co. from 1968 to 1978 and was RAssoclate
General Counsel of the Life Insuwrance Association of America from 1961 to 1968. Mr. Elllott has
served as a director of the Registrant since February 1988.

ROBERT B, HUNTER, M.D., age 70. Dr. Hunter is a retired family medicipe practitioner residing
in Sedro-Woolley, Washington. MHe was President of the BAmerican Medical Assoclation {("2MA"}  during
its fiscal gyear ended June 30, 198)1. He has been a trustee of the AMR since 1971 and was the
thalrman of its Board of Direstors from 1977 to 1979, Dr., Hunter has served as a director of the

Pegistrant since 1981,

B. LEE KAHNS, age 59. Mr. Karns served as President of the Registrant from 1972 until 1985.
Mr. Karns presently serves as Chairman of the Board and Chief Executive Officer and in 1986 he was
reappointed President of the Registrant. He is a director of Medical Care International, 1Inc. Mr.
Karns has served as a director of the Registrant since 1972.

ROBERT L. KASSELMANN, age 53. Mr. Kasselmann has been employed by the Registrant since 1974.
He was a Vice President of the Registrant from 1974 to 1984, From 1985 to 1986 he was its Executive
Vice President--Special Services. MHe was President of BehabCare from 1934 to 1987. He was Executive
Vice President--Operations of the Registrant from 1936 to 1987 when  he  became Executive Vice
President--Contract Operations and President of Carelnit, Inc. In July 1988, he became Executive
Vice President--Corporate Rdministrative Services. Mr. Kasselmann resigned as an executive officer
of the Registrant effective June 30, 1988, Mr. Kasselmenn has served as a director of the Registrail
since 1987.

STAMLEY R. NELSON, age 62. Mr. MNelson is Executive in Residence for the Health Services
Administration Program at th: University of Minnesota, Minneapolis, Hinnessta. He was the President
of the Henry Ford Health Care Corporation from 1984 to June 1988 and was the Executive Vice President
and Chief Executive Officer of the Henry Ford Hospital from 1971 to 1984. MHr. Nelson was a menber of
the Board of Trustees of the American Hospital BMssociation from 1977 to 1983 and was 1ts Chairman io
1082. From 1977 to 1981, Mr. Nelson was the Fresident of the Voluntary Hospitals of America. Mr.
Nelson has served as a director of the Registrani since February 1988.

TM E. NESBITT, SR., M.D., age 66. Dr. Nesbitt is o wurclogist and has been in the private
practice of medicine in Nashville, Tennessee for over 30 years. Dr. Nesbitt was the President of the
MR in 1978/79; he was the President of the Tennessee Medical BAssociation of Clinical Urclogists in
1571/72; and he was the President of the Tennessee Medical Association in 1970/71. Dr. HNesbitt was
also a member of the Board of Trustess of the American Hospital BAssoclation from 1980 to 1985 and is
currently a metber of the Board of Directors of the AHA Health Providers Insurance Corpany. Dr.
¥esbitt has served as a director of the Registrant since February 1988.
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W. JAMES WNICOL, age 45. Mr. Nicol has been employed by the Registrant since 1973. MWr. Ricol
was the Registrant's Corporate Secretary from 1973 to 1987; he was & Vice President and the Treusurer
fror 1974 through 1983; he was a Senior or Executive Vice President from 1983 to 1985; and in 1985 he
became the Vice Chairman and was elected to the Registrant's Board of Directors. Mr. MNicol resigned
as an officer and director of the Registrant in 1987, to become President and Chief Executive Officer
of RehabCare. 1In February 1988, Mr. Nicol was reelected tc the Registrant's Board of Directors and
effective July 1988, Mr. Nicol became Executive Vice Presidant--Contract Operations of the Registrant
and President and Chief Execotive Officer of Carelinit, Int. Mr. Nicol resigned as an executive
officer of the Registrant effective June 30, 1989. Mr. Nicol also served as a director of the
Registrant from 1985 to 1987.

s

FEXECUTIVE OFFICERS OF *HE REGISTRART
Executive

B. LEE KARNS, age 59. Mr. Karns has been a director of the Registrant since 1972 and served as
President of the Registrant from 1972 until 1885, Mr. Karns presently serves as Chairman of the
Board and Chief Executive Officer of the Registrant and in 1986 he was reappointed President.

Operaticas

MARY LEE POTTER, age b63}. Ms. Potter has been employed by the Rogistrant since 1977, She was
Director, Humman Resources from 1973 until 1984, She was Vice President--Profesrional Services from
1984 untll 1985 when she became Vice DPresident--Operations. She was Vice President--Operations fron
1985 until 1986 when she was reappointed Vice President--Professional Services. She became Senior
Vice President--Professional  Services in  1987. In July 1988,  she became  Senior  Vice
President--Quality Assurance.

LAURENCE J. STEUDLE, age 42. Mr. Steudle has been employed by the Registrant sinca 1970. He
was Vice President--BMC Operations of the Registrant from 1984 until 1985 when he became Senior Vice
President--Operations. 1In 1987, he became Senior Vice President--Contract Operations.

STEPHEN J. TOTH, age 40. Mr. Toth has been employed by the Registrant since 1974, He was Vice
President--Employee Services from 1984 until 1986 when he became Vice President--Qutpatient Services.
In MNovember 1987, he became Senlor Vice Presideni--Quality Assurance. In July 1988, he became Senior
Vice President-~Professional Services.

Finance

STEPHEN R. MUNROE, age 45. Mr. Munroe has been employed by the Registrant since 1977 and was a
Vice President from 1983 until 1984 when he became Chief Financial Officer. He became a Senior Vice
President in 1985,

MARK A, EDMARDS, age 35. Mr, Edwards has been employed by the Registrant since 1977. He has
been Corporate Controller of the Registrant since 1983, He was a Vice President of the Registrant
from 1985 until 1987, when he became a Senlor Vice President.

PRUCS K. NELSON, age 35. Mr, Helson has beon employed by the Registrant since J1985. Ue was
Finance Manager frow 1985 until 1986 when he became BAssistant Treasurer. He was appointed Treasurer

of the Registrant in 1987, Pricr to his employment with the Registrant, Mr. Nelson was a Corporate
Banking Officer with California First Bank from 1982 to 1965,
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MARILYN U. MacNIVEN-YOUNG, age 38,  Ms. MWaelliven-Young was empioyed by the Registrant jn 1985 as
Vice President, General Counsel and Assistant Secretary. She was appointed Corporate Secretary of
the Registrant in 1987. Prior to her employment with the Registrant, Ms. MacMiven-Young was Senlor
Counsel for Fluor Corporation, an engineering and construction and natural resources —company from
1978 through 1985.

111 executive officers serve at the digcretion of the Board of Directors of the Registrant.

Itew 11. IEPCUTIVE COMPERSATION.

The following table sets forth all cash corpensation paid, accrued or deferred to the following
persons during or with respect to the 1989 fiscal year for services rendered in all capacities to the

Registrant and its subsidiaries by (i) each of tha five most highly conpensated executive officers of
the Registrant whose aggregate cash compensation exceeded $60,000 and (ii) all executive officers of
the Registrant as a group.

Rape of individuzl Cash
or_group Principal capacities in which served copensstion(2)

B. Le@ KariiSe.seevvaeeesss. Chairman of the Board and President $ 507,292

th James NicOl.eesereassas. Executive Vice President--Contract Operations 250,032

Robert L. Kasselmann....... Executive Vice President--Corporate Administrative Service 219,000

James P. CArmAny........... Executive Vice President--Hospital Operations 139,097

Stephen R. Munroe....-csces snlor Vice President--Chief Financial Offizer 131,152

All executive officers {1F persons) as a group (1)saseecesonannasnunnusosnaaasonerness $2,294,501

—————

(1) Includes individuals who were elected or resigned during the year. hmounts are included only
for periods during which executive officers served as such.

{2) Inciudes amounts deferred or accrued under the Registrant's Financial Security and Employee
Savings Plans described below.

Deferred Compensation and Otber Agreesents

The Registrsnt has a daferred compensation agreement with Mr. Xarns which provides that the
Registrant will pay $16,666 monthly to him or his spouse or children for a period of 120 months
comwencing at the time of his death, or other termination of employment. The annual amount payable
10 ¥r. Karns is subject to adjustment based upen changes in the Consuuer Price Index. ing the
verm of the agreement, Mr. Karms is required to provide mininal consulting services to the Reglistrant
and 1s prohibited from competing with it. Although the Reglstrant had fully accrued the anticipated
benofits due Mr. Karns, during the fiscal year ended May 31, 1989, $78,000 was expensed by the
Reglstrant with respect to such deferred compensation agreement to provide for changes in the
Consuser Price Index.

1n 1684, the Registrant adopted a new deferred compensation plan (the “Financial Security Plan")
vhich permits employees gelected by the Registrant to defor receipt of all or a portion of their
annual compensation and bonus. However, the amounts deferred must be no less than 44,000 per annum.
Under the Financial Security FPlan, the Reglistrant has established and meintains a separate deferral
acoount on its books of account for each benefit unit enrolled in the plan by a participating
emplopee.  Such deferral accomts are deemed to bear interest at specified rates depending upon
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vhether: (a) the participaiing employee attains normal retirement (as defined 1in such plan); (b} the
participating employee's  employment with the Registrant is terminated other than by normal
retirement; or (c¢) the participating esployee experiences an adverse change of employment conditions
(as defined in such plan) within 18 months following a change in control of the Repistrant (as
defined in such plan). The periods over yhich benefits are paid by the Registrant vary depending
upon whether the payment is made by reason of normal retirement, early retirement, disability,
termination of employment, or death. Insurance contracts have been purchased by the Registrant to
meet anticipated cbligations wunder the Financlal Security Plan. Consummation of the Reorganization
will constitute a change in control for purposes of the Financial Security Plan. The Registrant does
not anticipate, however, that any participant will suffer an adverse change in employment conditions
entitling them to an increase in deeped interest rates. Effective January 1, 1989, participants were
not offered the opportunity to defer compensation to future periods.

The Registrant has individual death bepefit agreements with four carrent executive officers
which provide for the posthumous pagment to their designees of 120 monthly ipstallments of $4,167
commencing at  their respective deaths. The Registrant is carrying insurance policies (payable to
jtself) on the lives of such officers in amounts egual to twice the aggregate amounts to be paid to
them under such death benefit agreements. The total amount expensed during the fiscal year ended May
31, 1989 with respect to such insurance policies was approximately $16,879.

The Regisirant has entered into a termination agreement with Mr. Wicol, who resigned as an
executive officer of the Registrant as of June 30, 1989, but agreed to remaln as a director through
the Effective Time of the Reorganization. he agreement provides for the payment of his current
salary through May 15, 1990 at $17,500 per month.  Under the termination agreement, the Registrant
has also agreed to forgive the principal amount owing under a relocation loan of $133,337. Mr. Niccl
has agreed not to compete with the Regizicant through May 15, 1990,

The Registrant has also entered into a termination agreement with Mr. KXasselmann, who resigned
as an executive officer of the Registrant as of June 30, 1989, but agreed to remain as a director
through the Effective Time of the Reorganization, ‘The agreement provides for the payment of his
current salary through April 30, 1990 at $14,000 per month. Under the termination agreement, fLhe
Registrant has also agreed to forgive the principal amount owing under a relocation loan of $67,096.
Hr. Rasselmann has agreed not to compete with the Registrant through April 30, 1990,

During fiscal 1989, the Registrant entered into agreements with two of its executive oifficers,
Marilyn U. Haclives-Yomg and Stephen R. Munroe, providing for the payment to each of them of (i) a
cash bonus equal to 435,000 payable upon the closing of any tramsaction involving a change of control
of the Registrant and (1i) an amount equal to one jyear's salary in the event of their termipation of
employment, voluntarily or otherwise, following a change of control of the Registrant. Consummation
of the Reorganization will constitute a change of control under the agreements.

In Juiy 135, Dr. Hunter entered into a consulting agreement with the Registrant pursvant to
which Dr. Hunter received a $50,000 annual retainer plus an additional $1,000 per day for each day
worked in excess of 50 days. In the fiscal year ended May 31, 1989 the Registrant paid $12,500 in
consulting fees to Dr. Hunter. Effective Rugust 1, 1988, Dr. Hunter's consulting agresment was
terminated.

On April 17, 1983, Mr. Karns exercised an option to purchase from the Registrant a membership in
a country club located in Orange County, california for $1,000. The Registrant estimates that the
current market value of Mr. Karns' mesbership js approximately $130,000, subject to a transfer fee of
the greater of $25,000 or 25% of the last quarter's average wembership sales price.
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EBoons Plans

The Registrant has a bcous plan  for officers and other management employees.  Bmounts award:d
under the homus plen are based upon growth in the Registrant's earnings before =stute ant. federal
income tax and depend upon individual salary levels. The Registrant alzo has incentive compensati m
plans for certain of 1its cperational and business development employees. Amounts awarded under thewe
plans are based vpon varying individual performance levels.

Indebtedness of Officers

In 1985, the Registrant loaned $100,000 to James E. Parkhurst, former Senior Vice
President--Business Development, to assist him in the purchase of a home in the Orange County area.
The Registrant considered this loan necessary as 1t required Mr. Parkhurst to relocate from Texas to
California. The loan is evidenced by a promissory note bearing jinterest at 11.5% per annum and due
on May 1, 1990. The largest aggregate amount of such indebledness outstanding during the fiscal jyear
ended May 31, 1989 was $46,952.

In 1985, the Registrant loaned $100,000 to Ms. Potter to s&ssist her in the purchase of a home in
the Orange County area. The Registrant considered this loan necessary as it required M¥s. Potter to
relocate from Florida to Califormia. The loan Is evidenced by a promissory note bearing interest at
10% per anmm and due on December 1, 1990. The largest aggregate amount of such indebtedness
outstanding during the fiscal year ended May 31, 1989 was §56,192.

In 1685, the Registrant Joaned $200,000 to Mr., FKasselmann to assist him in the purchase of a
home in the Orange County area. The Registrant considered this loan necessary as it requirsd MHr.
Kasselmann %o relocate from Missouri to California. 'The loan is evidenced by a promissory note

bearing interest at 10% per annum. The largest aggregate amount of such indebtedness outstanding
during the fiscal year ended May 31, 1989 was $121,038. The loan was forgiven under the terms of Mr.
Kasselmwann's termination agreement.

In 1986, the Registrant lecaned $140,000 to Mr. Carmany to assist him in the purchase of a koo
in the Orange County area, 'The loan was considered necessary by the Registrant as it required Mr.
Catmany to relocate from Florida to California. The loan is evidenced by a promissory note bearing
interest at 10% per annum and due on February 1, 1991, The largest aggregate amount of such
indebtedness outstanding during the fiscal year ended May 31, 1989 was $98,517. On May 3, 1989, Mr.
Carmany's employment terminated, although the loan remains outstanding.

In 1987, RehabCare loaned $200,000 to Mr. Nicol to assist him in the purchase of a home in the
Chesterfield, Missourl area. ‘The Registrant considered this loan necessary as it required Mr, Nicol
to relocate from California to Missouri. 'The loan is evidenced by a promissory note bearing interest
at 8% per annum. The largest aggregate amount of such Jindebtedness outstanding during the fiscal
gear ended May 31, 1989 was $173,333. The loan was forgiven wider terms of Mr. Nicol's termination
agreement.

A1l promissory hotes are secured by deeds of trust on such howes. At July 31, 1989, the total
amount of indebtedness of Messrs. Parkhurst and Carmany and Ms. Potter was $21,787, $68,177, and
$37,193, respectively.
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Stock Options

The Registrant's 1988 1Incentive Stock Option Plan {the “Incentive Plan") and 1988 Nonstatutory
Stock Option Plan (the “Henstatutory Plan") were originally adopted by the Board of Directores on
February 3, 1988 (colleccively, the "Plans") and approved by the Registrant's stockholders at its
1988 anmual meeting of stockholders. The Incentive Plan is intended to qualify as an Incentive Stock
Option Plan under Section 4222 of the Intermal Revenue Code of 1986, as amended (the "“Code"). The
persons eligible for participating in the 1988 Plan as recipients of options and appreciation rights
are the officers and key employees of the Registrant or any of its subsidiaries.

The maximm aggregate number of shares of the Reyistrant’s Common Stock that may be opticned and
sold under the Plans in the aggregate is 950,000, plus the mnuwber of shares issued on exercise of
options which are reacquired by the Registrant upon the exercise of options. The maximm number of
sharas which may be optioned and sold to directors of the Registrant under the Plans in the aggregate
is 250,000 plus the number of shares issued upon exercise of options that are reacquired from
directors by the Registrant upon the exercise of options. The nurber of shares which may be optioned
and sold under the Incentive Plan and Nonstatutory Plan are 750,000 and 200,000, respectively. 1In
the event that options grantel under the Plaws shall for any reason terminate, lapse, be forfeited,
or expire without being exercised, the shares of Common Stock subject to such unexercised options
shall again be available for granting under the Plans, and if such options had been granted to a
director, under the limitation on grants to directors described above.

The number or kind of shares, and the per-share option price thereof, that may be issued in the
zggregate and to individual optionees under the Plans is subject to proportionate sadjustment by the
Registrant's Board of Directors in the event the outstanding shares of the Registrant's Comon Stock
are increased, decreased, changed into or exchanged for a different number or kind of shazes through

reorganization, recapitalization, reclassification, stock dividend, stock split or reverse stock
split.

The Plans are administered by the Registrant's Board, The Board has full power and authority in
jts sole discretion to determine {a) which eligible persons shall receive options; (b) when the
options shall be granted; (c) the terms and conditions, not inconsistent with the provisions of the
Plans, of any options granted; and (d) the mumber of shares which may be issued on exercise of the
options. Under the Plans, the Board nas full pover and authority to interpret the provisions of the
Plans and any option granted under the Plans, The Board may adopt rules and regulations relating to
the Plans. The Roard also has the authority %o delegate some or all of its powers, authority and
discretion under the Plans to a cormittee of not less than two members of the Board.

A1l installments of an option shall expire and terminate on such date as the Board shall
determine, unless earlier terminated as described below, but in no event will an option terminate
later than ten years from the date such option was granted and, in the case of an option granted
pursuant to the Incentive Plan granted to a Restricted Stockholder ({as defined in the Plans), the
option by its terms shall not be exercisable after the expiration of five years from the date the
option was granted.

Installments under optlons which have not jyet become exercisable expire and bervme unexercisable
when an optionee's emplomment or directorship (ag the case may be) with a Participating Company (as
defined in the Plans) is terminated. If such termimation is for any reason other than the death or
total disability of the optionee, in the Board's discretion the opticnee may exercise installments
under the option until the earlier of three months after such terrisation or the applicable option
termination date, but only to the extent such Installmeris were wxercistble on the date of such
termination. However, in the event that an optionee's employment or directership with the Registrant
is terminated "for cause,” then all options, whether wvested or not, shall expire and become
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unexercisable as of the effective date of such termination. “For cause" under the Plans means gross
negligence, willful misconduct or habitual neglect by an optionee in carrying out his or her duties.
If the optionee dies or becomes totally disabled while employed or while serving as a director,
installments under options may be exercised at any time until the earlier of the first anniversary of
the date of termination or the applicable option termination date by the optiopee's heirs or legal
representatives to whom the option passes, but only to the extent that such installments were
exercisable by the optionee on the date of termination by reason of the optionee's desth or total
disability. In the case of any optionez who Iis an employee or director of a Participating Company
which ~ceases to be a Participating Cowpany {an “Affiliation Termination"), such Affiliation
Termination will be deemed for purposes of the Plans to be a termination of such opticnee's
employment or directorship for reasons other than death or total disability.

Under the terms of the Plans, all ootstanding options, as well as the Plans themselves, may bo
affected by the occurrence cf a "Terminating fransaction.® As wused in the Plans, the phrase
“lerminating Transaction" means any of the following events: (a) the dissolution or liquidation of
the Registrant; (b) & reorganization, merger or consolidation of the Registrant with ome or more
other corporations as a result of which the Registrant goes out of existence or becomes a subsidiary
or another corporaticn; (c) a sale of substantially all of the Registrant's property; or (d) a sale
of more than 80% of the Registrant's then outstanding capital stock to another corperation.
Consamiation of the Reorganization will constitute a Terminating Transaction under the Plans.

Upon a Terminating Transaction the Plans and any options theretofore granted will terminate
unless specific written provision lIs made in commection with such Terminating Transaction for the
continuance of the Plans and the assurmption of options theretofore granted, or for the substitution
for such options of new optleons covering securities of a successor employer corporation, or an
affiliate thereof, with appropriate adjustments, in which case the Plans and options shall continue
or be replaced, as the case may be. I the Plans and the options terminate pursuant to a Terminating
Transaction without such provision, all persons holding options then ontstanding under the Plans will
have the right to exercise their options to the full extent not theretofore exercised, including any
installments which have not yet become vested installments. In the event options continue or are
replaced after a Terminating Transaction, the options shall  become fully vested and become
exercisable as to all installments thereof to and sncluding the termination date thereof, in the
event the optionee's employment with the Reglstrant and its successor and all affiliates of the
Registrant and such successor terminates for any reason other than for good cause at any time within
two years after the Terminating Transaction has been completed.

The Plans provide that the Board of Directors may at any time amend, alter, and/or terminate the
Plans, provided, however, that unless required by applicable law, the Board shall not amend the Plans
withont stockholder approval if the acendment would {{} dincrease the maximm number of shares
available for grant under the Plans; ({ii) provide for the administration of the Plans other than by
the Board or a committee thereof; (iii) change the manner of determining the option exercise price;
(iv) change the classes of perscns eligible to receive options or Participating Companies; or (v)
extend the maximum option exercise perled or temm of the Plans. Unless sooner terminated by the
Board, the Plans will terminate on February 3, 19%8.

During fiscal 1989, no options were granted under the Registrant's 1988 Incentive Stock Option
Plan and 1988 Nonstatutory Stock Option Plan; no avecutive officer exercised any cption under such
Plen; all optionees, as a group, exercised options for 31,172 shares at an average exercise price of
$8.125 per shure, The net value realized on such ewercises (market value of the shares on the
exercise date less the exercise price) was $79,622.




Esployee Ssvings Plan

The Reglstrant has an Employee Savings Plan in which all eligible employees of the Registrant
are permitted to participate. The Exployee Savings Flan is intended o qualify under Section 401(a}
of the Code as & profit sharing plan and with respect to its cash or deferred arrangement, under
section 401(k) of the Code. Employeces are eligible to pariicipate on each Jamuary 1 or July 1
commencing with or next following (1) the completion of a six consecutive month peried in which he or
she completes two iondred fifty hours of service, such period to be the period beginning on the date
the employee commences service or in a succeeding six month period or (i1) the conpletion of the
twelve month perliod beginning on the date the employee coomences service in which he or she performs
one thousand hours of service, Participstion is voluntary. B participant mav defer from 2% to 17%
of his or her compensation.  The Reglstrant makes matching contributions equal to three-fourths of
each participant's contribution up to 3 mayirum  of 6% of  each participant's compensation.
Forfeitures occurring in a calendar quarter are used to reduce the Registrant's matching
contributions. Parlicipants are 100% vested in their own contributions and effective July 1, 1988
the Registrant's matching contributions vest over three years

Participants may elect to invest their contributions in ome or more of four investment options,
i.e. the Registrant's Common Stock, a guaranteed income fund, a diversified equity fund or an
jnsurance fund.

Distributions are only made wpon termination of employment, death or tota]l and permanent
disability; however, the “mployee Savings Plan provides for withdraials once a plan jyear of a
participant's own contribution prior to termination of employment on account of financial hardship
which is determined in accordance with regulations under the Code.

participants do not have the right to vote directly the shares of the Registrant’s Comman Stock
allocated to his or her account, but each participant has the right tc imstruct the Comittee {as
defined 1n such Plan) how to vote those shares. To the extent the participant fails to direct the
Coomittee as to  the exercis: of voting rights, the trustee has sole discretion 4in voting those
ghares.

stmar]of(:ertainotber(:mpensatinn

With respect to the Registrant's Financial Security and Employee Savings Plans, the following
toble sets forth amounts paid, accrued or distributed during the fiscal year ended May 31, 1989 for
each of the five most highly compensated executive officers of the Registrant and for all executive
officers as a group.

Financial Esployee
Bare of individual Security Savings
or_group Plan Plan

B, Le8 KAITSe.erassvavasnsrassssnsisonnssass $242,083 $ 16,392
W, James PLCOliievsaasrsvnsnnsnsve cone on -- 14,123
Robert L. Kasselman...seeeresnarvasrnasnsene 20,457 1,879
James P, CAITONY-eeearrsssransssnsrasnsasens 7,040 7,251
Stephen R, MURKOB..cvsvsrisssnranronrsorsrss - 376
A1 executive officers {16 persons) as a

grotp (1)secesvsrssnenssanranesnansssnrnee $298,900 $106,007

- e ———

(1) Rmeunts are $ncluded fur periods during which ths »v  tive officers served as such.
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Members of the BRegistrant's Board of Directors who are not full-time employees of the Registrant
each received a $5,000 retainer for their services as directors during the fiscal year ended May 31,
1985 =and 45,000 for each reqular Board meeting attended. Directors are not compensated for
attendance at Board committee meetings or for participation in telephonic board meetings. Messrs.
Karns, Kasselmann and Nicol did not receive any compensation for serving as directors.

Ttem 12. SECURTTY OMEERSHIP OF CERTAIR BENEFICTAL OWEERS RND MANAGEMERT.

hs of BAugust 7, 1989, 10,173,663 shares of the Pegistrant's Common Stock were issued and
cutstanding. The following table sets forth, as of the s&bove date, information with respect to
beneficial ownerchip of the Registrant's Common Stock by each stockholder known to be a beneficial
owmer of more than 5% of the outstanding Common Stock of the Registrant, by each director who owns
shares and by all officers and directors as a group.

Amcust and
Rature of Beneficial Owoership
¥o. of Percent
of individual or growp Shares of Class

Invista Capital Management, Inc. (formerly Value Investers, Inc.) 670,595(1) 6.6%
£01 Locust, Suite 1150, Des Moines, Iowa

. . tholas Company, Inc. 631,000(1) 6.2
‘00 North Water Street, Milwaukee, Wisconsin

Wellington Management Cospany/Thorndire, Doran, Paire § Lewis 903,488(1) 7.9
28 State Street, Boston, Massachazetis

Warren G. Elliott, Esg. 500

Robert B. Hunter, M.D. 15,766{2)

B. Lee Karns 298,:30(23(3)

Robert L. Kasselmann 29,758({2)(3)

Stanley R. Nelson 1,000

Tom E. Nesuitt, 5r., M.D. 1,000

W. James Nicol 7,280{2)(3)

211 directors and officers (21 persons) as a group 428,368({2){3)

* Jess than 1%.

(1) The nurber of shares in the table ls taken from filings made by Invista Capital Management, Inc.
("Invista") as of December 31, 1988, Nichclas Company, Inc. (™Wichclas") as of February 12,
1989, and Wellington Management Company/Thorndike, Doran, Palne & Lewis ("Wellington") as of
February 9, 1989, with the Securities and Exchange Comnission reporting beneficial ownership.
Such filings indicate that Invista in its capacity as investment advisor has shared voting power
and sole investment power with respect to all such shares, that MNicholas in its capacity us
investment advisor has sole voting and investment power with respect to all wsuch shares, and
that Wellington In its capacity as investment advisor has shared voting power with respect 1o
340,577 shares and shared investment power with respect to all such shares.

Includes currently exercisable options granted under the Registrant's Plans for the following
mzmber of shares and at the following average exercise prices: Dr. Hunter 11,266 shares at
£13.31; Mr. Kams 32,034 shares at $9.95; Mr. Kasselmann 15,368 shares at $11.93; Mr. Micol
4,102 shares at $8.13; and all directors and officers as a group 106,659 shares at $9.77.

(Footnotes continued on following page)
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(3) Includes sharss held by thas independent trustee of the Registrant's Erployee Savings Plan and
allocated to the accounts of directors and officers as of March 31, 1983, as {follous: 22,213
stares allocated to Mr, Rarps; 926 shares allocated to Hr. EKasselmann; 2,614 shares allocated to
¥r. Nicol; and 49,266 shares allocated to all  directors and officers as a group. Unless
otberwise indicated, the persons named in  the table possess sole voting and investment power
with respect to the shares listed {except to the extent such authority is shared with the
trustee of Registrant's Employee Savings Plan or with spouses under applicable les).

A a special meeting of the stockholders of the Registrant to bo held on September 13, 1989, the
stockholders of the Registrant will act upon a proposal to adopt the Reorganization Agreesent. The
Reorganization Agreement contenplates the Reorganization of the Registrant and Pirst Hospital whereby
FHC-ConpCare will becume the parent company of each of the Registrant and Farst Hospital.

If the Recrganization is approved and effected, each sbare of the Registrant’s Commn Stock
outstanding Immediately prior to the Reorganization f{otber than shares held by the Registrant or any
of its subsidlaries and other than, ¢hares held by holders who have projerly exercised their eoppraisal
rights under Delaware law) will be converted into the right to rcceive 43,70 in cash, 0.78 of a share
of Comon Stock of FHC-CompCare and  $2.75 printipal amount of senior ~ubordinated debentures of
FHC-CompCare. In  addition, each First Hospital Common Share will be converted into one and
cne-quarter shares of FHC-CompCare Common Steck.

The stockholders of the Reglistrant will receive in the aggregate approximately 7,935,457 shares
of FH(-CompCare Cormon Stock, which represent approximately 39% of the voting power of the shares cf
FHC-CompCare Comwon  Stock anticipated to be outstanding impediately after the Reorganization. The
stockholders of First Hospital will receive in the aggregate approximately 12.631,474 shares of
FHC-CompCare Common  Steck, which represent approximately 61% of the voting power of the shares of

FHC-CorpCare Comvon Stock expected to be outstanding immediaiely after the Reorganization.
Tiem 13. CERTAIN RELATIORSHIPS AXD RELATFD TRANSACTICEIS.

There is hereby incorporatea by reference the information oppearing in Item 11 of Part 11X
Upgacutive Coepensation - Deferred Compensation and Other Agreements® and "Indebtedness of Officers.




PART TV
Item 14. EXHIBTYS, FINARCTAL SYATEREN? SCHYDULES, LD REPORYS (N PORd B8-K.
{a) 1. Finoncial Stateserts
Included in Part II of this report:

Report of Independent Certified Mblic Accountants

Consolidated Balance Sheets at May 31, 1989 and 1988

Consolidated Statements of Earnings for years ended May 31, 1989, 1938 and 1987

Consolidated Statements of Stockholders' Equity for years ended Hay 31, 1989, 1938
and 1987

Consolidated Statements of Cash Flows for ysars ended May 31, 1989, 1988
and 1987

Notes to Consolidated Financial Statements

2. Firancial Statement Schedules
V. Property and Equipment
VI. Accumulated Depreciation and Amortization of Prperty and Equipment
X. Supplementary Statements of Zarnings Information

Other schedules are omitted, as the required information 3s inapplicable or the information is
presented in the consolidated financial statements ar related notes.

3, Exhibits
Exhibit
Rurber Description and Beference

2.1 Agreement and Plan of Reorganization, dated as of Apridl 25, 1989, as amended,
among the Registrant, FHC-CanpCare, Inc. and First Hospital Corporation{il)

31 Restated Certificate of Incorporation{S)

3.2 Restated Bylaws as amended Judy 14, 1986(4)

4,1 Indenture dated Mpril 25, 1985 between the Registrant and Bank of America, NT&SA
relating to Convertible Subordinated Debentures{2)

4.2 Amended and  Restated Loan  Agreement ted as of July 20, 1987 among the
Reyistrant, Union Bank, Centerre Bank, National MAssociation, end Southeast Bank,
H.A.(B)

4.3 First Amendment 1o Mmended end Restated Loan Agreerent dated as of January 25,
1988 among the Registrant, Union Bank, Centerre Bank, N.A., and Southeast FRank,
WAAT

4.4 Second Amendment to Amended and Restated Loan Agreement dated as of Harch 17,
1988 among the Registrant, Unjon Bank, Centerre Bank, H.A., and Southeast PBank,
N.3.(7)

4.5 Third Amendment to Nmnded and Restated Loan Agrecment dated as of July 7, 1989
among  the Registrant, Union Bank, The Boatmen's Fational Bank of St Louis, and
Southeast Bank, H.A. (filed herewith)

4.6 Letter Mgreement dated as of March 17, 1888, as amended, between the Reglistrant
and Union Bank(10)

4.7 Letter Agreement dated as of Septesber 20, 1988, as azended, Detucen *he
Registrant and Union Bank (filed herewith)

J
!
I
T
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Amendment to letter agreements dated as of July 7, 1989 between the Registrant
ond Union Bank {filed herewith}

Trust Indenture dated as of July 1, 1988 emong the Registrant, Starting Point
Incorporated, Carelnit Hospital of Ohio, Inc., and Security Pacific Natiomal
Bank, relating to Senior Secured Notes (10)

Rights Agreenent dated as of April 19, 1983 between the Registrant and Security
Pacific Hational Bank(g)

Standard form of CareUnit Contract (10)

Standard form of CarePsychCenter Contract (10)

The Registrant's Exployse Savings Plan, as amended and restoted(9)

Deferred Compensation Agreement dated April 6, 1982 betwoen the Registrant and
B. Lee Karns {10)

Amendment No. 1 to Deferred Compensation Agreement dated September 20, 1983
between the Registrant and B. Lee Xarns{l)

Amendrent %o, 2 to Deferred Compensation Agreement dated Bpril 21, 1986 between
the Registrant and B, Lee Xarns(4)

Form of Individual Death Benefit Agreement(l)

Financlial Security Plan for executive managecent(3)

The Registrant's 1988 Incentive Stock Opticn and 1388 Nonstatutory Stock Option
Plans{9)

Form of Stock Opticn Agreement (10)

Form of Indeenity Agreement (10)

Description of Execative Bonus Plan(3)

Guaranty Agreement dated June 1, 1982 among CareMancr of Kortheast Florida, the
Regisirant, Womlar, Inc., Burch Williams, Arthur Lucas, Fred dhern, Sr., and
Algie Cutlaw and Southeast Bank, H.2. (10)

Joint Venture Agreement dated June 17, 1983 betwcen the Registrant and Voluntary
Health Enterprises, Inc.(1)

Agreements between the Reglstrant and SmockEnders, Inc.(3)

City of Coral Springs, Florida Industrial Development Revenue Bonds {Carei it of
Coral Springs Project) dated Seplesber 19, 1983 in che amount of §6,000,000(1)
Executive Employment Agreement, dated as of March 22, 1989, between the
Registrant and Marilyn U. MacNiven-Young (filed herewith)

Executive Employment Agreement, dated as of March 22, 1983, betwesn the
Registrant and Stephen R. Munroe (filed herewith)

Separation and Release Agreement, dated June 30, 1989, between the Registrant and
W. James Bicol (filed herewith)

Separation and Release Agreement, dated June 30, 1939, between the Registrant and
Robert L. Kasselmann (filed herewith)

Computation of Earnings per Share {filed herewith)

List of the Registrent's subsidiaries (filed herewith)

Report and conseni of Peat Marwick Main & Co. (filed herewith)

The Registrant's definitive Proxy Statement for the Registrant's special meeting
of stockholders to be held September 13, 1939 (filed herewith)

Piled as an exhibit to the Registrant's Form 10-X for the fiscal year ended May 31, 1984,

Filed as an exhibit to the Registrant’s Foim $-3 Reglistiration Statement No. 2-57160,

Filed as an exhibit to the Registrant's Form 10-K for the fiscal year ended May 31, 1985,
Filed as an exhibit to the Registraut's Farm 10-F for the fiscal year ended May 31, 1986.




(5) Filed as an exhibit to the Registrant's Form 10-0 for the quarter ended Avgust 31, 1936,
(6) Filad as an exhibit to the Registrant's Form 10-K for the fiscal gear ended May 31, 1987.

{7) Filed as an exhibit to the Registrant's Form 10- for the quarter ended February 29, 19E8.

(8) Filed as an exhibit to the Registrant's Porm B-K dated May 4, 1988,

(9) Filed as an exhibit to the Registrant's Post-Effective Amendment No. 1 to Fom 5-8 Registration
Statement No. 33-6520.

{10) Filed as an exhibit to the Registrant's Form 10-K for the fiscal year ended May 31, 1938.

{11) Filed as an anpex to the Registrant's definitive proxy statement for the special meeting of
stockholders to be held September 13, 1989.

{b) Reports oo Farm 8-K

During the guarter ended May 31, 19892, no reports on Form 8-K were filed.




SIGHATURES

Pursuant to the require~~ts of Section 12 or 15(d) of the Securities Exchange Bet of 1934, the
wart to be simmed on its behalf by the undersigned, thereunto duly

Registrant has duly caused this
authorized, Augest 16, 194¢3.

COMPREHERSIVE CARE CORPORATICH

MW' -

By,

B. LEE KARNS

Chairman of the Board and President

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

indicated.

Signiture

(MK e

B. LEE KARNS

STEPHEN R. MUNROE

N/

MARK A. EDWARDS

WARREN G. ELLIOTT, ES{.

ROBERT B. HUNTER, M.D.

ROBERT L. KASSELMANN

Titly

Director, Chairman of the

Board, and President

(Chief Executive Officer)

Senior Vire President and
Chief Financial Officer
(Principal Financial Officer)

Senior Vice trasident

and Corporate Controller
(Principal Accounting Officer}

Director

Director

Director

-
Bugust 23, 1989

August-l'f 1989

Rugust 2%, 1989
Dugust __, 1959
RBugust __, 1989

August __, 1389
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SIGHATURES

Pursuant to the requirements of Section 13 or 15(d) of the Securities Exchange Act of 1934, the
Registrant has duly caused this report to be signed on its bebalf by the undersigmed, thercunto duly
authorized, Rugust 16, 1989,

COMREHENSIVE CARE CORPORMTION

By

B. LEE KARMS
Chairman of t{he Board and President

Pursuant to the requirements of the Securities Exchange Act of 1934, this repor. has been signed

below by the following persons on behalf of the Registrant and in the capacities and on the dates 30
indicated.

Sigoature Title Eate

Director, Chairman of the
Board, and President
(Chief Executive Officer) August __, 1989

B. LEE KARNS

Senior Vice President and
Chief Financial Officer
(Principal Financial Officer} August 1389

pu—

STEPHEF R. MUNROE

Senior Vice President
and Corporate Controller
(Principal Accounting Officer) August __, 1989

MARK A. EDWARDS

Dpotn (Dt
,ZMM # Director Jugust2H, 1389

WARREN G. ELLIOTT, £5Q.

Director Awgse _, 1989

ROBERT B. HIMTER, M.D,

Director Aogust __, 1989
ROBERT L. KASSELMANN
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SIGNATURES

Pusnant to the requirements of Section 13 or 15{d) of the Securities Exchange Act of 1934, the
Registrant has duly caused *lis report to be signed on its behalf by the urdersigned, thereunto duly
authorized, Angust 16, 1989,

COMPREHERSIVE CARE CORPORATICH

By,

B. LEE XARNS
Chairman of the Board and President

Pursuant to the requirements of the Securiiles Exchange Act of 1934, this report has beenu signed
below by the following persons on behalf of the Registrant and in the capacities and on the dates so
indicated.

Signature Title Date
Director, Chairman of the

Board, and President
{Chief Executive Officer) Rugust __, 1989

B. LEE KARNS

Senior Vice President and
Chief Financial Officer
(Princival Financial Officer) August __, 1989

STEPHEN R. MUNROE

Senior Vice President
and Corporate Controller
(Principal Accounting Officer) BAuqust __, 1989

MARK A. ELWRRDS

Director Angust _ , 1989

WARREN G. ELLIOTT, ESQ.

/ //i'/ / / / ////' Director Rugust2 g, 1989

ROBERT B. HUH'I’ER, N.D.

Director August __, 1989

ROBERT L. KASSELMANN
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SIGRATURES

Fursnant to the requirements of Section 13 or 15(8) of the Securities Exchange 2  of 1934, the
Registrant bhas duly caused this report to be signed on its behalf by the undersigned, thereunto duly
authorized, August 16, 1983.

CONTREHERSIVE CARE COREQRATION

B. LEE KARNS
Chairman of the Board and President

Pursuant te the requirements of the Securities Excharge Act of 1934, this report has been signed
below by the following persons on behalf of the Registrant and in the capacities and on the dates so
indicated.

Title
Director, Chairman of the

Board, and President
{Chief Executive Officer) August _ , 1989

B. LEE KARNS

Senior Vice Pres.dent and
Chief Financial Officer
(Principal Financial Officer) fAugusc _, 1989

STEPHEN R. MUNROE

Senior Vice President
and Corporate Controller
(Prircipal Rccounting Officer) lRugust __, 1589

Director Rugust __, 1989

WARREN G. ELLIOTT, ESQ.

Bugust _, 1989

ROBERT B. HUNTER, M.D.

%MW Director Rugust éﬁeag

VT ¥N T RobsRT L. XASSELMANN




SIGHATURES (coatinved)

Signatore

S, Vet o

EY R. NELSON

Director Jugust __, 1989

TO% E. NESBIIT, SR., M.D.

Director August __, 1989

W. JAMES NICOL
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SIGEAYURES (continued)

Siqratore Title Date
Director August __, 1989
STANLEY R. NELSON
t
——
Director August 29, 1389 i

TOM E. NESBITT, 3R., M.

Directer August __, 1989

W. JAMES NICGL
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CFPREAENSTVY CARE CORPORNITON MMD SUBSTDIARTES
Schedule V--Property ond Dyuipscot |
For the Years Ended ¥ay 31, 1989, 1983 aud 1987
Balance at
Boginning of Additions Sales and Reclass-

Period at Cost_ Retiresents ifications(l)
(Dollars in thousands)

Year epded May 31, 1989
Land and improvements......... $ 24,071 $ - 1,34 £ (7,89)
Buildirgs and improvements.... 95,187 8,709 {9,569}
Furniture and equipmeit....... 24,470 4,374 1676)
Leasehold improvementSeseesves 174 198 551
Capitalized huilding leases... 2,704 == -

End of
Period

$ 14,841
82,435
22,409

1,765
2,704

$146,606 $14,615 %(16,550)

$124,154

Year ended May 31, 1988
Land and improvement . ......s. $ 27,065 $ 4 ${3,035)
Buildings and impror . ntr .. 77,346 14,851 3,035
Purniture and equipme.n. . .. 20,893 4,263 -
Leasehold improverentS........ 213 19 -
Capitalized building leases... 2,704

$24,0Mm
95,187
24,470
174
2,704

$128,221  $19174

Year ended May 31, 1987
Land and improvementS......... $ 14,666 $12,399
Buildings and improvements.... 54,417 22,974
Purniture and equipment....... 17,487 3,686
Leasehold improvementS........ 204 9
Capitalized building leases... 2,704 -
$ 89,278  $39,068

(1) Includes amounts which bave been reclassified in 1989 to property and equipment held for sale.
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SCHEDULE VI

COAPREIENSTVE CARE CORPORATION AXND SURSIDIRRIES

Schedule VI--Accmmulated Nepreciation and Amortization of Property and Equipment

For the Years Ended Bay 31, 1989, 1983 and 1987

Balance at fdditians Sales Balanve at
Beginning o[ Charged ard Reclass- End of
Perisl _ %o Bwronse Retirenents ifications{l Period

(bollars in thousands)
Year ended May 31, 1989

Buildings and improvemenris . $12,406 $3,682 $1,328 $(1,401) ¥ 13,359
Furniture and equipmenc...... 10,832 2,955 2,139 (390) 11,258
Leasehold imprevzvents....... 93 159 6 492 734
Capitalized buiiding leases.. 1,620 106 - - 1,726
4,951 46,902 3,473 £(1,299) $ 27,081

Year ended May 31, 1958
Buildings and improvesents... § 8,893 £3,530 $17 £ - $12,406
Furniture and equipment...... 5,434 2,961 563 - -- 10,832
Leasehold improvements....... 99 21 ex) -- 93
Capitalized building leases.. 1,528 97 _- - 1,620
18,949 6,609 607 $ - $£24 951

Year ended May 31, 1957
Bulldings and improvements... $ 6,595 $2,570 $ - $ (272) $ 8,893
Purniture and equipment...... 5,926 2,217 41 F1 8,434
Leasehold improvements....... 69 30 -- - g
Capitalized building leases.. 1,404 119 == -- 1,523
$13,994 $4,9% $41 - $18,949

(1) Includes amounts which have been reclassified in 1989 to property and eguipment beld for sale.
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COMPREHERSIVE. CARE CORPCRATI(OR AND SUESIDIKRTES
Schedulr I--Swpplesentary Statements of Earnings Infarwation
For the Years Ended Bay 31, 1589, 1988 and 1987

Ray 31,

189 1388 2 1397
{Dollars in thousands}

Advertising costS.ceeaciscacanriae $14,9%4 $15,472 $16,107

67
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COXPREMERSIVE C2RE CORPORMTION B¥D SURSIDIRRIES
ESHIBIT INDSX

¥ISCAL VEAR ENDSD @Y 31, 1989

Description

Third Armendment to Amended and Restated Loan Agreenent dsted as

of July 7, 1989 among the Registrant, Union Bank, The Boatmen's
Kational Bank of St. Louis, and Southeast Bank, K.A.

Letter Agreement dated as of September 20, 1988, as amepded, between
the Registrant and Union Bank

Amendment to letter agreements dated as of July 7, 1989 between

*he Registrant and Union Bank

Exetutive Employment Agrecment, dated as of March 22, 1989, between
the Registrant and Marilyn U, MacNiven-Young

Executive Emplorment Agreement, dated as of Harch 22, 1989, between the
Registrant and Stephen R. Munroe

Separation and Release Agreement, dated June 30, 1939, between the
Registrant and W. James Kicol

Separation and Release Agreement, dated June 30, 1989, between the
Registrant and Robert L. Kasselmann

Computation of Earnings per Share

List of the Registrant's subsidiaries

Report and consent of Peat Harwick Main & Co.

The Registrant's definitive Proxy Staterent for the Registrant's
special meeting of stockholders to be held September 13, 1989

Sequentially
Babered
Page
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COMPREHENSIVE CARE CORPORATION
SCHEDULE OF SUBSID1ARIES

SUBSIDIARY NAME

NPHS, INC.

CAREMANOR HOSPITAL OF WASHINGTON, INC.

TRINITY OAKS HOSPITAL, INC.

CPREMANOR HOSPITAIL OF VIRGINIA, INC.

TERRACINR CONVALESCENT HOSPITAL & HOME, INC.

CAREUNIT, INC.

CAREUNIT HOSPITAL OF ST. LOUIS, INC.

STARTING POINRT INCORPORATED

CAREUNIT HOSPITAL OF ALBUQUERQUE, INC.

COMPREHENSIVE CARE CORPORATION

CARZUNIT HOSPITAL OF NEVADA, INC.

CAREUNIT CLINIC OF WASHINGTON, INC.

CAREUNIT REDEVELOPMENT CORPORATION

CAREUNIT HOSPITAL OF OHIO, INC.

CEREUNIT OF FLORIDA, INC.

COMPREHENSIVE CARE CORPORATION
(CANRDA) LTD.

REHABCARE CORPORATION

TWELVE POINT RIDGE, INC.

CAREUNIT OF CHICAGO, INC.

VIDECHEALTH, IRC.

CAREUNIT, IRC.

CRREFASS, INC.

EXHIBIT 22

STATE OF
INCORPORATION

California

Washington

Texas
California
California
California
Missouri
california
New Mexico
Nevada
Nevada
Washington
Missouri
Ohio
Florida

Canada
Delaware
Oklahoma
Illinois
California
Delaware

Delaware

A YA A



INDEPENDEN? CERTIFIED PUBLIC ACCOUNTANTS®

REPORT ON SCHEDULES AND CONSENT

To the Stockholders and Board of Directors
Comprehensive Care Corporation:

The audits referred to in car report dated August 28, 1989 included the related financial
statement schedules as of May 31, 1989 and for each of the years in the threg-year period epded
May 31, 1939 included in Form 10-K. These financial statement schedules are the responsibility of
the Coopany's managemsnt. Our responsibility is to express an opinfon on these financial
statement schedules, hased on our avdits. In our opinlon, such financial statement schedules,
when considered in relation to the basic consolidated financial statements taken as a whole,
present fairly in all mterial respects the information set forth therein.

Our report dated August 28, 1989 contains two separate explanatory paragraphs which state:

As discussed in Note 14 to the financial statements, the Company is a defepdant in a lawsuit
filed by its partoer in a joint venture. The camplaint  asks for, among other things,
dissolution of the joint venture apd coopensatory and punitive damages. The Company has
filed its answer to the complaint and intends to file a counterclaim. In addition, the
Company is currently wundergoing a payroll tax audit by the Internal Revente Service for
calendar gyears 1983 and 1984. The IRS agent conducting the audit has verbally assarted that
certain physicians and psychologists engaged as independent contractors by the Company should
have been treated as emplogees for payroll tax purposes. The ultimate outcase of these
matters cannot presently be determined.

The accompanying financial statements have been prepared assuming that the Coopany will
continue as a going concern. As discussed in Note 16 to the fimancial statements, the
Carpany has a substantial portion of its debt due upan the earlier of Septvsber 15, 1983 or
the clusing date of a proposed recrganization, or 90 days after abandopment or termination of
the reorganization agreement if terminated prior to September 15, 1989, and expects to incur
negative cash flow from cperations for fiscal 1990. The need for additional financing to
repay debt as it comes due and finance the Company's anticipated negative cash flow frwm
operations for fiscal 1990 raise substantial doubt about the Conpany's ability to continue us
2 going concern. Management's plans in regards to these matters are also described in Yiote
16.

The consolidated financial statements and financial statement schedules do pot  include any
adjustments relating to the recoverability and classification of reported ascet amounts or the
amounts and classification of 1iabilitias that alght  result from the outcome of these
uocertainties.

We consent to the Incorporation by reference in the Registration Statements {Nos. 33-6520 apd
33-30%91) on Form S5-B8 of Comprehensive Care Corporation and in the Registration Statement (ho.
33-30406) on Form S-4 of FHO-CompCare, Inc. of our report dated August 28, 1982 relating to the
consolidated balance sheets of Comprebensive Care Corporation and subsidiarles as of May 31, 1989
and 1988 and the related consolidated statements of earnings, stockholders' equity and cash flows
for the years thenm ended which report eppears In the May 31, 1969 annwal report on Form 10-K of

Ceoprehensive Care Corporation.
Poal Tanwed Thain ¢ (o,

Orange County, California
Avgust 28, 1989
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COMPREHENSIVE CARE CORPORATION

18551 Von Karman Avenue
Irvine, California 92715

NOTICE OF SPECIAL MEETING OF STOCKHOLDERS
TO BE HELD SEPTEMBER 13, 1989

NOTICE is hereby giver: that a special meeting of stocknolders of Comprehensive Care Corpora-
tion, a Delaware corporation (“CompCare”), will be held at CompCare’s corporate headquarters,
18551 Von Karman Avenue, Irvine, California, on Wednesday, September 13, 1989, at 9:00 a.m.,
California time, for the following purposes:

1. To consider and vote upon a proposal to adopt an Agreement and Plan of Reorganization, dated
as of April 25, 1989, as amended (the “Reorganization Agreement”), by and among FHC-CompCare,
Inc., a Delaware corporation formed for the purpose of effecting the transactions contemplated by the
Reorganization Agreement (the “Company”), CompCare and First Hospital Corporation, a Virginia
corporation (“First Hospital”), all as described in the accompanying Proxy Statement-Prospectus. The
Reorganization Agreement provides, among other things, for the following transactions and the
transactions described in the Proxy Statement-Prospectus (sometimes collectively referred to herein
as the “Reorganization™):

(a) the merger of Comprehensive Care Acquisition Corp., a Delaware corporation and a
wholly owned subsidiary of the Company (“SubI”), with and into CompCare pursuant to the
Comprehensive Care Cerporation Agreement and Plan of Merger, dated as of April 25, 1989, as
amended, by and among the Company, CompCare znd Subl, in which merger each share of
Common Stock of CompCare, par value $.10 per share ("CompCare Common Stock™), outstand-
ing immediately prior to the Reorganization {(other than shares held by CompCare or any of its
subsidiaries and other than shares held by holders who have properly exercised their appraisal
rights under Delaware law) will be converted into the right to receive $3.00 in cash, 0.78 of a share
of Common Stock of the Company, par value 3.01 per share (“Company Common Stock™), and
$2.75 principal amount of senior subordinated drbentures of the Company (the “Merger Deben-
tures”), which will result in the stockholders of CompCare receiving in the aggregate approxi-
mately 7,935,457 shares of Company Common Stock n the Reorganization, which represents
approximately 39% of the shares of Company Common Stock anticipated to be issued and
outstanding immediately after the Reorganization;

(b) an exchange pursuant to agreements among the Company, First Hospital and partjcipat-
ing First Hospital stockholders (the “Exchange™} whereby the Company will receive from 85% to
100% of the outstanding Common Shares of First Hospital, $.03-% par value (“First Hospital
Common Stock™), held by such stockholders, in exchange for up to 12,631,474 shares of Company
Common Stock (which represents approximately 61% of the shares of Company Common Stock
anticipated to be issued and outstanding immediately after the Reorganization) at a rate of one
€@nd one-quarter shares of Company Common Stock for each share of First Hospital Common
Stock, which Exchange will be immediately followed, in the event the Company receives less than
100% of the outstanding shares of First Hospital Common Stock in the Exchange, by a merger of
First Hospital Acquisition Corp., 1 Virginia corperation and a wholly owned subsidiary of the
Company (“Subll”), with and into First Hospital pursuant to the First Hospital Corporation
Agreement and Plan of Merger, dated as of April 25, 1989, by and among the Company, First
Hospital and Subll, in which merger each share of First Hospital Common Stock outstanding
immediately prior to the Reorganization held by holders who have not participated in the
Exchange (other than shares held by the Company, or First Hospital or any of its subsidiaries and
other than shares held by holders who have properly exercised their dissenters’ rights under
Virginia law) will be converted into the right to receive one and one-quarter shares of Comnpany
Common Stock,
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2. To transact such other business as may properly come before the meeting or any adjournment
or postponement thereof,

The Board of Directors has fixed the close of business on Monday, August 7, 1989, as the record
date for the determination of stockholders entitled to receive notice of and to vote at the meeting.

By Order of the Board of Directors
/A MEM NotitbolhBon- Foons
MARILYN U. MACNIVEN-YOUNG,

Secretary

Irvine, California
August 14, 1989

YOUR VOTE IS IMPORTANT

WHETHER OR NOT YOU EXPECT TO ATTEND THE SPECIAL MEETING IN PERSON,
PLEASE COMPLETE, DATE AND SIGN THE ENCLGSED PROXY CARD AND RETURN IT
PROMPTLY IN THE ENCLOSED FOSTAGE PREPAID ENVELOPE.

THE PROXY IS RI'VOCABLE AND WILL NOT AFFECY YOUR RIGHY TO VOTE IN PERSON
IF YOU ATTEND THE MEETING. YOUR ATTENDANCE 1% WELCOMED.,






