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COMPREHENSIVE CARE CORPORATION
{Exact name of Registrant as specified in its charter)

Delaware 95-2594724  f11§
(State or other jurisdiction cf (I.R.S. Employer &g
incorporation or organization) Identification No.)

1795 Clarkson Road
Suite 301
Chesterfield, Missouri 63017 63017
(Address of principal executive offices) {Zip code)

Registrant’s telephone number, including area code (314) 537-1288

Securities registered pursuant to Section 12(b) cf the Act:
Name of each exchange on

Title of each class which registered
Common Stock, Par Value $.10 per share New York Stock Exchange, Inc,
Common Share Purchase Rights New York Stock Exchange, Inc,

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

7 1/2% Convertible Subordinated Debentures due 2010
(Title of Ciass)

Indicate by check mark whether the Registrant (1) has filed all reports required to be filed by Section 13 or
15(d) of the Securities Exchange Act of 1934 during the preceding 12 months (or for such shorter period that the
Registrant was required to file such reports), and (2) has been subject to such filing requirements for the past 90
days,

Yes X  No___

The aggregate market value of voting stock held by non-affiliates of the Registrant at August 31, 1990, was
$18,572,751.

At August 31, 1990, the Registrant had 10,173,663 shares of Common Stock outstanding.
Documents Incorporated by Reference
Part 11T incorporates information by reference from the Registrant's joint proxy and revocation of consent

statement in opposition to the solicilation of consents by a dissident group of stockholders o remove and elect
directors, which joint proxy and revocation of consent statement has been filed,
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Item 1. BUSINESS.

The Registrant, Comprehensive Care Corporation, is a Delaware corporation which was organized in January
1969, The Registrant is primarily engaged in the development, marketing and management of programs for the
treatment of chemical dependency, including alcohol and dsugs, and psychiatric disorders. It is a national provider
of chemical dependency treatment programs. The programs are provided under contractual agreements with
independent general hospitals or at freestanding facilities owned and/or operated by the Registrant. A wholly owned
subsidiary, CareUnit, Inc., develops, markets and manages the Registrant’s chemical dependency and psychiatric
contract programs. During fiscal 1990, chemical dependency and psychiatric treatment programs accounted for
approximately 72% of the Registrant’s operating revenues. A wholly owned subsidiary of the Repistrant,
RehabCare Corporation ("RehabCare") develops, markets and manages programs for the delivery of comprehensive
medical rehabilitation services to functionally disabled persons, The following table sets forth for each of the years
in the five-year period ended May 31, 1990, the contribution to operating re venues of the Registrant’s freestanding
operations, CareJnit, Inc. contracts, RehabCare programs, and its other activities.

Years Ended May 31,
1990 1989 1988 1987 1986

Freestanding operations . ..vevevenvevasrs S3% O02% 58% 53% 56%
CareUnit, Inc. cORtraActs . ..ovvvevvvinnnae 19 21 28 35 38
RehabCare programs . o.ovvvvvnienensons 23 12 8 6 1
Otheraclivities . .. vvvvnnrnneevnaneesss 5 5 6 6 5

100% 100% 100% 100% 100%

First Hospital Corporation Transaction. In April 1989, the Registrant entered into an Agreement and Plan of
Reorganization, as amended, by and among the Registrant, First Hospital Corporation, a Virginia corporation, and
FHC-CompCare, Inc., a Delaware corporation formed for the purpose of effecting the transactions contemplated by
the reorganization agreement. Al a special mesting of the stockholders of the Registrant held in September 1989,
the stockholders of the Registrant approved the proposed reorganization. However, in late October 1989, one of
First Hospital Corporation’s lenders advised First Hospital Corporation that it would not proceed with the financing
necessary 1o fund the proposed reorganization and on October 26, 1989, the Registrant terminated the
reorganization agreement. For a discussion of current litigation relating to the terminated reorganization, sce Item
3, "LEGAL PROCEEDINGS".

FREESTANDING OPERATIONS

The Registrant currently operates or participates in the operation of 17 facilities representing 1,513 available
beds, Freestanding facilities are either owned or leased by the Registrant or by joint ventures in which the
Registrant and its partners share in the profits or losses. One psychiatric hospital (41 available beds) managed by
the Registrant is leased by such a joint venture, and one psychiatric hospital (100 available beds) is managed by tha
Registrant’s parmer in the joint venture. In fiscal 1990, the Registrant had a 50% interest in this joint venture. In
fiscal 1590, a joint venture in which the Registrant participated sold its interest in a 69-bed psychiatric facility
Jocatzé in Sacramento, California. The Registrant also closed CareUnit of San Diego and CareUnit Hospital of St.
Louis, 92- and 144-bed, respectively, chemical dependency facilities. In May 1990, the Registrant closed the 25-
ted Starting Point, Grand Avenue facility in Sacramento, California and transfetred those operations to Stariing
Point, Oak Avenue, in Orangevale, Califomia, Early in the first quarter of fiscal 1991, the Registrant sold the Brea
Hospital Neuropsychiatric Center in Brea, Cahifornia to Community Psychiatric Centers of Laguna Hills, Talifomia
for approximately $12 million. The Brea property included a newly constructed 151-bed acute psychiatric hospital
and the existing 142-bed hospital, which was closed on completion of the replacement facility.
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The following table sets forth selected operating data regerding the Registrant’s freestanding facilities.
Facilitics are designated either psychiatric ar chemical dependency based on the predominsnt treatment provided,
For information concerning the naiure of the Registrant’s interest in the facilities, see Item 2, "PROPERTIES".

Year Licensed Paticnt Days
Acquired(n) Beds 1990 1989 1988 1987 1986

Chemical Dependency Facilities
CareUnit Hospital of Fort Worth ... 1971 15612 23414 22007 24,139
CareUnit Hospital of Orange 1976 18,737 29,579 32,652 29,697
CarcUnit Hospilal of Kirkland 1981 12812 17,136 19,574 18,640
CareUnit of Jacksonville Beach .... 1982 12430 28,218 27,613 21,065
CareUnit Hospital of Cincinnati .... 1982 20,608 30,778 20446 25955
Starting Point, Oak Avenue () 1983 21,155 35,039 33,882 28,842
Starting Point, Orange County 1983 12818 18913 19,109 19326
CareUnit Hospital of Albuquerque .. 1984 7215 15543 17,187 16,730
CareUnit Hospilal of Nevada ...... 1984 11,644 13626 13,738 11,615
CareUnit of Coral Springs 1985 13,203 22,399 23,639 21,735
CareUnit of Grand Rapids ........ 1985 10,190 15212 13483 8,595
CareUnit of Orlando 1987 7486 18,115 15844 106
CareUnit of Colorado 1988 11,709 16014 4,303 -
CarxUnit of South Florida/Tampa ... 1088 7,813 14,653 - -

Psychiatric Facilities
Brea Hospital Neuropsychiatric Center3) 1969 15032 32240 33225 39237
Crossroads Hospital . . . 6,747 10,942 12281 14,145
Woodview-Calabasas Hospital 14,318 15,513 19,143 22473

Closed/Sold Facilities
CarcUnit of San Diego () 2972 13329 2872 -
CareUnit Hospital of St. Louis (4) . .. 10,117 29449 24353 21278
Sutter Center for Psychiatry (4) 9,516 16,761 - --
Golden Valley Health Center ...... -~ 31249 48877 54970
CareUnil of DuPage - 10,833 11969 3916
CareUnit Behavioral Center

of Los Angeles 16,341 16,029

Other Closed Facilities 2,839 17873

Paient days served during period ... ) 445.277 416369 435970

AJdmissions . 14388 24,715 20,783 17,835 17964
Available beds at end of period (5) . ... 1,513 1876 2,067 1927 1,687
Average occupancy rate for period (6) . 36% 60% 61%  65% 73%

Calendsr I:ID!};liIBd or leased,
fung

Includes St oint, Grand Avenue which was closed in May 1990, Operstions for Starting Point, Grand Avenus have been tnsferred
to Stanting Point, Osk Avenue.

In Juns 1590. the old 142-bed and scement 151-bed prychiatric facilities were sold 1o Ccmmunilx P’:?dmmc Centers,
In December 1989, CareUnit of San Diego, a 92-bed chemical dependency facility, was closed. In pril 1950, CarsUnit Hospital of St
Louis, a 144-bed chemical dependency facility, was slso closed. Both facilities were closed because of continuing significant operating
losses. In December 1989, Behavicral Medical Cere ("BM.C™), & joint venwure in which the Registrani held a 70% intecest, sold its 49%
i.m:hren in the f{u}dtfr-ﬁh‘lc Joint veniure, which owned tnd cperated a 69-bed psychiatric facility, Lo its joint venture parner and one of
s nner's intes,

A facfﬁly may have appiopriste licensure for mere beds than are in use for & number of reasons, including Inck of demand, anticipation of
future need, renovation and practical limitations in aysigning patients to muhiple-bed rooms. Available is defined as the number of
beds which are svailable for use at nng givea time,

Average occupancy rate is calculeted by dividing total patient days by the number of available bed-days during the relevant period.




Freestanding Facility Programs

The Registrant’s freestanding facilities offer a variety of behavioral medicine programs. The programs offered
at a given freestanding facility are determined by the licensure of the facility, the exient and nature of competitive
programs, the population base and demographics, and reimbursement considerations. A program within the facility
represents a separately staffed unit dedicated to the treatment of individuals whose primary diagnosis suggests that
their treatment needs will best be met within the unit. Patients whose diagnosis suggests the need for supplemental
services are accommodated throughout their stay as dictated by the individual treatment plan developed for cach
patient,

Chemical Dependency. Chemical dependency programs, offered in all freestanding facilitics except
Woodview-Calabasas and Crossroads, are delivered under the names CareUnit and Starting Point and include
programs for adults and adolescents. Eech patient admitted to the facility is subject to a full medical and social
history as well as a physical examination which includes those diagnostic studies ordered by the patient’s attending
physician. Patients are detnxified under close medical supervision for a period averaging four days pricr to entry
to the renabilitation phase of treatment. The rehabilitation phase of wreatmen: vegins as socn as detoxification is
completed. This phase of treatment includes lectures; individual, family and group counseling sessions; and such
medical, psychological, and other modalities that may be necessary to meet the individual patient’s needs. The
average length of stay for an adult patient is approximately 14 days, which includes detoxification. The average
length of stay for an adolescent patient is approximately 25 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 1o the facility once
a week for outpatient counseling sessions.

For individuals whe do mot require the str..ure and intensity of inpatient treatmert, the Registrant has
developed outpatient programs which generally operate in conjunction with existing inpatie:t programs. During the
third quarter of fiscal 1990, in response to the changing needs of third-party payers, the. Registrant expanded the
services offered at most of its freestanding facilitics to include not only outpatient treatraent programs, but daycare
and residential programs as well, These programs provide a broad continuum of care vhich allows the Registrant
to better tailor individual treatment programs for its paticnts. Participants in daycare programs generally are at the
facility six to eight hours per day during which time they participate in the same rehabilitative phase of reatment
as those in the inpatient program. Participants in the outpatient programs generally attend treatment sessions three
times per week, in the evening, for two to three hours per session. Length of stay in these programs is dependent
upon the individual's level of need and can vary from several weeks to several months. Inpatient residential
programs offer treatment for those who need inpatient care, but whose level of acuity is such that they do not need
the medical support offered by the Regisirant's traditional inpatient program. At May 31, 1990, 59 such outpatient,
daycare end residential programs were in operation.

Psychiatric. Psychiatric programs are offered in certain of the Registrant's freestanding facilities. The type of
program offered at a given freestanding facility is dependent upon the extent of community need, the competitive
environment, and the licensure stats of the facility. Admission to the programs offered by the Registrant is
typically voluntary although certain facilities provide emergency psychiatric services and accept involuntary patients
who are suffering an acute episodic psychiatric incident.

Each patient admitted 10 a psychiatric program undergoes a complete assessment including an initial evaluation
by a psychiatrist, 8 medical history, physical examination, a laboratory work-up, a nursing assessment, a
psychological evaluation, and social and family assessmenis, The assessments are utilized to develop an
individualized treatment plan for each patient,

The treatmant programs are undertaken by an interdisciplinary team of professionals experienced in the
treatment of psychiatric problems. Length of stay varies in accordance with the severity of the patient’s condition,
A comprehensive discharge plan is prepared for each patient which may include ourpatient psychiatric or
psychological treatment, or referral to an aliernate treatment facility.
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Eating Disorders. The Registrant began providing eating disorders services in 1983, This program treats those
individuals suffering from anorexia nervosa, bulimia and gross obesity. Each patient entering the program is
subject to a physical examination and nutritional assessment. Additicnal diagnostic and psychiatric evaluations are
underteken when necessary. Each patient’s treatment is directed by a physician experienced in the treatment of
eating disorders. Eating disorders programs are offered 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, nutritional guidance and management of attendant medical or psychological problems.

Development of Freestanding Facilities

The Registrant presently has no active or planned development projects with respect to freestanding facilities.
The development and operation of health care facilities is subject to conpliance with various 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 agencies, with state mandated rate control initiatives and with the
requirements of municipal building codes, health codes and local fire departments. State licensing of facilities is a
prerequisite to participation in the Medicare and Medicaid programs,

Pursuant to the requirements of federal law, many ‘ales have enacted Cenificate of Need ("CON™) laws to
curtail the preliferation of unnecessary health care sem 5, Thus, prior 1o the construction of new facilities, the
expansion of old facilities or the introduction of major new services in existing facilities, the Registrant must
demonstrate to either state or local authorities, or both, that it is in compliance with the plan adopied by such
agencics. The CON application process ordinarily takes from six to 18 months, and may in soms instances take
two years or mare, depending upon the state involved and whether the application is contested by a competitor or
the health agency. Certain states, including Califomia and Texas, have enacted legislation repealing CON
requirements for the construction of new health care fecilities or the expansion of existing facilities. CON
Iegistation is also being challenged as anticompetitive in certain other states as il protects existing providers from
new competition, The Registrant is unable to predict the outcome of these deliberations.

Factors to be considered in the development of freestanding facilities include population base and demographic
characteristics, community pricing stendards, state licensure and rate control issues, and CON requirements.
During the past five years, the Registrant has focused its development efforts in states where the regulatory
environment is relatively less restrictive so that the Registrant has been able to develop sub-acute facilities without
obtaining a CON.

In general, sub-acute licensed facilities have lower operating costs than acute licensed facilities. State law
governing the operation of health-related facilities typically imposes a higher standard of construction, staffing and
operaling oversight on facilities licensed for acute treatment. The Registrant has, in some cases, incurred the
necessary construction cost to build its facilities to an acute psychiatric standard so that the facility may be
converted to an alternative use if necessary, Although the sub-acute model facility has a lower level of operating
cost, such facilities are not carrently eligible for participation in the Medicare or Medicaid programs,
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During fiscal 1990, approximately 88% of the Registrant’s operating revenues from freestanding operations “
were received from private sources (private health insurers or directly from patients) and the balance from “ﬁ’ff
Medicsre, Medicaid and other govemmental programs, E)
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Private health insurers offer plans which typically include coverage for chemical dependency or psychiatric
treatment. In some instances, the level of coverage for chemical dependency or psychiatric benefits is less than
that provided for medical/susgical services. Lower coverage levels result in higher co-payments by the patient who
is often unable to meet his or her commi'ment in its entirety or is unable to pay as rapidly as the insurance
company. In freestanding facilities these factors tend to increase bad debts and days cutstanding in receivables.
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Private insurance 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 2 number of payment mechanisms for the primary purpose of decreasing the amounts paid to
hospitals (including the Registrant's) for services rendered. These mechanisms inclede various forms of utilization
review, preferred provider amangements where use of participating hospitals is encouraged in exchange for a
discount, and payment limitations or negotiated rates which are based on community standards. The Registrant
believes these changing peyment mechanisms have had and will continue to have a negative impact on the
Registrant’s revenues.

Health Maintenance 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, limitations on access to physician specialists and increased preadmission certification are used 1o
further limit the cost of service delivery, Such organizauons have typically developed on a 1egional basis where an
appropriate enrollee population and mix of participating physicians and institutions can be developed. To the
extent that these organizations are successful in a given locale, the Registrant may be faced with a decreased
population base (1o the extent of the enrolled population) to support its programs. The Registrant believes
participation in HMOs and PPOs is continuing to expand. The Registrant also believes that the development of
these organizations has had a negative impact on utilization of its freestanding facilities in certain markets, In
cenain instances the Registrant has clected to panicipate with the HMO or PPO, in which case the Registrant may
discount its charges for service.

Employers, union trusts and other major purchasers of health care services have become increasingly
ageressive in pursuing cost coniginment. To the extent that the. major purchasers are self-insured, they have begun
actively to negotiate with hospitals, HMOs and PPOs for lower rates. Those major purchasers that are insured or
use a third-party administrator expect the insurer or administrator to control claims costs. In addition, many major
purchasers of health care services are reconsidering the benefits that they provide and in many cases reducing the
level of coverage, thereby shifting more of the burden 10 their employees or members. Such reductions in benefits
have a negative impact on the Registrant’s business.

The Medicare program provides hospitalization, physician, diagnostic and ceriain other services to eligible
persons 65 years of age and over and others considered disabled. Providers of service are paid by the federal
government in accordance with regulations promulgated by the United States Department of Health and Human
Services ("HHS") and accept said payment, with nominal co-insurance amounts required of the service recipient, 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 rewrn on equity for proprietary hospitals, As a result of the Social
Security Amendments Act of 1983, Congress adopted a prospective payment system ("PPS") to cover roufine and
ancillary operating costs of most Medicare inpatient hospital services. Under this system, the Secretary of HHS
established fixed payment amounts per discharge based on diagnostic-related groups ("DRG"). In general, a
hospital’s payment for Medicare inpatients is limited 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 hospital stay. Under
FPS, a hospital may keep any difference between its prospective payment rate and its operating costs incurred in
furnishing inpatient services, but is at risk for any operating costs that exceed its payment rate. Psychiatric
hospilals, freestanding inpatient rehabilitation facilities and outpatient rehabilitation services are exempt from PPS,
Inpatient psychiatric and rehabilitation units within acute care hospitals are eligible 1o obtain an exemplion from
PPS upon satisfaction of specified federal criteria. Qualified providers of alcoha! and drug treatment services were
excluded from PPS until October 1, 1987, Such providers are no longer efigible for exclusion from PPS effective
with the beginning of their Medicare fiscal year on or afier October 1, 1987 and are paid under PPS.

Exzmpt hospitals and exempt units within acute care hospitals are subject to limitations on the level of cost or
the permissible increase in cost subject to reimbursement under the Medicare program, including those limitations




imposed under the Tax Equity and Fiscal Responsibility Act of 1982 ("TEFRA"). No assurance can ba given that
psychiatric or rehabilitation services will continug to be eligible for exemption from PP'S or that other regulatory or
legislative changes will not adversely affect the Registrant’s business.

Eight of the Registrant’s facilities participats in the Medicare program. Of these, five are currently excluded
from PPS (TEFRA limits are applicable to these facilities). Medicare utilization at those facililies participating in
the Medicare program averaged approximately 7% in fiscal 1990. The Registrant does not believe that the
imposition of TEFRA limits or PPS have had a material adverse impact on its business at its freestanding facilities
or that loss of exclusion at freestanding facilitics would materially impact the Registrant’s business.

Hospitals participating in the Medicare program are required to retain the services of a peer review
organization ("PRO"). 'The FRO is responsible: for determining the medicel necessity, appropriateness and quality
of care given Medicare program patients, In instances where the medical necessity of an admission or procedure
is challenged by the FRO, payment may be delayed, reduced or denied in its entirety. Amounts denied because of
medical review may not be charged to the service recipient, they are absorbed by the hospital, In nonemergency
admissions (which encompass most of the Registrent’s admissions) review is performed prior o the patient’s
arrival at the hospital. In the event that the PRO does not approve the admission, the patient is referred to an
alternative treatment provider such as an outpatient program or sent home. The Registrant believes that the
existence oi PROs has had a negative impact on census growth in certain faciliiies but is unable o measure the
magnitude becanse the primary impact is in lost admissions.

On Cctober 1, 1987, CHAMPUS adopted a PPS based on DRGs that is presently applicable to chemical
dependency services rendered in certain settings. CHAMPUS is a program administered by the U.S. Department
of Defense which provides hospital benelits to military retirees and dependents of active military duty pzrsonnel
unable to obtain treatment in federal hospitals, Cn September 6, 1988, the Department of Delense issued a final
rule adopting a per diem method of payment for mental health services rendered in certain settings under the
CHAMPUS program. In addition, the Department of Defense has recently adopted a peer review system modeled
after the Medicare peer review system and modificd CHAMPUS regulations accordingly. Approximately 4% of
the Registrant’s total operating revenues in freestanding facilities was derived from the CHAMPUS program for the
year ended May 31, 1990. Although not all of the changes made w the CHAMPUS program are presently
applicable to certain facilities, there can be no assurance that these changes or similar changes in the future will not
negatively impact the ability of the Registrant or its subsidiaries 1o render services profitably to CHAMPUS
beneficiaries.

The Medicaid program is a combined federal and state program providing coverage for low income persons.
The specific services offered and reimbursement methods vary from state to state. Less than 1% of the
Registrant’s freestanding facility revenues are derived from the Medicaid program. Accordingly, changes in
Medicaid program reimbursement are not expected 1o have a material adverse impact on the Registrant’s business,

Competition and Promotion

The Registrant competes for patients who utilize freestanding facilities. The Registrant's primary competitors
are hospitals and hospital manage.nent companies (both not-for-profit and investor-owned) which offer programs
similar to those of the Registrant. The Registrant has faced generally increasing competition in the last few years
as a result of increased development of competitive programs. Some of the hospitals which compete with the
Registrant are either owned or supported by govemnmental agencies or are owned by not-for-profit corporations
supported by endowments and charitable contributions which enable some of these hospitals to provide a wider
range of services regardless of cost-effectiveness.

The Registrant and ils compelitors compete 1o attract patients to ulilize their programs. In many instances the
patient may be directed to a specific facility by his or her employer (or their agent), by a physician, by a social
services agency, or by another health care provider. The Registrant markets its services by attracting these referral




sources (o its programs. The primary competitive factors in attracting referral sources, patients and physicians are
marketing, reputation, success record, cost and quality of cave, location and scope of services offcred by a fecility.
The Registrant has an active promotional program, descrbed below, and believes it is competitive in factors
necessary for patient altraction, In eddition, the Registrant and its competitors compete to attract qualified
physicians and psychiatrists.

The Repistrant has a public relations program designed to increase public awareness of the programs offered
by the Registrant. During fiscal 1990, the Registrant spent approximately $4.7 million for all forms of adverusing
in support of its freestending operations, Media adventising (television, radio and print) was approximately $3.5
million in ficcal 1990. The forms of media used are specifically tailored to the geographic area in which the
marketing efforts are directed. The Registrasnt is in the process of reducing and redirecting its media advertising in
response to curren! inquiry and utilization levels and trends and changes in patient profiles. As a result more
emphasis will be placed on radio and cost-effective Yellow Pages advertising instead of television advertising.

Other aspects of the Registrant's public awareness program include a nationwide telephone hot line which is
staffed by counselors who provide referral advice and help on a 24-hour basis and a crisis intervenuon program
which assists relatives of chemically dependent or emotionally disturbed individuals in motivating a potential
patient to seek professional help throngh an appropriate program.

CONTRACT OPERATIONS

Behavioral Medicine

As a result of the reorganization of the Registrant’s operations in fiscal 1988, CareUnit, Inc. is engaged in the
development, marketing, and management of programs for the delivery of behavioral medicine services to patients
requiring such services in dedicated units of nospitals. The programs offered are similer to the behavioral medicine
programs offered in the Registrant's freestanding facilities.

In June 1983, the Registrant entered into a joint venture with an affiliate of Voluntary Hospitals of America,
Inc. ("VHA"), one of the largest associations of not-for-profit hospitals in the United States. The Registrant had a
70% interest in the joint venture calied Behavioral Medical Care ("BMC”). BMC markets programs 10 the VHA
network of hospitals. As a par: of its internal reorganization, the Registrant assigned its interest in BMC to
CareUnit, Inc. which managed the BMC joint venture, In January 1990, the Registrant sold its interest in the BMC
joint venture to Parkside Medical Services Corporation Jor approximately $2.5 million.

Under a contract, the hospital furnishes patients with all hospital facilities and services necessary for their
generalized medical care, including nursing, dietary, and housckeeping services. CareUnit, Inc. typically provides
support in the areas of program implementation and management, staff recruiting, continuing education, reatment
tsam training, community education, advertising, public relations, insurance, and on-going program quality
assurance. CareUnit, Inc. is obligated to provide a multidisciplinary team generally consisting of a physician (who
serves as raedical director for the program), a program manager, a social worker, a therapist and other appropriate
supporting personnel. As a result of reimbursement changes and competitive pressures, the conuractual obligations
of CareUnit. Inc. have been subject to more intense evaluation during the past year. In general, some prospective
client hospitals are expressing a desire for wmore cuntrol over he services provided by CareUnit, Inc. and, in
response, CareUnit, Inc. is providing a more flexible appreach to contract management, ’

During fiscal 1990, CareUnit, Inc. continued to expericnce a decline in the number of contracls and beds in
operation. Of the net decline of 58 contracts, over 50% is auributable to the sale of its interest in BMC. The
Registrant believes that the remairing decline in the number of contracts and beds under contract is a result of
increased competitive pressure and changes in reimbursement patterns, which have had the effect of making




CaretJnit, Inc.’s contracts less profitable to hospitals. In addition, CareUnit, Inc. terminated certain marginally
profitable contracts during the fiscal year,

The following table sets forth selected operating data regarding behavioral medicine programs managed under

contract:
Years Ended May 31,

1990 1989 1938 1987 1986

Number of contracts at end of period (1):
Adult CareUnils {2) ..vvvuunnevvsnns 36 68 82 86 95
Adolescent CareUnits @) ...ovvevvanns 12 22 28 28
Adult CarePsychCenters ) ......0000. 17 21 20 22
Adolescent CarePsychCenters 2) ....... 5 6 9 8
Eating disordersunits ........000u0n. 2 5 4 8 11
Total ooeiiniiiinenninnsneanens 4903) 107 135 151 164
Available beds atend of period . . . o v b v v vt 1210 2,640 3446 3880 3981
Paticnt days served during period ......... 358,185 616862 769255 845853 2037255
Admissions «vovvvenirrrinerrarransas 23,9596 38225 45171 4B,100 44,136
Average occupied beds per contract ... ..... 129 14,0 142 14.5 15.}
Average occupancy rate for period (4 ...... 50% 57% 57% 58% 62%

Ezcludes cootracts which have beay executed but ame not eperational as of the erd of the period.

CarelUnit it the scrvice merk under which the Registrant markets chemical dependency treatment programs.  CarePsychCenter is the
service mark uncer which the Registent markets psychistric treatment programs.

During fiscal 1990, CarcUnit, In=. cpened one new contract and closed 25 contracts. BMC opened none end closzd 3 of its contracts.
Of the 25 cloied contnacts, 13 contracts were terminated by CareUnit, Inc. and 12 were tenninated by the contracting hospitals. 31
contrects were included in the sale of Carelnit, Inc.’s interest in the BMC joint venture to Parkside Medical Services Corporation in

Jenuary 1990.
(4)  Avenge occupancy muw is calculated by dividing total patient days by the number of available bed-days during the relevaut period.

Sources of Revenunes

Patients are admitted to a behavioral medicine program under the contracting hospital’s standard admission
policies and procedures. The hospiial submits to the patient, the patient’s insurance company, or other respoasible
party, a bill which covers the services of the hospital. The hospital pays CareUnit, Inc. a fixed monthly
management fee plus a fee for each patient day of service provided. Fees paid by the hospital ars subject to
anngal adjustments to reflect changes in the Consumes Price Index. CareUnit, Inc. and the hospital share the risk
of nonpayment by patients based on a predetermined percentage participation by CareUnit, Inc. in bad debts.
CareUnit, Inc, may also participate with a contracting hospital in charity care and certain contractual allowances
and discounts. Hosp.iels contracting for programs generally suffer from the same reimbursement pressures ac the
Registrant’s freestanding facilities, In come instances, contracting hospitals have instituted admissions policirs
which restrict the ability of CareUnit, Inc, to promote utilization of the programs. Such policies have a negative
impact on contract revenues.

Generally, management contracts are entered inio for a peried of two to five years and thereafter are
automatically renewed for successive one-year periods unless either party gives natice of terminalion at least 90
days prior to the end of such pariods, Contracts are also terminable for material defaults. A significant number of
contracts are terminable by either party on their anniversary dates,




Development, Competition and Promotion

CareUnit, Inc. directs its development activities toward increasing the nuinber of management contracts with
hospitals, The primary ccmpetitors of CareUnit, Inc, are hospitals and hospital management companies which offer
programs similar to those offered by CareUnit, Inc.,

The significant factors in a hospital's decision to utilize a contract manager include the degree of sophistication
of hospilal management, financinl resources of the hospital, and perceived value of the services 1o be rendered
under contract. Individual contract managers are selecied based on experience, reputation for quality programs,
availability of program support services and price. While a numbsr of competing companies offer contract
programs at prices lower than CareUnit, Inc., it believes that its experience and program support are superior to
that of its competitors. Care'Jnit, Inc. also believes that ils experience with CON issues and program
implementation often results in a reduced start-up period. Risk to the hospital is also reduced because the fees paid
by the hospital to CareUnit, Inc. e primarily based on bed occupancy.

Programs managed by CereUnit, Inc. must meet minimumn occupancy levels to be profitable for both the
hospital and CareUnit, Inc. The program manager of each unit is responsible for identifying and contactng referral
sources, instituling promotional campaigns, obtaining local media coverage relating to behavioral medicine
problems and otherwise promoting the unit. The program manager is supported by media advertising including
television, radio, and print. CareUnit, Inc. spent approximately $2.1 million on media advertising for the ycar
ended May 31, 1990. Most of these expenditures were for the promoticn of chemical dependency services rather
than psychiatric services which are driven more by professional referrals.

Comprehensive Medical Rehabilitation

RehabCare develops, markets and manages programs for the delivery of primarily inpatient, comprehensive
medical rehabililation services to functionally disabled persons in dedicated units of acute care hospitals,
Comprehensive medical rehabilitation is a health neatment program offered to disabled or impaired persons with
the objective of making such persons as functionaily independent and self sufficient as possible. Rehahilitation
programs are used to treat disabilities or impairments resulting from medical problems such as traumatic brain
injuries, strokes, spinal cord injuries, severe fractures, back disorders, arthritis, neurologica! disorders and
smpulations. Rehabilitative care emphasizes the treatment of functional limitations and disability in order to
maximize the patient’s ability to function independently. Although the transition from acute to rehabilitative care
is not always precisely demarcated, patients do not enter a rehabilitation program until they are medically stable,
RehabCare’s responsibility under its contracts is to provide a multidisciplinary team generally consisting of a
physician (who serves as the medical director for the rehabilitation program), a program manager, a psychologist,
physical and occupational therapists, a speech patholopist, a social worker and other appropriate supporting
personnel. In addition, RehabCare provides program implementation and management, treatment team training,
stafl recruiting, continuing education, insurance, community education, promotion, therapy equipment, public
relations and on-going quality assurance.

As the "graying of America” continues, the demand for rehabilitation medical services increases. Elderly
persens are the most common users of rehabilitation programs althcugh those suffering from spinal cord injury,
traumatic brain inju-y and industrial accidents are also major consumers of this service.
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When a patient is referred to one of RehabCare’s programs, he or she undargoes an initial evaluation and
gssessment process by the entire treatment team tha: results in the development of a rehabilitation care plan
designed specifically for the short- and long-term objectives of that patient up to the date of discharge. Depending
upon the patient’s disabilily, this evaluation process may involve the services of at Ieast two disciplines, such as
physical therapy and occupational therapy fo: an injury to &n extremity, or of all of the disciplines, as in the case
of a severe stroke patient. The foliowing services are typically made available to patients in the rehabilitation

programs:

Inpatient rehabilitation nursing services Nutritional counseling services
Physical therapy servicss Psvchological services
Speechflanguage patholagy services Social work services
Andiological services Respiratory therapy services
Orthotic/prosthetic services Occupational therapy services

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

RehabCare has developed two significant freestanding outpatient programs and several smaller cutpatient
programs at client hospitals. RehebCare intends to aggressively develop outpatient programs in response o
increasing pressure in the healin care industry to treat patients in a cost-effective manner.

As of May 31, 1990, RehabCare programs were offered solely in acute care hospitals and skilled nursing
faciliies under contract. RehatCare opened its first contract program in February 1984, The following table sets
forth selected operting data regarding RehabCare programs:

Years Ended May 31,
1990 1989 1988 1987 1986

Number of contracts at end of period (1) . . ... .. 49¢2) 47 33 21 15
Available beds atend of period ............. 983 980 682 405 310
Patient days served during period ........... 222357 170,385 109940 73,027 33,036
AdmisSions c.iviiit i it i, 9,015 6,907 3932 2,426 1,394
Average cccupied beds per contract .......... 12.3 10.7 11.1 119 1.6
Average occupancy rate for period 3) ........ 61% 52% 54% 59% 33%

{1) Excludes contracts which have been executed but are not operational as of the end of the period. Two contracts had been executed but
were not oparations’ at May 31, 1990.

(2) During the fiscal yesr ended May 31, 1990, RehsbCare opened 9 new contrazts and closed 7 contracts. Of the 7 dlosed contracts, 5 were
terminated by mutual agreement and 2 wers terminated by the contracting hospital.  Five of these hospitals have eontinued operating
treatment programs, by cither openating their own independe..: program or associating with ancther contract provider,

(3} Avenge occupancy naie is celculated by dividing, total patient dsys by the number of available bed-days during the relevant period.

Sources of Rovenues

RehabCare’s contracts are similar to those of CarcUnit, Inc. RehabCare receives a fixed monthly
management fee plus a fee for each patient day of service rendered, Fees paid to RehabCara are suliject to annual
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 bad debis, contraciual adjustments and charity allowances.
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Both freestanding hospitals and dedicated hospital units performing rehabilitation services that meet certain
criteria are exempt from the Medicars program DRG payment system. Ail of RehabCare programs become exempt
from DRGs after a statutory one-year period. The programs, however, are subject to TEFRA limits on lengths of
stay. The Registrant does not know whether rehabilitation units will continue to be exempt from DRGs, and the
loss of exemption would materially impact RehabCare's business,

Genexally, RehabCare’s contracts are entered into for a three-year period and thereafier are autontatically
renewed for successive one-year periods unlass either party gives notice of termination at least 90 days prior to the
end of such periods, Contracts are also terminable for material defaults, A number of contracts are terminable by
either party on their anniversary dates.

Development, Competition and Promotion

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 inp..ient
rehabilitation programs in quality community hospitals located in moderate to high growth population areas;
community pricing standards; and state licensure and CON requirements. RehabCare intends 1o expand .he scope
of its activities in the field of rehabilitation services beyond its standard contractual relationship for inpatient
programs. RehabCare intends 10 explore joint venture opportunities in selected markets with its acute care hospital
clients to acquirc or develop freestanding inpatient and outpatient rehabilitation facilities and to develop sites for
delivery of subacute rchabilitation services.

RehabCare competes with other health care management companies for contracts and RehabCare's programs
compete for patients with the programs of other hospitals and rehabilitation facilities. The success of RehabCare
is dependent on its ability to establish relationships with sources of patient referrals. RehabCare believes that the
principal competitive factors in each case are reputation for quality of programs, the effi. tiveness of program
support services and price.

RehabCare believes that hospital discharge planrers, 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 its marketing efforts oward these sources rathee than directly to prospective
patients. RehabCare relies principally upon aggressive local public relations and marketing activities conducted by
its program managers followed by direct mail campaigns to deliver brochures, newsletters and other promotional
materials to referral sources. RehabCare also maintains active community relations programs designed to increase
local community awareness of the availability of RehabCare’s rehabilitation programs at its client hospitals.

OTHER ACTIVITIES

LONG TERM CARE. The Registrant leases and operates a 99-bed intermediate care facility. This facility
provides nursing, rehabilitative and sustaining care over extended periods of time to persons who do not require the
extensive care provided in a general hospital. For the fiscal year ended May 31, 1990, the intermediate care
facility accounted for less than 1% of the Registrant's operaling revenues,

PUBLISHING ACTIVITIES. Since 1976, the Registrant (under the name Complare Publishers) has been
engaged in the publication, distribution and sale of books, pamphlets and brochures relating to the Registrant’s
health care aclivities. Literature distributed by the Registrant is sold to patients participating in a program both by
contracting hospitals end 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
litcrawwre. Publishing activities accounted for approximately 3% of the Registrant’s operating revenues in fiscal
1990.




SMOKING CESSATION. In fiscal 1985, the Registrant entered into a license agreement with SmckEnders,
Inc. The license agreement granted the Registrant the right to operate smoking cessation seminars using the rame
and materials of SmokEnders, Inc. The Registrant sold its SmokEnders operation in February 1990 for
approxitnately $309,000.

WEIGHT CONTROL. In fiscal 1986, the Registrant purchased the assets of a weight loss center and
subsequently began operation of a weight control program under the name CareFast. In June 1990, the Registrant
sold certain assets of CareFast inclucing the service mark "CareFast”,

GOVERNMENTAL REGULATION

The development and operation of health care facilities is subject to compliance with various fedeyal, staie and
local siatutes and reguiations. Health care facilities operated by the Registrant as well as hospitals under contract
with CareUnit, Inc. or ReirabCare must comply with the licensing requirements of federal, state and lacal health
agencies, with statc mandated rate control initiatives and with the requirements of municipal building codes, health
corles and local fire departments.  State licensing of facilities is a prerequisite to participation in the Medicare and
Medicaid programs.

The laws of various states in which the Registrant operates genersally prevent corporations from engaging in
the practice of medicine or other professions. Although the Registrant believes that its operations do not violate
these prohibitions, recent legal preccdsnts in this areca are unclear and there can be no assurance that 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 modify its 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 1128A of the Social Security Act, HHS has the authority to impose civil monetary penalties

agamnst any participant in the Medicare program that makes claims for payment for services which were not
rendered as claimed or were rendered by a person or er.ty not properly licensed under state law or other false
billing practices. Under this law the Secretary of HHS has tiie authority to impose a penally of not more than
$2,000 for each improperly claimed service and an assessment equal to not more than twice the amount claimed
for each service not rendered. The Registrant docs not believe that any such claims exist.

Section 1128B of the Social Security Act makes it a felony for a hospital to make false statements relating 10
claims for payments under the Medicare program, to engage in certain remuneration arrangements with nhysicians
and other health care providers relating to referrals or the purchase of services, or to make false stalements relating
to compliance with the Medicare conditions of participation. In addition, the making of false claims for paymeat
by providers participaling in the Medicare program is subject to criminel penalty under federal laws relating
generatly to claims for payment made ta the federal government or any agency. Courts have construed broadly the
provisions 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 ofien are created to respond to competitive pressures. Proposed regulations
identifying business practices that do not constitute illegal remuneration do not eliminate this uncertainty, and, if
adopted in final form, may cause providers and practitioners alite to sbandcn certain mutually beneficial
relationships. The Registrant does not believe that any such relationships exist.

Pursuant to the Medicare Catastrophic Coverage Act of 1988, the Inspector General of the Department of HHS
siudied and reported io 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 prograni; the ranges of such 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 enforcament actions against such ownership and compensation arrangements that violate




current anti-kickback laws. In April 1989, the Inspector General issued a report on fingncial arrangements between
physicians and health care businesses. The report contained 2 ramber of recommendations, including a prohibition
of physician refervals 10 any facility in which the physician has a rinancial inlerest. In addition, legislation has
been introduced in Congress to prohibit or restrict such physician referrals, Should such legislation be enacted,
certain of the Registrant's relationships with physicians in its contract operations and the Registrant’s development
of relationships with physicians could be adversely affected.

Insurance codes of certain states specify the extent of coverage required in groap insurance contracts with
respect to chemical dependency and psychiatric services. The impact of these requ - ements varics 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 unable to measure the impact of insurance industry regulation on its business.

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

ACCREDITATION

The Joint Commission on Accreditation of Healthcare Crganizations ("JCAHO") is an independent
commission which conducts voluntary accreditation programs with the goal of improving the quality of care
provided in health care facilities, Generally, hospitals including dedicated units, long-term care facilities and
certain other health care facilities may apply for JCAHO accreditatior  If a hospital under contract with CareUnit,
Ine. 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 awards accreditation for up lo three years to
faciliies found to be in substantiai compliance with JCAHO standards, Accredited facilities are periodically
resurveyed. Loss of JCAHO accreditation could adversely affect the hospital’s reputation and its ability to obtain

third-party reimbursement. The Registrant believes that all of its freestanding facilities and the hospitals under
contract with CareUnit, Inc. have received or, in the case of new facilitics, have applied for such accreditation.

RehabCare’s programs are or will be reviewed by the Commission on Accreditation of Rehabilitation
Facilities ("CARF"}, an independent coinmission which surveys and accredits rehabilitation progirams. RehabCare
voluntarily seeks accreditation of each of its programs by CARF as soon as feasible (generally after two to three
years of operation). As of May 31, 1990, three of RehabCarc’s programs had received CARF accreditation.

ADMINISTRATION AND EMPLOYEES

The Registrant’s executive and administrative offices are located in Chesterfield, Missouri, where management
controls operations, business development, legal and accounting, governmental and statistical reponing, rescarch
and treatment program evaluation.

At August 31, 1990, the Registrant employed approximately 137 persons in its corporate and administrative
offizes, 1,623 persons in the freestanding and long-term health care facilities operated by it, 294 persons assigned
to CareUnit, Inc,, 731 persons assigned to RehabCare and 26 persons in other operations.  The physicians and
psychiatrists who are the medical directors of the Registrant’s contract units, the psychologists serving on treatment
teams, and the physicians utilizing the facilities operated by the Registrant are not employed by the Registrant,

The Registrant has not encountered any work stoppages due to labor disputes with its employces.
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Itemm 2. PROPERTIES.

The following table sets forth certain information regarding the properties owned or leased by the Registrant
at May 31, 1950:

Owned or Lease Monthly
Name and Lecation Leased(l) Expires(2) Rentalr3)

Chemical Dependency Treatment Facilities

CareUnit Hospital ............... Owned
Fort Worth, Texas

CareUnit Hospital ........ Owned
Orange, California

CareUnit Hospital ........ Leased $15,300¢4)
Kirkland, Washington

CareUnit Fecility . .. ...... Owned
Jacksonville Beach, Florida

CareUnit Hospital ........ Owned
Cincinnati, Ohio

CareUnit Hospital (5) ...... Owned
St. Louis, Missouri

Starting Point, Oak Avenue . Owned
Orangevale, California

Starting Point, Orange County Owned
Costa Mesa, California

Starting Point, Grand Avenue (6) Owned
Sacramento, California

CarelUnit Hospital ........ Owned®) 12,965
Albuguerque, New Mexico

CarcUnit Hospital ......... Owned
Las Vegas, Nevada

CareUnit Facility ....... Owned
Coral Springs, Florida

CareUnit Facility . ...... Leased 12,417
Grand Rapids, Michigan

CareUnit Facility . ...... Owned
Orlando, Florida

CareUnit Facility . ...... Owned
Aurora, Colorado

CareUnit Facility ® .... Owned
San Diego, Califomia

CareUnit Facility ... .... Owned
Tampa, Flarida

Psychiatric Treatinent Facilities

Brea Hospital Nepropsychiatric Center (9) Owned
Brea, California

Crossroads Hospital (10) ...,........ Leased
Van Nuys, California
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Item 2. PROPERTIES (continuzd)

Owned or Monthly
Name and Location Leased(1) Expirest?) Rentai(3)

Woodview-Caishasas Hospital 1) ... Leased 1996 $21401(12)
Calabasas, Califarnia
Other Operating Facilities
TustinManor ............. 1995 16,093(12)
Tustin, California
(Intermediate Care Facility)
CompCare Publishers ,...... 1990 1,347
Minneapolis, Minnesola
Administrative Facilities
Corporate Headquarters ...... . 25,095
Chesterfield, Missouri
Regional Headquarters ....... 29,860
Irvine, California

(1)  Subject to encumbrances. For information conceming the Regisirent's long-term debt, see note 11 10 the Registrant’s consolidated
financial statements contained in this repoit.

{2)  Assumes all options to renew will be cxercised.

(3)  Allleases, other than those relating to the Registrent’s administrative facilitics, are triple net leases under which the Registrant bears ol
cosis of operations, including insurance, taxes and utilnies. The Registrant is responsible for specified incresses in taxes, asssssments
and operting costs relating to its administrative facilities.

(4)  Subject to incresse every three years based upon incresses in the Consumer Price Index, not to excesd 10%.

(3)  Closed April 1950. The Registrant intends to sell this property.

{6)  Closcd Mny 1990. Operations were transfemed to the Regictrant’s Starting Point, Oak Avenue facility, The Registrant has entered into
an agreement to seti this propeny.,

(M  Construcied on leased land.

(8)  Closed Decemnber 1989, The Registrant intends to sell this propenty.

(9)  Sold June 1990,

(10)  Leased by a joint venture and managed by the Registrant.
(11)  Lessed by the Registrant and managed by the Registrant’s partner in a joint veniure.
(12)  Subjsct to increase every five years based upen Increases in the Consumer Price L Jex.

Itern 3. LEGAL PROCEEDINGS.
Litigation Relating to the First Hospital Corporation Transaction

On October 31, 1989, a class action complaint was {iled in the United States District Court, Central District
of Califomia by Robert Gildon and Barash Goodfriend Friedman Accountancy Corp. Profit Sharing Trust did
12/15/83 FBO Edward Friedman on behalf of themselves and all others similarly situated against the Registrant,
certain directors of the Registrant and Ronald 1. Dozoretz, M.D. (Case No, CV89-6355 (SVW)EX)). The
complaint alleged violations of the securities laws during the course of the Registrant’s proposed reorganization
with First Hospital Corporation and sought compensatory damages, costs and other relief,

On November 9, 1989, a class action complaint was filed in the United States District Court for the Eastern
District of Virgiria, Norfolk Division, by George Himler on behalf of himself and all others similarly situated
against First Hospital Corporation, Dr. Ronald I. Dozoretz and the Registrant (Case No. 89-763-N). The complaing
alleged violations of the sccurities laws during the course of the Registrant’s proposed reorganization with First
Hospital Corporation and sought compensatory damages including interest, costs and other relief,




On December 4, 1989, a class action complaint was filed in the United States District Coust for the Southern
District of New York by Suzanne McGratk, Philip Feldman, Alan Montrose and all others similarly siwated against
Ronald I, Dozosetz, First Hospital Corporation, and individually certain officers and directors of the Registrant
(Case No. 89 CIV. 8003(KTD)). The complaint, as amended, alleped, among other things, violations of the
securitics laws, common law fraud, breach of contract, intentional interference with prospective business and
contractual relations, breach of fiduciary duties, and violatons of the Racketeer Influenced and Corrupt
Organization Act and sought compensatory damages, punitive damages, costs and other relief.

On March 23, 1990, the plaintiffs in the thres above mentioned matters filed a consolidated class action
complaint in the United States District Court for the Eastern District of Virginia, Norfolk Division, against First
Hospital Corporation, the Registrant, Ronald 1. Dozorelz and the directors of the Registrant {Case No. 89-763-N).
The complairt alleged violations of the federal securities laws, common law fraud, breach of fiduciary duty,
intentional interference with business and contractual relations and intentional interference with prospective
business and contractua! relations by Dr. Dozoretz and the Registrant’s directors and breach of contract. In June
1990, the Registrant and the Registrant's directors entered into an agreement to settle the consolidated stockholder
class actions. Under the terms of the agreement, the Registrant agreed fo pay $150,000 in cash and to issue
687,500 shares of the Registrant’s Common Stock to the plaintiffs and the proposed class. The District Court,
which must approve the settlement, has expressed concerns regarding certain terms of the proposed settlement. On
August 3, 1990, the District Court denied the plaintiffs’ motion for class certification.

On July 2, 1990, the Registrant filed a complaint in the United States District Court for the Southern District
of New York against The Bank of Tokyo Trust Company, Sovran Bank, N.A., and First Hospital Corporation (Case
No.90 CIV 4387). The complaint alleges, among other things, breaches of contract against all three defendants
relating to the reorganization agreement with First Hospital Corporation which the Registrant terminated when
Sovran Bank advised First Hospital Corporation that it would not proceed with the financing necessary to fund the
proposed reorganization, In accordance with the terms of the reorganization agreement with First Hospital
Corporation, the Registrant executed a subordinated promissory note pursuant to which First Hospital Corporation
advanced the Registrant $5 million in June 1989. The Registrant believes that the loan from First Hospital
Corporation was forgiven on termination of the reorganization agreement pursuant to the wrns of the
reorganization agreement, However, First Hospital Corporation has advised the Registrant that it disagrees with the
Registrant and has demanded repayment of the loan,

Other Litigation

In addition to the foregoing matters, the Registrant is routinely engaged in the defense of lawsuits arising out
of the ordinary course and conduct of its 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 edverse impact on the Registrant’s business.

Item 4. SUBMISSION OF MATTERS TO A VOTE OF SECURITY HOLDERS.

Inapplicable.




Item 5. MARKET FOR REGISTRANT'S COMMON EQUITY AND RELATED STOCKHOLDER
MATTERS.

(a) The Registrant’s Common Stock has been traded on the New York Stack Exchange under the symbol CMP
since July 18, 1988. Prior to that date the Common Stock was traded on the over-the-counter market and quoted
on the NASDAQ National Market System under the symbol CMPH, The following table sets forth the range of
high and low bid prices for the Common Stock for the fiscal quarters indicated through July 17, 1988 and the high
and low sale prices for the Common Stack for the fiscal quarters indicated thereafier, Over-the-countsr prices
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represent inter-dealer prices, without retail markup, markdown or commission and do not necessarily represent b
actual transactions, f
3
%
Price i
Fiscal ¥Year High Low
1990
First QUaMer o o v v ittt et i ia e e enrnaannns $11-3/4 $7-3/8
Second QUarer ... v vrivriraen et ransenas 9-1/4 2-5/8
Third Quarter ....covnviriiiinrnenecnnnennenn 3-318 1-3/4
Fourth Quarter ......viviininnennnannrennnsnnss 3-18 2-1/8
1989:
First Quarter (throngh July 17,1988) ............... 12-1/4 8-7/8
First Quarter (July 18, 1988 through August 31, 1988) ... 10-3/8 8-1/4
Second Quarter . .. oottt i e e 9-38 7-1£2
Third QUAarer. . v v vvvienin et ianneanes canns 12-578 7-78
FourthQuarter .......iviviinnnininensnnanenss 13 9

(b} As of August 31, 1990, the Registrant had 2,106 stockholders of record.

(c) The Registrant paid $.10 per share cash dividends on a quarterly basis during the first two quarters of fiscal
1989, or an aggregate of $.20 per share for fiscal 1989. 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 nor during any quarier of fiscal 1990. The Registrant does not expect to
resume payment of cash dividends in the foreseeable future. See Item 7, "MANAGEMENT'S DISCUSSICN
AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS OF OPERATIONS” and note 11 1o the
consolidated financial statements contained in this report for a description of restrictions on the payment of
dividends contained in the Registrant's loan agreements.
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Item 6. SELECTED FINANCIAL DATA,

The following tables summarize selected consolidated financial data and should be resd in conjunction with
the consolidated financial statements and notes thereto appearing elsewhere in this report. The financial data
presented herein is not necessarily indicative of the Registrant’s finture financial condition or results of operations.
See Item 7, "MANAGEMENT'S DISCUSSION AND ANALYSIS OF FINANCIAI, CONDITION AND
RESULTS OF OPERATIONS" for a discussion of recent resuits of operations and liquidity.
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Years Ended May 31,
1990 1989 1988 1987 1986
{Amounts In thoussnds, except per share data)

Statement of Operations Data:
Operating revenues ....oovvvvvsveasa...  $143,694 $209911 §193,573 $173,245 $164,717
Costs and expenses:
Operaling, general and administrative .... 162,036 189,157 165,126 144,635 134,571
Depreciation and amortization . ......... 8440 8,694 7,157 6,527 5032
Net loss(gain) on salefwrite-down of assets . 45,657 (1,303) - v 5,701
Other nonwecurring expenses . . . . 4407 1,327 -- -- -
220540 197,815 _172.883 _151,162 145304
Operating eamnings{oss) ... ..cv0vvea...  (76846) 12,096 20,650 22,083 19413
Equity in eamings of unconsolidated
JOIRL VERIIIES . i vvvnneearnanannns 231 25 2,137 4,340 5518
Gain on reorganization agrecement ......... 5,000 - - - -
Minority intarest in (loss)eamings of
consolidated joint ventures ............ 508 (989) (1,382) (770) (404)
Interest income(expense), net ............ (8495 _(9,371) _ (6545 _ (2975 892
Eamiugs(loss) before income taxes ........ §$(79602) § 1761 $14900 $22678 §25419
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Neteamings(oss) «..vevinnnenernnnens 5(59,308) $__502 § 8970

Eamings(loss) pershare ................ $ (583) 8 05 § .88
Cash dividends pershare ............... 3 - $ 20 % 40
Weighted average common and common ...
equivalent shares ontstanding .......... 10,172 10,186 12,522 15360 16,987

Yesnrs Ended Mayv 31,
1950 1939 1988 1987
(Dollars in thousands)

Balance Sheet Data:

Workingeepital ........00viieninaen., 349832 $36448 $30.047 $ 34,730 $ 73855
TolAl BSSEIS . .. vnvvevenennscnessnnnans 141592 209,520 228,093 214,611 218,770
Tongtermdebt ........c0iiiiiinnnnn 86,564 72,232 102,408 95,609 55,711
Stockholders® eguity ... ....oovu i 20214 79,194 81,470 85,369 132,180
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Item 7. MANAGEMEN{"S DISCUSSION AND ANALYSIS OF FINANCIAL ‘CONDITION AND
RESULTS OF CPERATIONS.

As a result of ™e chenging configuration of the mix of the Registrant’s business i fiscal 1990 within
freestanding facilities and behavioral medicine contracts, management belicves that a presentation which compares
results of operations for those facilities and cont-acts which were operational for the entirety of the past two fiscal
years provides a more meaningful analysis.

Resulis of Operations - Fiseal 1990 (compared with Fiscal 1989)

The Registrant reported a loss of approximasely $59 million, or $5.83 per share, for the fiscal year ended May
31, 1990, inciuding a fourth quarter loss of approximately $30 million or $2.96 per share. Resulis were primarily
impacted by pretax chasges of approximately $46 million for fiscal 1990 and $26 million for the fourth quarter
associatcd with the write-down of the carrying value of certain underperforming assets that the Registrant has sold
or designated for disposition and by continuing poor utilization of the Registrant's freestanding facilities and
behavioral medicine contracts, The Registrant recorded a gain of $5 million relating to the terination of the
reorganization agreement with First Hospital Corporation. The Registrant also incurred approximately $4.4 million
of noarecurcing expenses in fiscal 1990, consisting of $2.8 million of reorganization costs and $1.6 million of loan
restructuring costs. In fiscal 1989, the Registrant incurred $1.3 million of reorganization costs.

Operating, general and administrative expenses decreased approximately 14% in fiscal 1990. Lower operating
levels at the freestanding facilities and the sale of BMC were the principal factors in the decrease,

Depreciation anG amortization decreased by approximately 3% principally as a result of the sale or closure of
two freestanding chemical dependency facilities ir fiscal 1989, closure of two additional facilities and sate of the
former corporate headquarters in fiscal 1990 and the lack of any new openings of operating facilities during fiscal
1990. Interest expense decreased by 5% principally as a result of an increase in capitalized interest, Capitalized
interest on construction projects, which offsets interest expense, increased from approximately $158,007 to $1.1
million due to construction of a 151-bed replacement facility for the Brea Hospital Newropsychiatic Center. The
Registrant’s total borrowings were approximately 388 million at May 31, 1990 compared to approximately $96
millicn at May 31, i989. During the year, the Registrant utilized the proceeds from the sale of certain assats to
reduce its putstanding indcbiedness,

The Registrant's effective tax rate decreased from approximately 71% in fiscal 1989 to 25% in fiscal 1990
principally 25 a result cf non-deductible costs associated with the terminaied reorganization with First Hospital
Corporation in fiscal 1989 and in connection primarily with non-deductible costs associated with losses on
sale/write-down of assets in fiscal 1990,

In December 1987, the Financial Accounting Standards Board issued Financial Accounting Standards No. 96,
"Accounting for Income Taxes" ("SFAS 96"). This accounting standard significanily changes the methodology
used to calculate and report income taxes for financial statement purposes. The Registrant is vequired to adopt
SFAS 96 by no later than fiscal 1993, although earlier adoption is optional, The Registrant has not determined
when it will adopt SFAS 96.
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Freestanding Operations

Admissions in fiscal 1990 dz=clined overali by 3,800 to 13,300 from 23,100 in fisca! 1989, an overall decline of
42%, Of this decline, 4,300 fewer admissions were attributable to facilities which were closed or under contiget to
be sold as of May 31, 1950, which was a decline of 60% for those facilitizs. ‘The remaining facilities ("same
store”) experienced a 34% decline in admissions and a 9% decline in Isngth of stay to 16.7 days, resulting in 39%
fewer patient days than the prior fiscal year. The following table sets forih selected quarterly utilization data on a
"same store” basis:

Same Store Utilization

Figcal 1990 Fiscal 1989
4h 3rd 2nd Ist 4h 3rd 2nd Ist

Qu. Q. Q. Q. Qw. Q. Quw O

Admissions ................. 2490 2,447 2,575 3,040 3,768 3989 4,156 4,119
Average lengthof stay . ........ 162 168 166 172 178 188 184 134
Patientdays .........0000u0n 42,563 40,708 44,880 55,371 70,703 74,026 78,540 76,370
Average occupancy rate . ....... 3% 36% 38% 47% 61% 63% 68% 69%

Since overall net revenue per patient day increased by 8% to $320 in fiscal 1990 from fiscal 1989 and overa!l
patient days declined 47% to 242,000, the resulting decline of approximately $57 million, or 44%, in operating
revenues at the Registrant’s freestanding facilities is attributed entirely to the declire in utilizaticn, primarily from
reduced admissions and secondarily from shorter average lengths of stay. The Registrant believes that the
community and employee uncertainty created by the proposed reorganization with First Hospital Cerporation, the
increasing role of HMOs, reduced beneiits from employers and indemnity companies, a greater numbsr of
competitive beds and a shifting to outpatient programs are responsible for this decline in utilization. In response 1o
these factors the Registrant has accelerated the development of effective, lower cost outpatient and daycare
programs in conjunction with its freestanding facilities and has shifted its marketing activities toward developing
relationships and conwacts witn managed care and other organizations which pay for or broker such services.

The following table illustrates that revenues in outpatient and daycare programs offered by the freestanding
facilities on a "same store” basis have been steadily increasing:

Gross Ouipatient/Daycare Revenues
(D<lars in thousands)
Fiscal 1990 Fiscal 1989
4th 3rd  2nd 1st 41th 3rd 2nd 1st

Qr. Qv Qr Qr Qr Qr Qu QO

Fecilities offering . .. .......... 15 14 12 11 9 8 8 8
Gross outpatient/daycare

PEVENUCS & ivvvvuvnnnnrnnnn §1,951 $1,246 $1,168 $1204 $922 $RS9 8576 $548
% of t1al "same store”

Eross oparating revenues ... ... 9% 6% 5% 4% 3% 2% 1% 2%

Although operating expenses at the Registrant’s freestanding facilities decreased $20 million, this decrease was
not sufficicii to offset the related decline in revenues. Consequently, operating losses of fecilities closed or sold
weve $8 million compared to operating income of $4 million in fiscal 1989, and "same store” operating losses were
$11 miltion in fiscal 1990 versus operating income of $14 million in the prior year,
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In response 1o these continuing losses, the Registrant has taken steps to bring expenses in line with revenues by
reducing steff and media advertising expenses, If utilizntion at particular facilities continues to deteriorate suzh that
anticipated reductions in operating losses are not achieved, those facilities will be considered for closure and
disposition. The Registrant recorded spproximately $40.8 million in asset write-downs during fiscal 1990 in
connection with the recognition of losses on facilities sold and revaluation of facilities designated for disposition,
Thic amount includes the estimated future operating losses and carrying costs of such facilities until disposition at
an assumed future point in time. To the extent that actuz] costs and time required to dispose of the facilities differ
from these estimates, adjustmenis to the amount writlen-down may be required. Future operating Iosses and
carrying costs of such farilities will be treated as discontinued operations and charged back directly to the carrying
value of the respective assets held for sale. Beccuse cheinical dependency wreatment facilities are special purpose
structures, their resale value is negatively affected by the oversupply of beds resulting from the diminished demand
for inpatient treatment currently being experienced throughout the industry. In fiscal 1990, the Registrant closed
three facilities, two of which have been listed fcr sale and the third is under contract for sale. Additionally, in
May 1990, the Registrant entered into an agreement for the sale of an operating facility, waich was consummated
in June 1990. The Registrant has also designated another eight of its remaining sixteen operating facilities for
dispositicn. These facilities have been designated for disposition because of their weak market positions relative o
competitors and limited prospects for generating an acceptable retum on investment as an operating property, The
Registrant will contirue to evaluate the performance of all of these facilities in their respective inarkets, and, if
circnmstances warrant, may reduce the number of facilities designated for dispositicn,

Behavioral Medicine Contracts

During fiscal 1990, patient days of service at CarcUnit, Inc. contracts declined by approximaiely 42% from
617,862 patient days to 358,000 paticnt days. Of this decline, 131,000 patient duys related to the sale of its 70%
joint venture interest in Behavioral Medical Care "BMC"), which had operated 31 contracts. An additional net
91,000 patient days of the decline were associated with unit closures net of unit opznings during fiscal years 1989
ad 1990, 5)-ecifically, one new it was opened in fiscal 1990 and twenty-five were closed, Of the units closed,
thirteen contracts were terminated by CareUnit, Inc. for cither poor operating performance or failure on the part of
th2 contracting hospital with respect to centain contractual obligations. ‘The remaining twelve closures were
terminated by the contracting Fospitals upon expiration of their term, The Registrant believes that these non-
renewals were influenced primarily by the uncertainties associated with the proposed and subsequently terminated
reorganization,

Units which wete operational for both fiscal years expericnced a 13% decline in utilization to 222,040 patient
days. Since average net scvenue per palient day at these units was essentially unchanged from the prior year, net
operating revenues also declined by 13% to $16 million. An additiona! $1 million of ret operating revenues was
associated with units opened during the past two years, $6 million pertained to BMC, and $3 million was generated
by units closed during the fiscal year. Outpatient revenues increased 38% from $538,000 in fiscal 1989 to
$742,000 in fiscal 1999,

Operating expenses at units operational for both fiscal years increased 3%, which, combined with the 13%
decline in operating revenues, caused operaling income at the unit level to decline 43%, or $3 million, from fiscal
1989. Of the remaining decline in fiscal 1990 unit operating income, $4 million was attributable to BMC and $1
million was associated with units closed during the yezr. Consequently, unit operating income overall declined to
$4 million in fiscal 1990 from $12 million in fiscal 1959,

During early fiscal 1990, development of new cont-acts diminished as a consequence of business development
stoff turnover following the announcement of the jroposed recrganization with: First Hospital Corporation.
Subsequent lo the termination of the proposed reorganization, all new business development activities were
suspended pending resolution of the Regisirant's negotiations with its senior secured lenders, In January 1990,
development activities were resumed, however it is not anticipated that any new unit op2nings will occur prior to
the third quarter of fiscal 1991,




RehabCare Contracts

Net operating revenue associated with FehabCare contracts during fiscal 1990 increased 37% to $33 million
from $24 million in the previous year, Twenty-six established units accounted for $6 million of the fucrease, An
additional $3 million in fiscal 1990 net operating revenues was generated by twenty-three units opened and thirteen
units closed during the fiscal years 1989 and 199(. Although net revenue per patient day increased over 3% from
the prior fiscal year, increased utilization of 33% accounted for substantially all of the increase in revenue.
Operating expenses at the unit level increased 36 million in response to the increased wtilization, reflecting
operating efficiencies associated with higher census levels. In fiscal 1990, new contract development activily was
substantially diminished in response to the terminated reorganization. During fiscal 1991, all existing units opened
in the previous two fiscal years will have completed their initial twelve moaths of start-up and transitioned to what
is typically a profitable mode. Although development efforts have been renewedl, extensive lead times associated
with the development and opening of new units should cause related start-up costs and first-year operating losses
to be limited. Consequently, RehabCare expects to have continued growth in net operating revenues and
profitability as the mix of mature units relative to new units continues to incresse.

Results of Operations - Fiscal 1989 (compared with Fiscal 1988)

The Registrant reported earnings of $502,000, or $.05 per share, for the fiscal year ended May 31, 1989,
including a fourth quarter loss of approximately $5 million, or $.50 per share, Results for the quarter were
primarily impacted by poor utilization of the Registrant’s freestanding facilities and behavioral medicine contracts,
by costs of approximately $1.3 milion associated with the proposed reorganization and by asset write-downs of
approximately $2.4 million (pre-tax). Management atiributes some of the decline in utilization to the emphasis on
stricter admission policies at certain facilities and increased pressure by third-party payors on length of stay and
reimbursement. Management elso believes that community and employee uncertainty regarding the proposed
reorganization further contributed to the decline.

Operating revenues increased approximately 8% over fiscal 1988, Overall utilization of the Registrant’s

freestanding facilities increased by 3% while utilization of behavioral medicine contracts declined by approximately
20%. Fatient days of service rendered by RehabCare increased by approximately 55%, Ulilization of the
Registrant’s freestanding facilities and behavioral medicine contracts was particularly disappointing during the
fourth quarter of fiscal 1989, Management believes that the decline was partially attributable to its Febrvary 9,
1989 public announccment that the Registrant had engaged Prudential Bache Capital Funding as its financial
advisor and formed a Special Committee to evaluate the Registrant’s financial altenatives and the subsequent
announcement on April 26, 1989 of the proposced reorganization. Patient days of service rendered in mature
freestanding facilities (excluding closed units) were comparable to those in fiscal 1988, Three new chemical
dependency facilities and one new psychiatric facility, all 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,

Operating revenues frm freestanding facilities increased by approximately 15% in fiscal 1989. Revenues from
three new chemical dependency facilities opened since February 1988, net of the loss in revenues from closed
facilities, accounted for approximately 40% of this increase. Rate increases and changes in payor mix accounted
for the remainder, Revenues of freestanding facilities were adversely affected by continuing increases in
deductinns from revenues, which, as a percentage of gross revenues, increased by approximately 6% in fiscal 1989,
As a result of the factors above, the majority of the Registrant’s freestanding facilities recorded lower profits in
fiscal 1989 when compared io fiscal 1988,

In September 1988, the Registrant sold the property where it had previously operated CareUnit Behavioral
Center of Los Angeles and, in January 1989, sold CareUnit of DuPage, a 120-bed chemical dependency treatment
facility located in a suburb of Chicago, Ilinois. During fiscal 1989, CareUnit of DuPage generated 10,833 patient
days of service, operaling revenues of approximately $3.5 million and incurred a nominal loss. During fiscal 1988,
CareUnit of DuPage geaerated 11,969 patient days of service, operating vevenues of approximately $3.4 million,
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and incurred a loss of approximsarely $1.1 miltion. In addition, in December 1988, a joint venlure in which the
Registrant has a 50% interest sold Golden Valley Health Center, a 377-bed behavioral inedicine facility located in
a suburb of Minneapolis, Minnesota. Gelcea Valley Health Center generated 31,249 patient days of service in
fiscal 1989 and the Registrant recorded its equily interest in the eamings of Golden Vslley Health Center in the
amount of approximately $100,000. In fiscal 1988, Golden Valley Health Center generated 48,877 patient days of
service and the Registrant recorded its ety intevest in the eamings of Golden Valley Health Center in the amount

of approximately $128,000,

During the fourth quarter of fiscal 1989, the Registrant recorded a write-down 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 in Irvine, California and a write-down of approximately $400,000 (pre-tax) of its book value
to the estimated market value of its unimproved land in Miami, Florida,

For fiscal 1989, BMC generated revenues of $14.7 million and eamnings before taxes on incoms of
approximately $3.3 million, of which the Registrant's share is 70%. At May 31, 1989, BMC operated 38 contracts
totalling 900 available beds.

Revenues from RehabCare increased by approximately 50% as a result of an increase in the number of units in
operation from 3> to 47 and an increase in the number of patient days of service of approximately 55%. Eamings
from RehabCare increased significantly as a number of units opened in the preceeding two years reached maturity,
RehabCare units typically incur significant start-up losses during the first year of operation principally as a result
of low utilization during the Medicare non-exempt first year. These losses are generally reversed in the second
year of operation of the RehabCare unit.

Operating, general and adiainistrative expenses increased approximately 15% in fiscal 1989, The opening of
two new freestanding facilities in February 1988 and one in June 1988, the expansion of RehabCare's business and
increassd costs in mature freestanding facilities were principal factors in the increase.

Depreciation and amontization increased by approximately 12% principally as a result of the opening of two
freestanding chemical dependency fecilities. Interest expense increased by 43% principatly as a result of an
inzrease in the average outstanding indebtedness during the year and an increase in interes; rates. Capitalized
interest on construction projects, which offsets interest expense, decreased from approximsicly $1.2 million 10
$158,000 due to decreased construction activities, The Registrant's total bomrowings were approximately $96
million at May 31, 1989 compared 10 approximately S111 million at May 31, 1988. During the year, the
Registrant utilized the proceeds from the sale of cemain freesianding facilities to reduce its outstanding
indebtedness,

Operating eamings and eamings befor texss on income decreased by approximately $8.6 million and $13.1
million, respectively. The Registrant’s effective tax rate hicreased from approximately 40% in fiscal 1988 to 71%
in fiscal 1989 principally as a result of nen-deductible costs associated with the proposed reorganization with First
Hospital Corporation.

Liguidity and Capital Resources

At May 31, 1990, the Registrant had contractual commitments for completion of construction of the Brea
Hospital Neuropsychiatric Ceater in the amount of approximately $1.8 million. The hospital was completed and
sold in June 1990. The Registrant has no other construction projects under development. The Regzistrant has
budgeted spproximately $1.3 million for total capital expenditures in connection with its remaining operating
facilities in fiscal 1991,
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The Registrant’s current assets at May 31, 1990 amounted to approximmately $78 million and current liabilities
were approximately $28 million, resuiting in working capital of approximately $50 million and a current ratio of
28 10 1. The Regismant's primary use of working capital is to fund gperating losses while it seeks to reduce
overhiead, restore profitability to certain of its fresstanding facilities and dispose of the remainder, Proceeds from
any such dispositions will be: used to repay the Registrant's senior secured debt, which totaled approximately $40
million at May 31, 1990. The Rezgistrant.anticipates that, subject to the issues described below, with current cash
on hand, accounts receivable and income tax refunds it will be able to fund its expected operating losses and
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capital needs through fiscal 1991,
Working capital at May 31, 1990 includes $16.4 million of expected income tax refumds, $12.3 million of
which the Registrant received in August 1997, Under the terms of the Registrant’s agreements with jts senior '33
secured lenders, these refunds are required 1o be dedivered 1o and held as cash collateral by such lerders until "“
withdrawn by the Registrant to meet its obligations in the ordinary course of business. In the event of a default ’f
under the agreements, the fenders have the right to terminate the Registrant’s access to proceeds from the cash *:
coliateral accounts, to apply any ba'ances in the accounts and any future income tax refunds to repayment of the g
senior secured debt and to accelerate the maturity of outstanding indebledness. Such events of defaults include, as ;ﬁ
defined, a "change in control” and a failure 0 maintain a net worth, exclusve of additional asset writedowns 3%
subsequent to May 31, 1990, of at leas: §5 million. On August 20, 1€30, six of the Registrant’s Board of )
Directors were replaced pursuant, to the oulcome of a consent solicitation The Registrant and its counsei are of the "‘&":
oy

!

opinion that such replacement does not constitute a change in contral. The Registrant has continued to experience
substantial operaling losses in fiscal 1991. If such losses continue, te Registrant's net worth, as defined, could fall
below $5 million. If thes: or any othar events of default shoiid occur and not be waived by the senior secured
lenders, the Registrant’s working capital would be materially, adversely affected.
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All benefits from recoverable Federal income taxcs paid in prior years (tax carrybacks) have been recognized
as of May 31, 1990. No further tax carrybacks sre available,
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Item 8, FINANCIAL STATEMENTS AND SUPPLEMENTARY DATA.

COMPREHENSIVE CARE CORPORATION AND SUBSIDIARIES
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INDEPENDENT AUDITORS' REPORT

To the Stockholders and Board of Directors
Comprehensive Care Corporation:

We have audited the accompanying consolidated financial statements of Comprehensive Care Corporation and
subsidiaries (the Company) as listed in the accompanying index. In connection with our audits of the consolidated
financial statements, we also have audited the financial statement schedules as listed in the accompanying index.
These consolidated financial statements and financial statement schedules are the responsibility of the Company’s
management. Our responsibility is to express an opinion on these consolidated finzacial statements and financial
statement schedules 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 obtain reasonable assurance about whether the financial statements are free of
malerial misstatement.  An andit includes examining, on a test basis, evidence supporting the amounts and
disclosures in the financial stalements. An audit also includes assessing the accounting principles used and
significant estimates made by management, as well as evaluating the overall financial statement presentation. We
believe that our audits provide a reasonable basis for our opinion.

I 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, 1990 and 1989, and the results
of thzir operations and their cash flows for each of the years in the three-year period ended May 31, 1990, in
conformity with generally accepted accounting principles, Also in our opinion, the related financial statement
schedules, when considered in relation to the basic consolidated financial statements taken as a whole, present
fairly, in all material respects, the information set forth thegein.

As discussed in note 16 to the consolidated financial statements, the Company is currently undergoing a payroll tax
audit by the Internal Revenuc Service for calendar years 1983 through 1988, The IRS agent conducting the andit
has verbally asserted that certain physicians and psychologists engaged as independent contractors by the Company
should have been treated as employeas for payroll tax purposes. The ultima*e ouicome of this matter cannot
presently be determined. Accordingly, no provision for any liability that may rvsalt upon resolution of this matter
has been recognized in the accompanying consolidated financial statements,

The accompanying consolidated financial statements have been prepared assuming that the Company will continue
as a going concemn. As discussed in note 2 to the consolidated financial statements, the Company incusred
significant losses from operations in fiscal 1990 and expects to incur losses and negative cash flow from operations
during fiscal 1991. The potential reed for additional financing 1o repay debt as it comes due and finance the
Company’s anticipated losses from operations and nepative cash flow during fiscal 1991 raises substantial doubt
about the Company’s sbility to continue as a going concern, Management's plans in regard 1o these matters are
also described in note 2. The consolidated financial statements do »at include any adjustments relating to the
recoverability and classification of reported asset amounts or the amounts and classification of liabilities that might
recult from the outcome of this uncertainty. '
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St. Lovis, Missouri
July 27, 1990
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COMPREHENSIVE CARE CORPORATION AND SUBSIDIARIES
Consolidated Bzlance Sheets
May 31,

1990 1989
ASSETS (Dollars in thousands)

Current pssets:
1 $ 3,884 $ 7.641

Accounts and noles receivable, less allowance for
doubtful accounts of $10,455and 816,355 ... viiiinnnnn 33015 55,403
Refundable inCome tAXeS . ..o v v ienereinrnnrnoonnsonne 16,400 -
Prepaid and deferred income taxes ... .vvvnvenrnnenennnan - 2458
Property and equipment held forsale . ...vvvveivninnrnnnns 20909 12,969
Other CUITENE 855215 . .0 v veennntonnossnnsconsennes 3,563 5,766
Tolal CUITENE ASSEIS & it v vvevnenecnvaannrssannssnssansss 77,171 84.237

Property and equipment, A COSt v v v vt v iv ittt in e errenanann 41901 124,154
Less accumulated depreciation and amortization ......c0cevnnns. (8,801) (27.081)
Net property and equipment ... ..ovvvivevrrnrrrnnaeseroenns 33,100 97,073
Investment in unconsolidated joint ventures ................... 4449 5,586
Property and equipment heldforsale ... ... .c.0vinvnrvnrrenes 16,248 -
OINer ASSBIS v vvvvnrvrrnonsesensosonsosnetnnssnnsnnns 10,024 22,624
TOtal BSSEIS 4 v v it v tnenransnetonensoanssrnrnnenranans 8141592 $209,520

LIABILITIES AND STOCKHOLDERS’ EQUITY

Current liabilities:
Acceunts payable and accrued Labilities . ... 000t eiiennny. $ 26,598
Curvent maturities of long-termdebl ..........cc00vvivinnn 1,089
Incometaxespayable . ..... .0 ittt it i er e 252
Total cument labilities .....o0ivneiiiiiriinirienennnen. 27,939

Long-term debt, excluding current maturities , ... ..... 86,564
Deferred income taxes . .vvvvvvnneenennsncenn . -
Other liabilities .......0cviieivennnnennnn. ceven 6,875
Minority interest in consolidated joint venture . ......ccvvverennnn -
Commitments and contingencies
Stockholders’ equity:
Common stock, $.10 par value; suthorized 30,000,000 shares:
issued 15,253,663 and 15,213,467 shares .....vvevvevenns 1,525 1,521
Additional paid-incapital ........ . ittt 76,459 76,135
Retained eamings . .. ovveineenenireeeensnesnanoeesans 5,066 64,374
Less treasury stock; at cost, 5,080,000 shares. ..........c..... (62.836) (62,836)
Total stockholders’ equity v ... vv vt virevarennnnnnnnes 20,214 79,194
Total liabilities and stockholders® equity .. ..vvvvvvenennrvennae $141,592 $209,520

See notes to consolidated financial statements.
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COMPREHENSIVE CARE CORPORATION AND SUBSIDIARIES

Consolidated Statements of QOperations

Years Ended May 31,
1990 1289 1988
(Dollars in thousands, except per share amounts)

Operaling revenlties v vveveeossanenoncnsssns 5143694  $209911 $193,573

Costs and expenses:
OPeraing «.vuvecvvsronnnvensancens 100,437 127,025 117,089
General and administrative ............. 61,599 62,132 48,037
Depreciation and amortization .....c0.0.. 8,440 8,694 7,757
Net loss(gain) on sale/write-down of assets . . . 45,657 {1,363)
Other nonrecurring expenses ............ 4.407 1,327
220.540

Operating earnings(loss) + . v vvvevvnernennnn . (76.846)

Equity in eamings of unconsolidated joint ventures 231
Gain on reorganization agreement ........... 5,000
Minority interest in loss(eamings) of

consolidated joint ventures . ......00... 508 (989)
Interestincome .....ccoetiniivnrnensnn 1,093 747
Interest eXpense & vvvveevnerannernennas (9.588) _(10.118)

Earnings(loss) before income taxes ... (79.602) 1,761

Provision(benefit) for income taxes ... . {20,294) 1,259

Net eamnings(oss) . ovvvveeernon.. . $(59,308) $502

Eamings(loss) per share ...........

Dividends pershare ..............

See notes to consolidated financial statements.
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COMPREHENSIVE CARE CORPORATION AND SUBSIDIARIES

Consclidated Statements of Stockholders® Equity

Common Stock Additional Treasury Stock Total
Pald-In Retnined Stockholders’
Shares  Amount Capital Earnings Shares Amount Equity
(Amounts in thotusands)

Balance, May 31, 1987 ...... $75,885 $62,190  (4,080) $(54224)  $85,369
Neteamings ....v00ues - -~ 8970 - - 8,970
Cash dividends . ,....... - - {4,257 - - (4.257)
Purchuse of treasury stock . -- - - (1.000) _(8612) _(B612)

Baiance, May 31,1988 ...... 15,182 75885 66903  (5,080) (62,83 81,470
Neteamings .......... - - 502 - - 502
Exercise of stock options 31 250 - - - 253
Cash dividends . .. ...... -- (3.031) -- -- (3,031

Balance, May 31,1989...... 64374  (5,080) (62,836) 79,194
Netloss .ovvennennnn {59,308) - - (59,208)
Exercise of stock options . - 328

Balance, May 31,1990 ...... 335066  (5,080) $(62836) $20214

See notes to consolidated financial statements.




COMPREHENSIVE CARE CORPORATION AND SUBSIDIARIES

Consolidated Statements of Cash Flows

Years Ended Msy 31,
1990 1989 1988

{Dollars la thousands)

Cash flows from operating activities:
Net earnings(loss) ...vvvenvrnocanrrornannss Cerena . $(59308 % 502 8§ 8970
Adjustments to reconcile net earnings(loss) to net
vash orovided by(used in) operating activities:
Depreciatio:r and amortization ., , . 8440 8,694 7,157
Provision for losses on accounts receivabla 19,541 37,627 22,701
Loss(gain) on sale/write-down of assets 45,657 (1.363) -
Increase in refundable income taxes (16,400) - -
Decrease(incrase) in accounts and notes receivable . . 2,847 (41,944) (23,960)
Increase in accounts payable and accrued liabilities 2996 2,698 852
Decrease(increase) in prepaid and deferred income taxes . ... 1,336 {10,163) 1,701
Equity in earnings of unconsolidated jont ventures (231) (25) (2,137)
Other, net (1,064) 392 272
Net cash provided by(used in)
operating activities 3814 (3,582) 11,156
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Cash flows from investing activities:
Proceeds from sale of property and equipment 13,064 23,661 256
Additions to property and equipment (13,565) (5.351) (18.017)
Sale of annuity and insurance policies - 3,706 3.521
Preceeds from notes receivable - 808 1,658
Long-tenn loans made - (953) (371
Distribuuon from joint ventures 1,368 2,089 4,182

-~ _(3235)  _(4009)
867 20,725 (12,770
Cash flows from financing activities: )

Bank and other borrowings 5,000 27,000 20,000
Dividends paid - (3.031) 8,257
Repayment of debt (13,766)  {(41,280) {5,842)
Parchase of treasury stock - - (8,612)
ther, net 328 142 (95)

(8438) (17,169 1,194

(3.757) (26) {420)
Cash at beginning of year 7.641 7,667 8,087
Cash at end of year $ 3,884 $ 7.641 $ 1,667

Supplemental disclosures of cash flow information:
Cash paid during the year for:

$ 9,658 $ 7,756
9259 4,053

See notes to consolidated financial statements,
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COMPREHENSIVE CARE CORPORATION AND SUBSIDIARIES
Notes to Consolidated Financlal Statementy
May 31, 1990, 1989 and 1988

Note 1.- Summary of Significant Accounting Policies

The consolidaied financisl statemesnis include the accounts of Comprehensive Care Corporation (the
"Registrant"), its subsidiaries, and its 70%-owned joint venture partnership, Behavioral Medical Care ("BMC"). All
intercompany accounts and transactions have been eliminated in consolidation,

The Registrant’s consolidated financial statements are presented on the basis that it is 8 going concem, which
contemplates the realization of assets and the satisfaction of liabilities in the nommal course of business. The
continuation of the Registrant’s business is dependent upon the resolution of cperating and shori-term liquidity
problems (see note 2--"Operating Losses and Liquidity™).

Revenue Recognition

Approximately 88% of the Registrant’s operating revenues sre received from private sources; the remainder
from Medicare, Medicaid and other governmental programs. The latter are programs which provide for payments
at rates generally less than established billing rates. Payments are subject to audit by intermediaries 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 final setilement and these estimated provisions are reflected in operating
revenues in the year finalized.

Property and Equipment

Depreciation and amortization of property and equipment arc computed on the straight-line method over the
estimated useful lives of the relatcd assets, principally: buildings and improvements -- 5 to 40 years; fumiture and
equipment -- 3 to 12 years; leaschold improvements -- life of leasz ur life of asset, whichever is less,

Property and Equipment Held foo Sale

Property and equipment L#1d for sale represents net assets of certain freestanding facilities and other assets that
the Registrant intends to sell and is carried at estimated net realizable value, Net realizable value has been reduced
by the estimated operating and selling costs of these facilities through their expected disposal dates. Property and
equipment held for sale which are uxpected to be sold in the next fiscal year are shown as current assets on the
consolidated balance sheets.

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 purchased are amortized over 25 10 40 years. The costs of other
intangible assets are amortized over the period of bencfit. The amounts on the consolidated balance sheets are net
of accumulated amortization of $1,758,000 and $2,646,000 at May 31, 1990 and 1989, respectively.

Capitalized Interest

Interest incurred during the construction of freestanding facilives is capitalized and subsequently charged to
depreciation expense over the life of the related asset. The interest rate utilized is either the rate of the spacific
borrowing associated with the project or the Registrant’s average. inlerest rate on borrowing when there is no

specific borrowing associated with the project. The amount of intcrest capitalized was $1,087,000, $158,000 and
$1,202.000 for the years ended May 31, 1990, 1989 and 1988, respectively.

31

AT T F B Ry ST AT

AR TIRTL AL R VAT

=5
P

7 N L34

; -:,@s-;i-g 5
oaR:




a3 AT SRR EUTOEA LR LT P AT Tl el ol TR PG R PPN MO R SR B SR GES LIS 49 20 2T R LTSN ey L D TR U AT ST GGG E LN O e IR RS F e A
i

COMPREHENSIVE CARE CORPORATION AND SUBSIDIARIES
Notes to Consolidated Financial Statements (continued)
May 31, 1554, 1989 and 1988

Note 1.- Summeary of Significant Accounting Policies (continued)

Deferred Contract Costs

The Registrant has entered into a limited number of contracts with independent gencral hospitals whereby it will
provide services over a period in excess of the standard agreement. In recognition of the hospitals’ long-term
commitment, the Registrant has paid certain amounts to them. These amounts may oe used by the hospital for
capital improvements or as otherwise determined by the hospital, The Registrant is entitled to a pro rata refund in
the event that the hospital terminates the contr2ct before its schedwled termination date; accordingly, these amounts
are charged to expence over the life of the contract.

Cash and Cash Equivalents

Cash in excess of daily requirements is invested in short-term invesiments with maturities of three months ~r
less. Such invesiments are deemed to be cash eguivalents for purposes of the consolidated statements of cash
flows. Included in cash are short-term investments of $1,966,000 and $4,200,000 at May 31, 1990 and 1989,

respestively.
Income Taxes

Deferred income taxes are recognized for differences in the recognition of revenue and expense jtems that are
reported in different years for financial reporting purposes and income tax purposes using the tax rate applicable to
the year of calculation. Under the deferred method, deferred taxes are not adjusted for subsequent changes in tax
rales.

In Dezember 1987, the Financial Accounting St.ndards Board issued Statement No, 96, "Accounting for Income
Taxes" ("SFAS 96"). This statement requires the use of the asset and lisbility method, whereby deferred income
taxes arc recognized for the tax consequences of "temporary differences” by applying the enacted statutory tax rates

applicable to future years to differences between the financial statement carrying amounts and the tax bases of
existing assets and liabilities. Under SFAS 95, the effect on deferred taxes of a change in tax rates is recognized
in income in the period that includes the emactment date. SFAS 96 may be implemented prospectivel, or
retroactively. The Financial Accounting Standards Board has delayed the required implementation of SFAS 96
untii not carlier than fiscal 1993, The Registrant has not determined when it will adopt SFAS 96.

Eamings Per Share

Primary and fully diluted eamirys per common and common equivalent share have been computed by dividing
net earnings(loss), after giving effect to the elimiration of interest expense applicable to the convertible debentures
less income tax eifect, by the weighted average number of common and common equivalent shares outstanding
during the period. In riscal 1988, the weighted average of the number of shares issuable on conversion of the
convertible debentures and exercise of stock oplions was added to the weighted average number of common shares
outstanding. During fiscal 1990 and 1989, the convertible debentures had an antidilutive impact on earnings per
share and accordingly were excluded from the compiation,

The weighted average number of shares used to calculale eamings(loss) per share was 10,172,000, 10,186,000
and 12,522,000 for the yaars ended May 31, 1990, 1989 and 1988, respectively,

Reclassifications

Certain 1989 and 1988 amounts have been reclassificd to conform to the 1990 presentation.
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COMPREHENSIVE CARE CORPORATICN AND SUBSIDIARIES
Notes to Consolidated Financial Statements (continued)
May 31, 1950, 1989 and 1958

Note 2-- Operating Losses and Liquidity

The Registrant incurred losses before income taxes totaling approximately $79.6 million for the year ended
May 31, 1990. Of these losses, appreximately $4.4 million represents nonrecurring expenses primarily related to
legal, investment banking and other expenses associated with the Registrant’s proposed reorganization
¢52.8 miilion) and fees and cther costs associated with the restrucioring of the Registrant’s senior secured debt
($1.6 million). The Registrant’s loss on operations for the year ended May 31, 1990 was principally a result of
poor utilization of its freestunding facilities and behavioral medicine contracts.

In response to these continuing losses, the Registrant has taken sieps to bang expenses in line with revenues by
reducing staff and media advertising expenses. If utilization at particular facilities continues to deteriorate such that
anticipated reductions in operating losses ere not achieved, those facilities will be considered for closure and
disposition. The Registrant recorded approximately $40.8 million in asset write-downs during fiscal 1990 in
connection with the recognition of losses on facilities sold and revaluation of facilities desigrated for disposition.
This amount includes the eslimated future operating losses and carrying costs of such facilities until disposition at
an assumed future point in time, To the extent that actual costs and time required to dispose of the facilities differ
from these estimates, adjustments to the amount written-down may be required. Futvre operating losses and
carrying costs of such facilities will be treated as discontinued operations and charged back directly to the carrying
value of the respective assets held for sale. Because chemical dependency ereatment facilities are special purpose
structures, their resale value is negatively affected by the oversupply of beds resulting from the diminished demand
for inpaticnt treatment currently being experienced throughoul the industry. In fiscal 1990, the Registrant ciosed
three facilities, two of which have been listed for sale and the third is under contract for suls  AdziGunally, in
May 1990, the Registrant entered into an agreement for the sale of an operating facility, which was consummated
in June 1990. The Registrant has also designated another eight of its remaining sixteen operating facilities for
disposition. Thesc facilities have been designated for disposition because of their weak market positions relative to
competitors and limited prospects for generating an acceplable return on investment as an operating property. The
Registrant will continue to evaluate the performance of all of these facilities in their respective markets, and, if
circumstances warrant, may reduce the number of facilities designated for disposition.

The Registrant’s current assets at May 31, 1990 amounted to approximately $78 million and its current liabilities
were approximately $28 million, resulting in working capital of approximately $50 million and & current ratio of
2.8 v 1. Working capital at May 31, 1990 includes $16.4 million of expected income tax refunds, $12.3 million
of which the Registrant received in August 1990. Under the terms of the agreements with its senior secured
lenders, these refunds are required 1o be delivered to and held as cash collateral by such lenders unti! withdeavn by
the Registrant to meat its obligations in the ordinary course of business. In the event of a d=fault under the
agreements, the lenders have the right to terminate the Registrant’s right to withdraw proceeds from the cash
collateral accounts and to apply any balances in the accounts and any future income tax refunds (o repaymeiit of
the senior secured debt. The Registrant's primary use of working capital is to fund operating losses while it seeks
to reduce overhead, restore profitability to cenain of iis freestanding facilities and dispose of the remainder.
Proceeds from any such dispositions will be used 1o repay the Registrant’s senior secured debt. See note 11--
Long-Term Debt

Mote 3-- Acquisitions und Dispositions

In June 1988, the Sutter Center for Psychiatry, a 69-bed psychiatric hospital, opened in Sacramento, California.
The facility was owned by a joint venture between BMC and Sufter Community Hospitals, BMC owned a 49%
interest in the joint venture. The Registrant owned a 70% inierest in BMC. In December 1989, BMC sold its
interest in the Sutter-BMC joint venture, and in January 1990, a subsidiary of the Regisrant sold its interest in
BMC.
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COMPREHENSIVE CARE CORPORATION AND SUBSIDIARIES
Notes to Consolidated Financial Statements (continued)
May 31, 1990, 1989 and 1988

Note 3-- Acquisitions and Dispositions (continued)

In Sepiember 1988, the Registrant sold its CarcUnit Behavioral Center of Los Angeles facility which it had
closed in May 1988. In 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 fecility was owned by
a joint venture in which the Registrant has a 50% interest. In January 1989, a subsidiary of the Registrant sold
CareUnit of DuPage, a chemical dependency treatment facility located in a suburb of Chicago. The Registrant
utilized the net proceeds of sale of these facilities to reduce its senior secured debt.

In fiscal 1990, the Registrant sold its former corporate headquarters building in Irvine, California and certain
unimproved land in Miami, Florida, These assets were recorded at their net realizable value at May 31, 1989 of
approximately $13 million. The aggregate Iosses recorded in connection with the write-down and subszquent sales
of these assets were approximately $3.8 million in fiscal 1990 and $2.4 million in fiscal 1989 and are included in
net loss(gain) on sale/write-down of assets in the consolidated statements of operations for those years respectively,
The Registrant utilized the net proceeds of sale of these assels to reduce its senior secured debt.

In June 1990, the Registrant sold one of its freestanding facilities in California for approximately $12 miilion.
The loss on the sale of this facility, totaling approximately $8.2 miilion, is included in net loss(gain) on sale/write-
down of assets in the consolidated statements of operations for the year ended May 31, 1990, The Registrant
utilized the net proceeds of sale of this facility to reduce its senior secured debt.

Note 4-- Propused Recrganization

In fiscal 1989, the Registrant entered into a proposed rcorganization with First Hospital Corporation ("First
Hospital") whereby the Registrant’s business and operations were to be reorganized and combined with those of
First Hospital into a combined business enterprise. In fiscal 1990, the proposed reorganization with First Hospital
was terminated. The Registrant incurred approximately $2.8 million and $1.3 million for the years ended May 31,
1990 and 1989, respectively, in costs associated with the terminated reorganization. In accordance with the

proposed recrganization, First Hospital advanced the Registrant $5 million to be used for working capital. In
accordance with the terms of the reorganization agresment, upon termination of the agreement the $5 million was
no longer repayable to First Hospital. Accordingly, the Registrant recorded a $5 million gain on reorganization
which is reflected in the consolidated statements of operations for the year ended May 31, 1990,

Note 5-- Accounts and Notes Receivable

Accounts and notes receivable include current notes receivable of $933,000 and $291,000 at May 31, 1950 and
1989, respectively. The following table summarizes changes in the Registrant’s allowance for doubtful accounts
for the years ended May 31, 1990, 1989 and 1988:

Additions Deductions

Balance &t Charged Write-off  Balance at

Beginning to of End of

of fevied Revenues  Recoveries Accounts Period

(Dollars in thousands)

Year ended May 31, 1990 $16,155 $19,541 $4,149 $29,590 $10455
Year ended May 31, 1989 14,416 37,627 3,620 39,308 16,355
Year ended May 31, 1988 9,842 22,701 3,802 21,929 14416
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COMPREHENSIVE CARE CORPORATION AND SUBSIDIARIES
Notes to Consclidated Financial Statements (continued)
May 31, 1990, 1989 and 1988

Noate 6-- Property and Equipment Held for Sale

The Registrant has decided to dispose of certain freestanding facilities and other asssts (see note 2--Operating
Losses and Liquidity). Propesty and equipment held for sale consisting of land, building, equipment and other
fixed assets with a historical nict book valve of approximately $71.1 million and $15.4 million at May 31, 1990 and
1989, respectively, is carried at estimated net realizable value of approximately $37.2 million and $13.0 million at
May 31, 1990 and 1989, respectively. In fiscal 1990 and 1989, aggregate losses were recorded totaling
approximately $40.1 million and $2.4 million, respectively, to reflect these assets at estimated net realizable value
and gre included in net loss(gain) on sale/write-down of assets in the consolidated statements of operations.

Note 7.- Property and Equipment

Property and equipment consists of the following:

May 31,
1930 1989
{Dollars In thousends)

Land and improvements . ........... $ 6,671 $ 14,841
Buildings and improvements . ........ 19,872 82,435
Furniture and equipment. ... ........ 12,581 22,409
Leasehold improvements .........., 883 1,765
Capital leases ................... 1,894 2,704
£41.901 $124,154

Note 8-- Joint Venture Partnerships

In 1972, the Registrant entered i1to a joint venture partnership with another corporation for the purpose of
operating two hospitals, Under the terms of the joint venture agreement, the Registrant manages one of the
hospitals and its patner 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 joint venture.

In 1984, the Registrant entered into a jcint venture agreement with a subsidiary of HealthOne Corp. (formerly
The Health Central System). The joint venture owned and operated Golden Valley Health Center, a behavioral
medicine facility located in a suwurb of Minneapolis, Minnesota, which was sold in fiscal 1989. The Registrant
serves as managing partner of the joint venture, which holds a promissory note from the purchaser of the facility in
the amount of 2.5 million. The Registrant has a 50% interest in the joint venture,

The Kegistrant reports its interest in shase joint ventuses on the equity method. The condensed combined assets
and liabilities of these joint ventures are set forth in the following table:

May 31,
1990 108
(Doilars In thousands)
Assets:
CUITENt ASSRIS & .\ vt ettt ve e ieeeee i neeennenns. $5772 87,240
Property and equipment, net . ..ottt e h e s, 2,813 2,734
OLher 8SSELS + v ittt ies e ineeennnes 2,545 2,506
S11,130 $12.480
Liabilities and partners’ equity:
Total Habilities .......ccivinnnnnvnnnnnennns, $2252 $ 1,308
Partners’ equity . .. ovv it e e e, 8,898 11,172
$11,130 812480
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COMPREHENSIVE CARE CORPORATION AND SUBSIDIARIES
Notes to Consolidated Financial Siatements (continued)
Iay 31, 1930, 1989 and 1988

Nate 8-- Joint Venture Partnerships (continued)

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

Yesrs Ended May 31,

1990 1989 1988
(Doliars In thoussnds)

REVeNIES o i viiiiiininrcteat ettt reenronnananas $16,063 $26,776 $35,622
Costs and expenses:

Operating, general and administrative . . .. ... oo vuuuss 15,176 25,738 30,052
Depreciation and amortization . .....ovvvivenvnvnn. _. 425 088 1,296
15,601 26,726 31,348

Eamings before incometaxes ..........ciiiiinnnnn, §__ 462 8 50 $ 4274

Note 9-- Other Assets

Other assets consist of the following:

May 31,
1990 1989
{Dollars In thousangs)
Deferred income tax benefits . ....vvvvrivnnnneranan $3,798 $ -
Intangible BSSEIS, NEL oot e v v i i in e in e e s enns 2672 7,569
Notesreceivable .. ouvn i it iiirirnnnreeronees 117 1,300
InVESUMENIS & iy iiiner e e nrraerncnsnnnssanenns - 6,404
Deferred cORIBCLCOSIS, NBL o v v vven v inrennvennnes 582 2,846
L0 | 1 2,855 4505
310,024 $22.624

Note 19-- Accounis Payable and Accrued Liabilities

Accounts payable and accrued liabilities consist of the following:

May 31,
1950 1989
(Dollzrs In thousands)
Accounts payable and accrued lisbilities .............. $15,834 $14,665
Accrued salaries And WAEES .+ ...t iii i ii e, 5174 3,589
AcCrued vacalion . ....viieiinnirieriieaaannans 2,849 3,461
Payable 10 third-party intermediaries .. ..ovvvuvennnnns 1,466 1417
Deferred compensation . ...uiiiiiiiiinii i, 1,275 470

$26,508 §23602
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COMPREHENSIVE CARE CORFORATION AND SUBSIDIARIES
Notes to Consolidated Financial Statements (continued)
May 31, 1390, 1989 and 1988

Note 11-- Long-Term Debt

Long-term debt ronsists of the following:

Senior Secured Debt: {(Dollars tn thousands) R
Term loan, bearing interest at a variabie rate, payable #
monthly, maturing in 1992 ()(e) - ..o v v v ve ittt e $13,152 310,047 ;;
Revolving loan, bearing interest at a variable rate, 3
payable monthly, maturing in 1992 (B)E) « o v v vt vt e vrreeneennnens 3,000 13,000 5
Revenue bonds, bearing interest at 65% of prime, payable ,g,
montizly, maturing in 1994 (&) ... ittt i it e, 1,023 1,202 5
Revenue bonds, bearing interest at 90% of prime, payable o
quarterly, maturing in 1995 ()€} ... ..vtinir it 2,822 3,375 o
Senicr secured notes, bearing interest at 11.4%, payable gg
semi-arnually, mamring in 1995 (€)(E) « v v v v vt e v ervn v e enrnns 19,731 20,000 \E:
39,728 47,624 X
7% tc 1" 7% notes, payable in monthly installments with
materity dates through 1995, collateralized by real and
perscnal property having a net book value of $5,827 . ... oot einnn v, 679 953
1.5% convertible subordinated debentures duc 2010 (8) . ovvs v vennnnn. 46,000 46,000
Cupital lease obligations . .....vurineiinrininnnrnnnnesnnnnenns 1,070 1,583
T 176 259
Totallong-term debt . .. .. oo iiiiiiiiiiiiiei i iiiiiereneneens  $87553 $96,419
Less current maturities of long-term debt ..o vv vt vrieenrin e nennnns 1,089 24,187
Long-term debt, excluding curment maturities » .. vvvver i errrrnnnrnnn. $86,564 572232

As of May 31, 1990, the annual maturities of long-term debt for the next five years are approximately $1,089
in 1991, $17,036 in 1992, $4,713 in 1993, $4,987 in 1994 and $4,707 in 1995,

The maximum amount outstanding of short-term borrowings from banks was approximately $25 million,
$12 million and $6 million during the years ended May 31, 1990, 1989 and 1988, respectively., The average
amount outstanding of such borrowirgs, based upon an aversge of month-end balances for periods when the

Registrant had such debt outstanding, was $21.5 million, $11.6 million and $4 miilion during the years caded May
31, 1990, 1989 and 1988, respectively,

{8) In April 1985, the Registrant issued $46 million in convertible subordinated debentures, These debentures
require that the Registrant make semiannual interest payments in April and October at an interest rate of 7.5%.
The debentures are due in 2010 bui 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 adjustmei 2 certain events. The debentures are also
redeemable at the option of the Registrant in certain circurnsiances. Mandalory annual sinking fund payments
sufficient to retire 5% of the aggregale principal amount of the debentures are required to be made on each April
15 commencing in April 1996 to and including April 15, 2009,
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COMPEREHENSIVE CARE CORPORATION AND SUBSIDIARIES
Notes to Consolidated Financial Statements (continued)
May 31, 1930, 1989 and 1958

Note 11.. Long-Term Debt (continued)

(b) At May 31, 1990 and 1989, the Registrant had a term loan and revolving loans outstanding with banks.
As of May 31, 1989, these loans were classified as current liabilities based upon their terms at that date. In fiscal
1990, the maturity dates of these loans were extended under several extension agreements with the banks. Since
October 1989, these loans have been collateralized by four facilities and the former corporate headquarters building
in Irvine, California. See also note (¢) below. On May 3, 1990, the Registrant entered into an amended and
restated loan agreement with the banks ("New Bank Agreement”) which, among other things, substantially revised
the restrictive covenants of the previous bank loan agreements, granted additiona! security interests in certain of the
Registrant’s assets to further collateralize these borrowings, and revised the maturity dates end repayment
provisions of the Registrant’s outstanding bank indebtedness, On July 27, 1990, further amendments to the New
Bank Agreement were made with respect 1o certain restrictive covenants, certain collateralization provisions relative
to certain income tax refunds and further extended the maturity of such debt to May 31, 1992, Fees and other costs
associated with the extensions and the New Bank Agreement totaling $1.3 million were expensed in the year ended
May 31, 1990, Outstanding bank borrowings bear interest, payable monthly, at prime plus 1% (prime rate was
10% at May 31, 1950 and 11.5% at May 31, '989). The New Bank Agreement includes various restrictive
covenants related to the maintenance of minimum net worth, capital expenditures, payment of dividends, and
distribution of proceeds of sale of the Registrant's assets.

(c) InJuly 1988, the Registrant and two subsidiaries of the Ragistrant issued $20 million in senior secured
notes to a group of insurance companies, The notes were originally sccured by three of the Registrant's
freestanding facilities. See also note {2) below. Performance of the subsidiaries’ obligations under the notes is
guaranieed by the Registrant, The notes originally provided for the payment of interest at a fixed rate of 10.5%
per annum, The notes require principal payment in five equal annval installments beginning on August 1, 1991,
the {irst of which was prepaid in July, 1990. Inierest on the unpaid balunce is payable semi-annually commencing
February 1, 1989, On May 3, 1990, the Registrant entered into an amended trust indenture which amended certain
restrictive covenants and collateral provisions to be consistent with the New Bank Agreement and increased the
interest rate on the senior secured notes to 11.4%. Fees and costs associated with the amendment to the trust
indenture wtaling $380,000 were expensed in the year ended May 31, 1990. On July 27, 1990, the trust indenture
was further amended to be consistent with the New Bank Agreement, as amended.

(d) The Registrant has guaranteed the performance of a wholly owned subsidiary under terms of a trust
indenture pursuant to which revenue bonds were issued in principal amounts of $6 million and $2 million. The
terms of the Registrant’s guaraniee require that the Registrant comply with certain financial covenants including
minimum net worth, debt to equity ratios, curent ratio, and other financial covenants all as defined in the
agreements, On May 3, 1990, the Registrant and its wholly owned subsidiary entered into amendments 1o the
guarantee and related agreements which amended the restrictive covenants and collateral provisions of the trust
indenture to be consistent with the New Bank Agreement. On July 27, 1991, the guarantce and related agreements
were further amended to be consistent with the New Bank Agreement, as amended. In connection with the May
and July restructuring of the senior indebtedness the holder of the revenue bonds entered into forbearance
agreements pursuant to which the holder agreed not 1o exercise its rights to cause the Registrant 10 repurchase the
revenue bonds, absent an event of default, until the earlier of May 31, 1992 or the dale on which the bank
indebtedness is repeid.

{¢) On May 3, 1990, the Registrant entered into a Collateral Trust Agreement (CTA) for the benefit of the
holders of the Registrant’s senior secured lenders, that is, Lhe banks, the insurance companies and the revenue
bondholder. Under terms of the CTA, subslantially all the Registzant’s assets not previously pledged were pledged
as additional collateral to secure the senior indebtedness. Substantially all the proceeds resulting from a zale of any
of the pledged assets will be used (o repay senior indebte.dness,

Substantially all of the Registrant’s senior indebtedncss has been issued pursuant to agreements which include
cross-default provisions. Accordingly, a default under terms of any senior debt instrument may result in default
under agreements governing substantially all of the Registrant's senior debt. In addition, during periods when the
Registrant is in default under its senior debt, the Registrant could be precluded from paying interest to the holders
of its 7.5% convertible subordinated debentures. If such a payment defaull occurs and is not cured within the
30-day period provided in the trust indenture, the holders of the 7.5% convertible subordinated debentures may
declare a default and the $46 million in principal amount of the 7.5% convertible subordinated debentures could
also be accelerated.
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COMPREHENSIVE CARE CORPORATION AND SUBSIDIARIES
Notes to Consolidated Financial Statements (continved)
May 31, 1990, 1989 and 1988

Note 12.- Lease Commitments

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

Total rental expenses for all operating leases are as follows:

Years Ended May 31,

1990 1989 1988

{Dollars In thousands)
Minimamrentals . .. ..o ov v it v i i s ennnn. $ 2,143 $ 1,865 $ 1,830
Contingent 7eNtalS & ..o itvevneeneinionnrnnnnnnens 152 186 338
Toll IeRALS & v it iiner i i it i e 521295 $2§051 32!168

Asseis under capital leases are capitalized using interest rates appropriate at the inception of each lease;
contingent rents associated with capital leases in fiscal 1990, 198¢ and 1988 were $163,000,$203,000 and
$188,000, respectively. The net book value of capital leases at May 31, 1990 and 1989 was $674,000 and
$978,000, respectively.

Future minimum payments, by year and in the aggregate, under capital leases and noncancellable operating
leases with initial or remaining terms of one year or more consist of the following at May 31, 1950:

Capital Operating
Fiscal Year Lepses Leases
(Dollars In thousands)

1991 L i e 5 204 §1,397
P 204 798

L 204 547
1904 L i e e e 204 367
T 204 166
. . 1460 1,805
Total minimum Jease payments . .o v v vv v vt nunvenns 2,480 85,170
Less amounts representing interest . ........cvvvvunan 1,410

Present value of net minimum lease payments ,......... $1,070

Note 13-« Income Texes

Provision (benefit) for income taxes consist of the following:

Years Ended Mav 31,

1950 1989 1988

Current: (Dollars in thousands)
Federal o v.ir ittt i i e et e, 5(15,785) $4,928 $ 8512
R 7 336 1,363 1,980
(15449) 6,291 10,492

Deferred:
Federal o .uuiiiiiiiniii ittt ittt (4,845) (3,924) (3,625)
1 71 - (1.108) (937)
032

_(4.843) (5,032) 4,56
$(20,204) $1.259 593

Fe
[=3 (3%




COMPREHENSIVE CARE CORPORATION AND SUBSIDIARIES
Notes to Consolidated Financial Statements (continued)
May 31, 1990, 1989 and 1988

Note 13- Income Taxes (continued)

A reconciliation between provision(benefit) for income taxes and the amount computed by applving the
statutory federal income tax rate (34% in 1990 and 1989; and 35% in 1988) to camings(loss) before income taxes

is as follows:

Years Ended May 31
1990 1989 1988

{Dollars in thousands)

Provision(benefit) for income taxes at the statntory tax rate ...... $(27.065 $ 599 $5,215
State income taxes, net of federal tax benefit ................ 221 168 678
Amortization of intangible assets ... ... vinienriiiniiina., 95 112 95
Reorganization expenses v oo v cvvrerttereranssaronrnnnes {410) 410 -
Tax effect of net operating loss in excess of amount required

10 recover prior years' taxes available for carryback .......... 9,311
Additonal tax refund due to difference resulting from

net operating loss camryback . ..ot iiiiiiiiie i, (2,493) - --
OIer, ML ottt it ittt isetncessenaronanansnnennas 47 (30) (58)

$(20294) $1.259 35,930

Total provision{benefit) for income taxes differs from taxes currently payable (refundable) as a result of
differences in the recognition of revenues and expenses for tax and financial reporting purposes. The sources of
these differences and the tax effect of each are as follows:

Years Ended May 31,
To00 1589 1988
{Dallars In thousands)

Excess tax over book depreciation ..................... $ 435 § 400 § 1251
Cash basis sccounting and different reporting

period by joint ventures . .. v v e it i i e, (302) ,806) (1,337)
Stale iNCOME IAXES v v v vt v v tarrenerarorsnsransrnans -- 353 304
Deferred compensation expense deductible on a

Cash basis . .oiu.ti i i i i i i e e (889) 104 (578)
Cash basis accounting by subsidiaries ....oovv v enrnn.n. (561) (732) (401}
Employee benefit expenses not currently deductible ......... (126) (235) (1,069)
Write-down of assets held for sale not currently

deductible .........c. it i e, (15,533) (840)
Bad debt expense for financial reporting purposes less than

(greater than) deductible for incame tax purposes ......... 1,562 (1,634)  (2,516)
Debt restructuring expenses not currently deductible .. ....... (683) - --
Net deferred tux not currently available for

ValIatoNn . e i i s e i i e 11,196 -

L0 LT T 56 (842) (216)
$(4,845) $(5,032) 5(4,562)

At May 31, 1990, the Registrant had net operating loss carryforwards of approximately $27 million for financial
reporting purpases. All benefits from recoverable Federal income taxes paid in prior years {(tax carrybacks) have
been recognized as of May 31, 1990, No further tax carrybacks are available.




COMPREHENSIVE CARE CORPORATION AND SUBSIDIARIES
Notes to Consolidated Financial Statements (continued)
May 31, 1990, 1989 and 1988

Note 14-- Deferred Compensation Plans

The Registrant has a deferred compensation agreemen: with its former Chairman, The vested wnfunded
benefits at May 31, 1990 and 1989 of $1,609,000 and $1,524,000, respectively, have been accrued by the
Registrant. The Registrant utifized an 8% discount rate in determining the present value of vested unfurded past
service cost. Effective February 1, 1990, the Registrant’s former Chairman commenced recsiving payouts in
accordance with his agreement,

The Registrant has deferred compensation plans for its key executives and medical directors, Under provisions
of these pless, participants have elected to defer receipt of a portion of their compensation to fature periods. In
most cases, upon separation fromn the Registrant, participants receive payouts of their deferred compensation
balances over five years, Effective January 1, 1989, participants were not offered the opportunity to defer
compensation to future periods,

Note 15-- Stockholders® Equity

The Registrant is autherized to issue 60,000 shares of preferred stock with a par value of $50 per share. No
preferred shares have been issued.

In fiscal 1988, the Registrant repurchased 1,000,000 shares of its common stock at an aggregate cost of
approximately $8.6 million pursuant to an open market stock repurchase program.

In fiscal 1988, the Registrant's Board of Directors adopted the 1988 Ircentive Stock Option Plan and 1988
Nonstatutory Stock Option Plan, Options granted under the 1988 Incentive Stock Option Plan are intended to
quelify as incentive slock options ("ISOs") under Section 422A of the Internal Revenue Code. Options granted
under the 1988 Nonstatutory Stock Option Plan do not qualify as ISOs. The maximum number of shares subject
1o option are 750,600 and 200,000 for the ISOs and nonstatutory optiors, respectively. During fiscal 1990, certain
options were granted at $3.00 per share in consideration for cancelltion of options previously granted in fiscal

1988 at $8.125 per share, The following table sets forth the ISO granted under the 1988 plan;

Number of Option Price
Shares Per Share Apgrepgate
{In thousands)

Options granted in fiscal 1988 ... .....ovvvvnvrnenn. 654,728 $8.125 $5,320

Balance May 31, 1968 . ... .vtniiiinnneinnanns 654,728 8.125 5,320
Options forfeited in fiscal 1989 ................. ... (167,367 8.125 {1,360)
Options exercised in fiscal 1989 .. .......ccvh vvrnns (31,172) 8.125 (253

Balance May 31, 1989 . ........ccciiiiih i, 456,189 8.125 3,707
Options exercised in fiscal 1990 . . ....vovvv e vrnnrn. (40,196) 8.125 (328)
Options canceled in fiscal 1990 .................... (278962) 8.125 (2,265)
Options issued or regranted in fiscal 1990 ..., ......... 377,500 3.00 1,133
Options forfeited in fiscal 1990 ......vivvvuuinen.. (182,929) $3.00-8.125 {1,230)

Balance May 31,1990 . .....coivinniriennnrnnens 331,602 1,017

The per share exercise price of shares to be: issued under the plans is determined by the Board of Directors, but
in no event is the option exercise price so determined less than the then fair market value (as defined in the plans)
of the shares, In the case of an ISO, if, on the date of the grant of such option, the optionee is a restricted
stockholder (as defined in the plans), the option exercisc price cannot be less than 110% of the feir market value of
the shares on the date of the grant.

Options vest and become exercisable at such times and in such installments as the Board of Directors provides
for in the individual option agreement, except that an option granted to a director may not be exercised until the

4]




COMPREHENSIVE CARE CORMORATION AND SUBSIDIARIES
Notes to Consolidated Financial Statements (continued)
May 31, 1990, 1989 and 1988

Note 15-- Stockholders’ Equity (continued)

expiration of one year from the date such option is granted. Subject 1o the limitstion with respect 1o the vesting of
options granted to directors, the Board of Directors may in iis sole discretion accelerate the time at which an option
or installment thereof may be exercised,

During fiscal 1988, the kegistrant granted nonstatutory options for 28,316 common shares at an exercise price
of $14.13 per share. All outstanding nonstatutory options were canceled during fiscal 1988. During fiscal 1988,
nonstatutory 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 nonstatutory options became exercisable one year
after the date of grant. In fiscal 1989, nonstatutory options for 14,806 shares were cancelled. In fiscal 1990,
nonstatutory options for 12,500 shares were granted ot an exercise price of $2,56 per share, At May 31, 1990
nonstatutory options for 90,251 shares were outstanding at exercise prices ranging from $2.56 to $14.13 per share.

On April 19, 1988, the Registrant declared a dividend of one common share purchase right ("Right") for each
share of commeon stock outstanding at May 6, 1988, Each Right entitles the holder to purchas: one share of
common stock at a price of $30 per share, subject 1o certain anti-dilution adjustments. The Rights are not
exercisable and are transferable only with the common siock until the earlier of ten days following a public
announcement that a person nas acquired ownership of 25% or more of the Registrant’s common stock or the
commencement or announcement of a tender or exchange offer, the consummation 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 its
common stock is not changed or exchanged, each holder of a Right, other than the 25% stockholder (whose Rights
will be void), wiil thereafter have the right to receive on exercise that number of shares of common stock hsing
a market value of two times the exercise price of the Right, If the Registrant is acquired in a merger or more than
50% of its assets are sold, proper provision shall be made so that each Right holder shall have the right o receive
or exercise, at the then-current exercise price of the Right, that number of shares of common stock of the acquiring
conspany that at the time of the transaction would have a market value of two times the exercise price of the Right.
The Rights are redeemable at a price of 5,02 per Right at any time prior t0 ten days after a person has acquired
25% or more of the Registrant’s common stock.

Note 16-- Commitments and Contingencies

In fiscal 1990 three stockholder class action complaints were filed (and subsequently consolidated) against the
Registrant and others in connection with the terminated reorganization with First Hospital Corporation. In June
1990, the Registrant and the Registrant’s directors entered into an agreement to settle the consolidated stockholder
class actions, Under the terms of the agreement, the Registrant agreed to pay $150,000 in cash and to issue
687,500 shares of the Registrant’s common stock to the plaintiffs and the proposed class. The District Court,
which must approve the setilement, has expressed concerns regarding certain terms of the proposed setlement. On
August 3, 1990, the District Court denied the plaintiffs' motion for class certification.

In addition to the foregoing matters, the Registrant is routinely engaged in the defense of lawsuits arising out
of the ordinary course and conduct of its 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.

The Registrant is currently undergoing a payroll tax audit by the Internal Revenue Service ("IRS") for calendar
years 1983 through 1988, The IRS agent conducting the audit has verbally asserted that certain physicians and
psychologists engaged as independent contractors by the Registrant 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 independent contractors is consistent with IRS guidelines and established industry
practice. Management intends to defend vigorously any claims made by the IRS related to this issue; however,
management is unable to predict the ultimate impact of the IRS audit.
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Notes to Consolidated Financial Statements (continued)
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Note 16-- Commitments and Confingencies (continued)
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The Registrant has committed approximately $1.8 million for fiscal 1991 in connection with completion of
construction of its Brea Hospital Neuropsychiatric Center.
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Wote 17-- Unaudited Quarterly Results
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First Second Third Fourth

Quarter Quarter Quarter Quarter ‘;é;
(Dollars in thousands, excrpd per share amounts) B

19990

Operating revenues . .vuvvevnnnrrsaesnsennssees.ae. 44017 837401 $31436  $30,840
Costs and EXPENSES & .0 vvvr s irenrnsscnsasronnnns 48435 49058 54,721 68,286
Operating eamings(IoSs) . vvvvivienrncenrsvsstvensan (4,458 (11,657) (23,285) (37.446)

Equity in earnings(loss) ©f unconsolidated joint ventures ..... 215 23 (99) 92
Gain on reorganization agreemeNl ....vvevveeeevannnsnn - 5,000 -- -
Minority interest in loss(earnings) of consolidated

JOIN VeREIES . vttt i et et e (100) 495 113

Interest expense, net of interestincome ........ 0 00uuauen (2,103 (2,139 _(2,12h _(21132
Earnings(loss) beforc income taxes ....vvvevnevnnnrrnss (6446) (8278 (25,392) (5v.486)

R

A B

o

ki

Provision(benefit) for income 1axes ...............v....  _(1,774) (4263) _(4793) _(9464) 2

NELIOSS & ouvvuunneseeiiiiiiiennennnenneeneeee. 54672 $(@015) ${20599) $(30,022) o

Per share: 1 :
Net eamings0ss) +.vvvvvereeeieeronreneaeene.  $(046)  $(039) $(202)  $(296)
Dividends declared .........00viieininnnanns. -- -- - -

1989

Operating TeVENUES .o vivivranrrassnsenaesenrsaes 953,227 §$54,745 $51.837  $50,102
Coste and eXPERSES v vvvvnvenerrrrenneneersnnonons 48460 45829 47,543 55983
Operating eamings{loss) . ...cvvviinriniieoesnninrenns 4,767 8,916 4,294 (5.881)
Equity in earnings(loss) of unconsolidated joint venturcs ..... 685 {791) (212) 343
Minority interest on eamnings of consolidated joint ventures ... (299) {237) (261) (192)
Interest expense, net of interestincome . ...........00vus {2473) _(2,603) _(2360) {1,935)
Eamings(loss) before iNCOMe tAXES ... vvv e v v v nvsnrvnns 2,680 5,285 1,461 {7,665)
Provision(benefit) for inCOMe 18X85 .. vv v vt v vevnnnsse 1,072 2,192 601 (2.606)
Net eamningsoss) o vvereeriniiieienrrnannnnnecnens $1,608 _§£3,093 5860  $(5.059

Per share:
Net camingsloss) v.vveivverieneeceronvensenes $0.18 $0.30 $0.08 3(0.50)
Dividends declared . ......0nveivinneeensnennns $0.10 £0.10 -- -

Certain fiscal 1989 amounts have been reclassified to conform 1o the fiscal 1990 presentation.
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Item 9. CHANGES IN AND DISAGREEMENTS WITH ACCOUNTANTS ON ACCOUNTING AND
FINANCIAL DISCLOSURE,

NMNone
PART III

Item 10. DIRECTORS AND EXECUTIVE OFFICERS OF THE REGISTRANT.
DIRECTORS OF THE REGISTRANT

JAMES P, CARMANY, age 51. Mr. Carmany was elected a director, President and Chief Executive Officer
of the Registrant on August 27, 1990. Prior to his election, he was Executive Vice Presideni, RxFast, Inc., Mission
Viejo, Califomnia (weight control) from Cctober 1939 and a management consultant since May 1989, Mr, Carmany
wes employed by the Registrant from 1978 until May 1989, He was Execulive Vice President, Hospital Operations
of the Registrant from 1987 until May 1989. He was Scnior Vice President, National Client Services from 1985
until 1986 when he became Senior Vice President, Gperations. He was a Vice President of the Registrant from
1982 until 1985.

HARVEY G. FELSEN, age 51. Mr. Felsen is President of Enseco Incorporated, Somerset, New Jersey
(environmental anzlytical services), which was founded by Mr, Felsen in 1984 and was acquired by Coming Glass
in 1989, Mr. Felsen has been a director of the Registrant since August 20, 1990.

HOWARD S. GROTH, age 49, Mr. Groth is the owner of Stan Groth & Associates, a hospital management
engineering firm located in West Linn, Oregon founded by him in 1985. He was a regional director, American
Medical Buildings, Inc. from March 1987 w0 July 1988. Mr. Groth has been a director of the Registrant since
August 20, 1990.

ROBERT 1. MILLER, age 49. Mr. Miller is President of Rainier Diesel Electric, Inc., Scattle, Washington
(electric component rebuilder). Mr. Miller has been a director of the Registrant since August 20, 1990,

CHARLES MOORE, age 58. Mr. Moore is President of Uresco Construction Materials, Ine., Kent,
Washington (wholesale building materials). Mr. Moore has been a director of the Registrant since August 20,

1990,

W. JAMES NICOL, age 46. Mr. Nicol was employed by the Registrant from 1973 through June 1989 when
he resigned as Executive Vice President, Contract Qperations, and from October 31, 1989 until August 27, 1980 he
scrved as President and Chief Executive Officer. He has been a director of the Registrant since 1988 and was also
a director from 1985 to 1987,

Each of the other directors has agreed to nominate and to use his best efforts to cause Mr., Nicol to be
reelected at the next Annual Meeting of Stockholders, provided that Mr. Nicol k= fulfilled his duties as a director.

MICHAEL K. O'TOOLE, age 45. Mr. O'Toole has been Executive Vice President of Burlington Air
Irnports, Inc., Irvine, California (air freight forwarding) since March 1988, He was previously President of Skyway
Transpont, Inc., Portland, Oregon. Mr, O'Toole has been a director of the Registrant since August 20, 1990,

NORMAN L. PERRY, age 60. Mr. Perry is President of Tree Products Enterprises, Inc., Lake Oswego,
Oregon (lumber manufacturing and marketing). Mr. Pemry has been a d.rector since August 20, 1990 and is
Chairman of the Registrant’s Board of Dircclors.

All of the cument directors, except Mr. Carmany, were elected by written consent of the Registrant’s
stockholders on Augus: 20, 1990 fol:owing a successful solicitation Jof stockholder consents to the removal of the
entire Board of Directors of the Registrant by the Shareholders Con. mittee to Rejuvenate CompCare and six of the
nominees of the Commilice were elected by consent as was Mr, Nicol for whom the incumbent management
cumulated proxies in favor of its nominee. On August 27, 1990, 1"ie Board of Directors of the Registrant increased
the number of directors from seven to eight and Mr. Carman; was elected to fill the vacancy created by this
increase in the number of direclors,
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EXECUTIVE OFFICERS OF THE REGISTRANT

JAMES P, CARMANY, age 51. Mr., Carmany was elected a director, President and Chief Executive Officer
of the Registrant on Auguvst 27, 1990. Prior to his election, he was Executive Vice President, RxFast, Inc., Mission
Vicjo, Celifornia (weight control) from October 1983 and a management consultant since May 1989, Mr. Carmany
was employed by the Registrant from 1978 until May 1989. He was Executive Vice President, Hospital Operations
of the Registrant from 1987 until May 1989, He was Senior Vice President, National Client Services from 1985
until 1986 when he tecare Senior Vice President, Operations. He was a Vice President of the Registrant from
1982 until 1985,

DONALD G, SIMPSON, age 38. Mr. Simpson was elected Exccutive Vice President and Chief Operating
Officer of the Registrant on August 27, 1990. He was employed by the Registrant from 1980 until May 1589, and
was a Vice President, Operations of the Registrant from 1985 until 1986 when he became Senior Vice President,
Operations. In 1987, he became Senior Vice President, Contract Cpersticns, Mr. Simpson was associated with
Mr. Carmany in RxFast, Inc. immediately pricr to rejoining the Registrant.

STEPHEN J. TOTH, age 41. Mr. Toih was elected Executive Vice President of the Registrant on
September 11, 1990, He has been employed by the Registrant since 1974. He was Vice President, Employee
Services from 1984 until 1966 when he became Vice President, Qutpatient Services. In 1987, he became Senior
Vice President, Quality Assurance. In 1988, he became Senior Vice President, Professiona! Services. In 1990, he
assumed responsibility for communications, administration, human resources and, until his election as Exccutive
Vica President, all of the Registrant’s freestanding facilities {except Albuquerque and Kirkland).

JAMES M. USDAN, age 40. Mr. Usdan was elecied Execuiive Vice President of the Registrant and
President of CareUnit, Inc. on September 11, 1990, He has been employed by the Registrant since April 1990 as
a Senior Vice President of the Registrant and President of RehabCare. Prior to his employment with the
Registrant, Mr. Usdan was President, Chief Executive Officer and a director of American Transitional Care, Inc.
(rchabilitation care to the injured and disabled) from 1987 to 1990, From 1986 to 1987, Mr, Usdan was Chief
Operating Officer and Executive Vice President of Rehab Hospital Services Corp., a subsidiary of the NME
Specialty Hospital Group. From 1984 1o 1986, Mr. Usdan was President, Chief Executive Officer and director of
Behavioral Health System, Inc., (psychiatry and chemical dependency contract management),

ALAN C. HENDERSON, age 44, Mr. Henderson has been employed by the Registrant since February 1990
as a Senior Vice Presideni and Chief Financial Officer of the Registrant, In March 1990, ke was appointed
Treasurer. Prior to his employment with the Registrant, Mr. Hendeison was Vice President, Finance with Sverdrup
Corp., (engincering and construction) from 1983 (o0 1990,

Directors’ vieetings and Fees

During fiscal 1990, the Board of Directors of the Registrant held 21 meelings (15 tzlephonic mectings and
6 in person meetings) and acted by unanimous written consent twice. Each directcr attended more than 75% of the
meetings of the Board and its committees on which he served during his period of service.

Each director who was not a full-time employee of the Registrant (other than the chainman), received a
$5,000 rctainer during the fiscal year ended May 31, 1990 and $5,000 for each Board meeting sttended in person.
In February 1990, the chaitman’s annual retainer was increased to $10,000 and payments 1o him for cach Board
meeting attended in person were increased to $7,500. The former chairman was also awarded a one-time grant of
nonstatutory stock options to purchase 12,500 shares of the Registrant’s Common Stock at $2.56 per share,
,Directors were not compensated for attendance at committee meetings or for participation in telephonic Board
meetings.

The Registrant has an Fxecutive Committee composed of Messrs. Carmany, Felsen and Pemry; an Audit
Commitice composed of Messrs. Felsen, Groth and Miller: a Compensation Commiltee composed of Messrs.
Groth, Miller and O'Toole; a Planning Committec cornposed of Messrs. Moore, O'Toole, and Perry; and a
Litigation Committee composed of Messrs. Carmany, Moore and Nicol. During fiscal 1990, the Registrant had an
Audit Commitice, a Compensation/Stock Option Committee, a Nominating Committee and a Strategic Planning
Committee,

At
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The Audit Committee meets annually to review the report of the auditors’ findings following the close of the
audit and thereafter submits a report of such findings to tic Board of Directors. It also makes a recommendation
to the Board on the selection of independent public accountants for the subsequent year, The Audit Commiltee met
twice during fiscal 1990,

The Compensation/Stock Option Committee recommends compensation for executives and the issuance of
stock options under existing plans and the modification of any such plans. The Compensation/Stock Option
Committee met twice during fiscal 1990,

The Nominating Committee was establisiticd on March 16, 1990 to evaluate the background of proposed
nominees to the Board. The Nominating Committee met once during fiscal 1990,

The Strategic Planning Commiltee was established in February 1989 to evaluate various alternatives for the
Registrant of a capital nature, The Strategic Planning Committee met twice during fiscal 1990,

Item il. EXECUTIVE COMPENSATION,

There is hereby incorporated by reference the information which appears under the caption "Execative
Compensation and Other Information” in a joint proxy and consent revocation statement filed with the Securities
and Exchange Commission in opposition to the solicitation of consents by a dissideat group of stockholders to
remove and elect directors,




Item 12. SECURITY OWNERSHYP OF CERTAIN BENEFICIAL OWNERS AND MANAGEMENT.

As of August 31, 1990, 10,173,663 shares of ihs Registrant’s Common Stock wers issued and outstanding.
The following table sets forth, as of that date, information with respect to the beneficial ownership of the
Registrant's Common Stock by each stockholder known io be a beneficial owner of more than 5% of the
outstanding Common Stock of the Registrant, by each dizector and by all directors and officers as a group.

Amount and
Nature of Beneficial
Ownership
Mo. of  Percent

Name of individual or group Sharer ¢f Clasg

Invista Capital Management, Inc. 965,574¢1) 9.1%
699 Watnut, 150G Hub Tower
Des Moines, Iowa

Livingston & Company 930,651 8.9%
4380 SW Macadam Avenue, Suite 120
Partland, Orzgon

POy
PtaNEy i RN

v
2
[

James P, Carmany 1,000 (N
Harvey 4. Felsen 62,200 0.6%
Howzd S. Groth 1,000 -
Charles Moore 82,676(3) 0.8%
'W. James Nicol 3407 -()
Michael K. O'Toole 3250 --(7)
Norman L. Perry 102,056¢5) 1.0%
All directors and officers (16 persons) as a group 269,196¢6) 2.6%

{1 The number of thares in the uble it ken from filings made by Invisia Capital Management, Inc. as of June 30, 1990 with the
Securities and Exchange Commission, reperting beneficial ownership and includes 458,474 shares receiveble upen convarsion of the
Registrant's 7.5% convenible subordinated debentures. Such filings indicate that Invies in its capacity es investment advisor has sole
voting power and zole investment power with respect to such shares.

@) The number of shares in the table is taken from filings made by Livingston & Compnny 13 of September 6, 1990 with the Securities
and Exchange Commission, reponting beneficial ownership. Such filings indicate that Livingston & Company has <ale voling power as
1o 111,350 shares (representing approximuely 1% of the outstanding shares) has 5654 investment power a5 to no shares (representing
approximately 0.0% of the outstanding shares) and has shared invesiment power as tc ¥30,651 shares (representing approximataly 8.9%
of the outstanding shares). The nurber of shares includes 251,520 shares receivalile upon ecavemsion of the Registrant's 7.5%
convenible subordinated debentures.

3) 66,900 shares are held by Uresco Construction Materials, Inc. Defined Profit Sharing Trust which i controlled by Mr. Moore and
15,776 shares (including 5,776 receivable upon conversion of Regisiant's 7.5% convertible, tubordinsted deberiures) are held by a
pannership of which Mr. Moore has sole voting power and shared investment power.

(4) Includes 564 shares held by Mr. Nicol's spouse as custodian for his thres minor children, sl of whom reside with Mr. Nicol, snd 2,843
shares beld by the trusize of the Registrant’s Employee Savings Plan,

(5)  Includes 78,065 shares held by Tree Products Enterprises, Inc. and 24,000 shares held by Tree Producis Enterprises Defined Benefit
Plan, both of which are controlled by Mr. Perry.

{6) Includes 5,764 shares held by the independent trusize of the Registrant’s Employee Savings Plan allocated in the recounts of directors
and officers 21 of June 30, 1990, Unlers otherwise indicated, the directors and officers possess sole vating pawer and investment
powsr with respect to the shares lisied (except 1o the extent such authotity is shared with the trusice of the Registrant's Employes
Savings Plan or with spouses under applicable law.)

{1  Less thu 0.1%.

Item 13. CERTAIN RELATIONSHIPS AND RELATED TRANSACTIONS,

In 1986, the Registrant loaned $140,000 to Mr. Carmany 1o assist him in the purchase of a home in Orange:
County. The loan was considered necessary by the Registrant as it required Mr. Carmany to relocate from Florida
to California, The loan was evidenced by a promissory note bearing interest at 10% per annum end was due on
February 1, 1991. The note was secured by a Deed of Trust on the home. The largest aggregale amount of such
indebtedness outstanding during the fiscal year ended May 31, 1990 was $67,700. The loan was forgiven under
the terms of a scttlement agreement in August 1989.
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In 1987, RehabCare loaned $200,000 to Mr. Nicol to assist him in the purchase of a home in the
Chesterfield, Misscuri area. RehabTare considered this loan necessary as it required Mr. Nicol to relocate from
California 1o Missouri. The loan was evidenced by a promissory note hearing interest at 8% per annum and was
due Ociober 10, 1992. The note was secured by a Decd of Trust on the home. ‘Che largest aggregate amount of
such indebtedness outstanding doring the fiscal year ended May 31, 1990 was $133,300. The loan was forgiven
under the terms of Mr. Nicol's termination agreement in June 1989,

On August 27, 1990, the Board of Directors of the Registrant authorized the payment of approximately
$435,000 of expenses incurred by the Shareholders Committee 10 Rejuvenale CompCare in connection with its
solicitation of consents % remove the former Board of Directors. Mesars. Perry and Muore were members of the
Shareholders Committee 10 Rejuvenate CompCare.

PART 1V
Item 14. EXHIBITS, FINANCIAL STATEMENT SCHEDUL%5 AND REPORTS ON FORM 8-K.

(@) 1. Financial Statements
Included in Part I of this report:
Independent auditors’ report
Consolidated balance sheets at May 31, 1990 and 1989
Consolidated statements of operations, years ended May 31, 1990, 1989 and 1988
Consolidated statements of stockholders' equity. years ended May 31, 1990, 1989 and 1988
Consolidated siatements of cash flows, years erded May 31, 1990, 1989 and 1988
Notes to consolidated financial statements

2, Financial Statement Schedules
V. Property and Equipment
VL. Accumulated Depreciation and Amortization of Property and Equipment
X. Supplementary Statements of Operations Infornation

Other schedules are omitted, as the required information is inapplicable or the information is presented in the

consolidated financial siz'ements or related notes.




3. Exhibits

Exhibit
Numbher Descripiion and Reference

3.1 Restated Certificate of Incorporation(4)

32 Restated Bylaws adopted January 19, 1990 and as amended July 18, 1990(10)

4.1 Indentur: dated April 25, 1985 between the Registrant end Bank of America, NT&SA, relating to
Convertible Subordinated Debentures(l)

42  ‘irust Indenture dated as of July 1, 1988 among the Registran, Starting Point Incorporated, CareUnit
Hospital of Ohio, Inc., and Security Pacific National Bank, relating 10 Senior Secured Notes (7)

43  Rights Agreement dated as of April 19, 1988 belween the Registrant and Security Pacific National
Bank(5)

44  First Amendment to Trust Indenture dated as of April 30, 1990 among the Registrant, Starting Point
Incorporated, CareUnit Hospital of Onio, Inc. and Security Pacific National Bank, relating to Senior
Secured Notes (filed herewith)

4.5 Sccond Amendment to Trust Indenture dated as of July 27, 1990 among the Registrant, Starting FPoint
Incorporated, CareUnit Hospital of Ohio, Inc. and Security Pacific National Bank, relating to Senior
St:cured Notes (filed herewith)

10.1 Siandard form of CareUnit Contract(7)

10.2 Standard form of CarePsychCenter Contract(7)

10.3  The Registrant’s Employee Savings Plan, as amended and restated(6)

104 Deferred Compensation Agreement dated April 6, 1982 between the Registrant and B. Lee Kamns(7)

10.5 Amendment No. 1 to Deferred Compensation Agreement dated September 20, 1983 between the
Registrant and B. Lee Kamns(filed herewith)

106 Amendment No. 2 1o Deferred Compensation Agreement dated April 21, 1986 between the Registrant
and B. Lee Kamns(3) '

10.7 Form of Individual Death Benefit Agreement(filed herewith)

10.8  Financial Security Plan for exccutive management and medical directors (filed herewith)

109 The Registrant's 1988 Incentive Stock Option and 1988 Nonstatutory Stock Option Plans(7)

10.10 Form of Stock Option Agreement(7)

10.11 Form of Indemnity Agreement(7)

10.12 Description of Executive Bonus Plan(2)

10.13 Exccutive Employment Agreement dated as of March 22, 1989 between the Registrant and Marilyn
U. MacNiven-Young(8)

10.14 Executive Emplayment Agreement dated as of March 22, 1989 between the Registrant and Stephen
R. Munroe (8)

10.15 Amendment No, 2 to the Registrant's Employee Savings Plan dated as of December 14, 1989(9)

10.16 Executive Employment Agreement dated as of October 31, 1989 between the Registrant and W,
James Nicol(9)

10.17 Executive Employment Agreement dated as of February 26, 1990 between the Registrant and Alan C,
Henderson(9)

10.18 Execulive Employee Agreement dated as of April 23, 1990 between RehabCare Corporation and
James M. Usdan (filed herewith)

10.19 Second Amended and Restated Loan Agreement dated as of May 3, 1990 among the Registrant,
certain of its subsiutaries, Union Bank, Southeast Bank, N.A., and The Boatmen’s National Bank of
St. Louis{filed herewith)

10.20 First Amendment 10 Guaranty Agrecement dated as of May 3, 1990 between the Registrant and
Southeast Bank, N.A., relating to the Coral Springs Bonds(filed herewith)

10.21 Collateml Trust Agreement dated as of May 3, 1990 among the Registrant, certain of its subsidiaries,
Seattle-First National Bank, Union Bank, Security Pacific Nationa! Bank and Southeas Bank,
N.A.(filed herewith)

10.22 First Amendment to Guaranty Agreement dated as of May 3, 1990 araong the Registrant, CareUnit of
Florida, Inc. and Sontheast Bank, N.A. relating to the Jacksonville Beach Bonds(filed herewith)

10.23 Forbearance Agreement dated as of May 3, 1990 betwesn CareUnit of Florida, Inc. end Southeast
Bank, N.A., relating to the Coral Springs Bonds(filed herewith)




Exhibits (continned)

Exhibit
Number Description gnd Reference

10.24 Forbearance Agreement dated as of May 3, 1990 between CercUnit of Florida, Inc. and Southeast
Bank, N.A., relating to the Jacksonville Beach Bonds (filed herewith)

10.25 First Amendment 1o Contingent Purchase Agreement dated as of May 3, 1990 between CarcUnit of
Florida, Inc, and Southeast Bank, N.A., relating to the Coral Springs Bonds (filed herewith)

1026 Amendment No. 3 to the Registrant’s Employee Savings Plan dated as of May 24, 1390 (filed
herewith)

1027 Executive Employment Agreement dated as of June 1, 1990 between the Registrant and Laurence J.
Steudle (filed herewith)

10.28 Executive Employment Agreement dated a3 of June 1, 1990 between the Registrant and Stephen J.
Toth (filed herewith)

10.2% Cash Collateral Agreement dated as of July 27, 1990 among the Registrant, certain of its subsidiaries
and Union Bank (filed herewith)

10.30 Amendment No. 1 10 Second Amended and Restated Loan Agreement dated as of July 27, 1990
among the Registran!, certain of its subsidiaries, Union Bank, Southeast Bank, N.A. and The
Boatmen’s National Bank of St. Louis (filed herewith)

10.31 Amendment No. 1 to Collateral Trust Agreement dated as of Julv 27, 1990 among the Registrant,
certain of its subsidiaries, Se.uttle-First Nalional Bank, Union Bank, Security Pacific National Bank
and Southeast Bank, N.A. (fied herewith)

10.32 Cash Collateral Agrecment dak. 4 as of July 27, 1990 among the Registrant, CareUnit of Florida, Inc.
and Southeast Bank, N.A,, relating 1o the Coral Springs and Jacksonville Beach Bonds (filed
herewith)

10.33 Second Amendment to Guarinty Agreement dated as of July 27, 1990 between the Registrant and
Southeast Bank, N.A,, relating to the Coral Springs Bonds (filed herewith)

10.34 Second Amendment i0 Guaranty Agrecment dated as of July 27, 1990 among the Rcgistrant,
CareUnit of Florida, Inc. and Southeast Bank, N.A., relating 1o the Jacksonville Beach Bonds (filed
herewith)

10.35 Cash Callateral Agreement dated as of July 27, 1990 among ihe Negistrant, Starting Point
Incorporated, CareUnit Hospital of Ohio, Inc., certzin of the Registrant’s subsidiaries and Security
Pacific National Bank (filed herewith)

10.36 First Amendment to Forbearance Agreemart dated a= of Nrly 27, 1990 betwean CarelUnit of Florida,
Inc. and Southeast Bank, NLA,, relating to the Coral Springs Bonds(filed herewith)

10.37 First Amendment to Forbearance Agreement dated as of July 27, 1990 between CareUnit of Florida,
Inc. and Southeast Bank, N.A., relating to the Jacksonville Beach Bonds{filed herewith)

1038 Second Amendment to Contingent Purchase Agreement dated as of Tuly 27, 1990 between CarelUnit
of Florida, Inc. and Seutheast Bank, N.A,, relating to the Coral Spr.ags Bonds(filed herewith)

10.39 Amendment to Executive Employment Agreement dated as of August 17, 1990 between RehabCare
Corporation and James M. Usdan(filed herewith)

1040 Amendment to Executive Employment Agreement dated as of August 17, 1990 between the
Registrant and Laurence J, Steudle(filed herewith)

1041 Amendment to Exccutive Employment Agreement dated as of August 17, 1990 between the
Registiant and Stephen J. Toth(filed herewith)

1042 Amendment to Executive Employment Agreement dated as of August 17, 1950 between the
Registrant and Alan C. Fenderson(filed herewith)

1043 Amendment to Exccutive Employment Agreement dated as of August 17, 1990 between the
Registrant and W. James Nicol(filed herewith)

10.44 Executive Employees® Trust Agreement dated as of August 17, 1990 between the Registrant and
Mark Twain Bank(filed herewith)

10.45 Contingent Transition Agreement dated as of August 20, 1990 among the Registrant and certain
individual stockholders and certain other entities(filed herewith)

11 Computation of Eamings Per Share (filed herewith)

22 List of the Registrant’s subsidiaries (filed herewith)




Exhibits {continued)

Exhibit
Number Description and Reference

24.1 Consent of KPMG Peat Marwick (filed herewith)
28.1 The Registrant’s joint proxy and consent revocation statement in opposition to the solicitation of
consents by a dissident group of stockholders to remove and elect directors(filed herewith)

(1) Filed as xn exhibit to the Registrant’s Form 8-3 Registration Statement No, 2-97160.

(2) Filed as an exhibit 10 the Registrant’s Form 10-K for the fiscal year ended May 31, 1985,

(3) Filed as an exhibit to the Registrant’s Form 10-K for the fiscal year ended May 31, 1986,

(4) Filed as an exhibit 1o the Registrant's Form 10-Q for the quarter ended Augunt 31, 1986,

(5) Filed as an exhibit to the Registrant's Form B-K dated May 4, 1938,

{6) Filed as an exhibit 10 the Registrant’s Fost-Effective Amendment No. 1 1o Form S-8 Registration Statement No. 33-6520.
(7) Filed as an cxhibit to the Registrant's Form 10-K for the fiscal year ended May 31, 1988,

(B) Filed 15 an exhibit to the Registrant’s Forrn 10-K for the fiscal year ended May 31, 1989.

(93 Filed a5 an exhibit to the Registramt's Form 10-Q for the quaner ended February 28, 1990.

(10) Filed as an exhibit 1o the Registrant’s Form 8-K dated July 18, 1990.

{b) Reporis on Form §-K

No reports on Form 8-K have been filed by the Registrant during the quarter ended May 31, 1990,




SIGNATURES

Pursuant (o the requirements of Sections 13 or 15(d) of the Securitics Exchange Act of 1934, the Registrant
has duly caused this report to be signed on its behalf by the undersigned, thercunto duly authorized, September 12,

1990,

COMFREHENSIVE CARE CORFGRATION

Oy

»
James P, Carimany y
Prosident
and Chiefl Executive Officer

Pursuant to the requiremnents of the Securities Exchange Act of 1934, this report has been signed below by
the following persons on behalf of the Registrant and in the capacitics and on the dates so indicated,

Signature Title Date

President
(Chicf Executive Officer) September /2, 1990

Senior Vice President,
Chief Financial Officer and Treasurer
(Principal Financial Officer) September £2, 1990

Alan C, Hengerson

Vice President and
Controller
(Principal Accounting Officer) September Z2, 1990

R&ger C. Buss

September /2, 1990

Harvey G. Felsen

#uup ,‘(

Howard S. Groth

Ll St 2
= =1V. N eplember 42, 1990

=€ PP L Directon September 42, 1990

obert 1, Miller

September 42, 1990

——— ¥

Charles Moore
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Signature

. W —aDircctor Seplember /2, 1990

W. James Nicol””

/(AUC 67@59—* i September 42, 1990

Klichael K. O'Taole
-7

September /2, 1990
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COMPREHENSIVE CARE CORPORATION
Schedule V - Property and Equipment

Years Ended May 31, 1990, 1989 and 1988

Balance at Sales Belance at
Beginning of Additions and Reclassi- Fnd of
Period at Cost Retirements fications(t; Perlod

{Dollars In thousands)

Year ended Muy 31, 1990
Land and improvements ............ $ 14,841 5 - $(8.,170) $ 6671
Buildings and improvements ......... 82,435 2 (714308) 19,872
Furniture and equipment ............ 22,409 1,965 (9,676) 12,581
Leaschold improvements ............ 1,765 108 {(779) 883
Capitalized bailding leases . . ......... 2,704 == (810) 1,894
§124,154 $2075  $(93,743) §41901

Year ended May 31, 1989
Land and improvements ............ $240M $(7.896) $ 14841
Buildings and irprovements . 95,187 (9,56%) 82435
Fumiture and equipment ............ 24,470 ©7¢ 22409
T.easehold improvements ............ 174 1,551 1,765
Ceoitalized building leases .. ......... 2,704 - 2.704

$146,606 $(16,590) $124,154

Year ended May 31, 1988
Land and improvements ............ 8 27,065 " $ (3,035 $24071
Buildings and improvements ......... 77,346 3,035 95,187
Fumiture and equipment ............ 20,893 24470
Leasehold improvements ............ 213 174
Capitalized building leases . .......... __ 2704 _.274

$128,231 8 $146,606

(1) Includes amounts which have been reclassified in 1990 and 1989 1o propenty and equipment held for sale,




COMPREHENSIVE CARE CORPORATION
Schedule VI - Accumulated Depreciation and Amortization of Property and Equipment
Years Ended May 31, 1950, 1989 and 1988

Balance at  Additions Sales Balance at
Beginning of Charged to and Reclassi- End of
Perind Expense Retirements fications(l; Period

(Doltzrs In thousands)
Year ended May 31, 1920

Buildings and improvements ......... 813,359 $3,482 $1205 $(15413) S5 223
Fumniture and equipment ............ 11,258 2401 1,033 (5,037 7.569
Leasehold improvements ............ 738 175 71 {418) 424
Capitalized building leases . .......... 1,726 92 937 (296) 585

527,081 $6,150 33266 3(21,164) § 8801
Year endzd May 31, 1988

Buildings and improvements ........, $12,406 $3,682 $1,328 $(1,401) $13.359

Furniture and equipment ............ 10,832 2955 2,139 (390 11,258
Leaschold improvements ............ 93 159 6 492 738
Capitalized building leases ........... 1,620 106 - - 1,726

$24.951 $6,902 $3473 3(17299) $27,081

Year ended May 31, 1988

Buildings and improvements .......,, 58,893 $3,530 $ 17 8 -~ $12406
Fumiture and equipment . ........... 8,434 2,961 563 - 10,832
Leasehold improvements ............ 99 21 27 - 93
Capitalized building leases ... ........ 1,523 97 - - __ 1620

$18.94¢9 $6,609 $ 607 § - 524951

(1) "neludes azncunts which have been reclassified in 1990 and 1989 to propenty ard equipment held for sale.
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COMPREHENSIVE CARE CORPORATION
Schedule X - Supplementary Statements of Operations Information
Years Ended May 31, 1990, 1989 and 1988

Years Ended May 31,
1990 1989 1988

{Dollars in thouzands)

AdVertising COSIS +vvvit vt vnrnnsnnnenrnvenoenenenes 37694 814994 $15472

[ A




COMPREHENSIVE CARE CORPORATION AND SUBSIDIARIES
EXHIBIT INDEX
TiSCAL YEAR ENDED MAY 31, 1990

Exhibit No. Description

44

First Amendment to Trust Indenture dated as of April 30, 1990
among the Registrant, Starting Point Incorporated, CareUnit

Hospital of Chio, Inc. and Security Pacific National Bank,

relating to Senior Secured Notss.

Second Amendment to Trust Indenture dated as of July 27, 1990
among the Registrant, Starting Point Incorporated, CareUnit

Hospital of Ohio, Inc. and Security Pacific National Bank,

relating to the Senior Secured Notes.

Amendment No. 1 to Deferred Compensation Agreement dated
Seplember 20, 1983 between the Registrant and B. Les Kams,

Form of Individual Death Benefit Agreement.

Financial Security Plan for executive management and medical
directors,

Executive Employee Agreement dated as of April 23, 1990 between
RehabCare Corporation and James M. Usdan.

Second Amended and Restated Loan Agreement dated as of May 3, 1990
among the Registrant, certain of its subsidiaries, Union Bank,
Southeast Bank, N.A., and the Boatmen's National Bank of St. Louis.
First Amendment to Guaranty Agreement dated as of May 3, 1990
between the Registrant and Southeast Bank, N.A., relating to the
Coral Springs Bonds.

Collateral Trust Agreement dated as of May 3, 1990 among the
Registrant, certain of its subsidiaries, Ssattle-First Naticnal

Bank, Union Bank, Security Pecific National Bank and Southeast
Bank, N.A.

First Amendment to Guaraniy Agreement dated as of May 3, 1990
among the Registrant, CareUnit of Florida, Inc. and Southeast

Bank, N.A. relaling to the Jacksonville Beach Bonds,

Forbearance Agreement dated as of May 3, 1990 between CareUnit of
Florida, Inc. and Southeast Bank, N.A., relating to the Coral

Springs Bonds,

Forbearance Agreement dated as of May 3, 1990 between CareUnit of
rlorida, Inc. and Southeast Bank, N.A., relating to the Jacksonville
Beach Bonds,

First Amendment to Contingent Purchase Agreement dated as of

May 3, 1990 between CareUnit of Florida, Inc. and Southeast Bank, N.A.,
relating ¢o the Cornl Springs Bonds,

Amendment No. 3 (o the Registrant’s Employee Savings Plan dated as of
May 24, 1990, .

Executive Employment Agreement dated as of June 1, 1990 between
the Registrant and Leaurence J. Steudle,

Executive Employment Agreement datzd as of June 1, 1990 between
the Registrant and Stephen J, Toth,

Cash Collateral Agreement dated as of July 27, 1990 amony the
Registrant, certain of its subsidi:a;ﬁes and Union Bank.




Exhibit No. Pescription
10.30  Amendment No. 1 to Second Amended and Restated Loan Agreement

10.31

10.32
10.33

10.34

10.35

10.36
10.37
1038

10.3¢
1040
1041
1042
10.43
10.44
1045
11

22

4.1
28.1

dated as of July 27, 1950 among the Registrant, certain of its
sutsidiaries, Union Bank, Southeast Bankk, N.A., and The

Boatmen's National Bank of St. Louis,

Amendment No, 1 to Collateral Trust Agreement datad as of

July 27, 1990 among the Registrant, certain of its subsidiaries,
Seattle-First National Bank, Union Bank, Security Pacific National
Bank and Southeast Bank, N.A,

Cash Collateral Agreement dated as of July 27, 1990 among the
Registrant, CareUnit of Florida, Inc. and Southeast Bank, N.A.,
relating to the Coral Springs and Jacksonville Beach Bonds.

Second Amendment 1o Guaranty Agreement dated as of July 27, 1990
between the Registant and Southeast Bank, N.A., relating o the
Cor:l Springs Bonds.

Secend Amendment (o Guaranty Agreement dated as of

July 27, 1990 among the Registrant, CareUnit of Florida, Inc.

and Southeast Bank, NLA., relating 1o the Jacksonville Reach

Bonds,

Caui Collateral Agreement dated s of July 27, 1950 among the
Reyrsizant, Siarting Point Incorporated CareUnit Hospital of

Ohi: . Inc., ecrtain of the Registrant’s subsidiaries and

Secu -ty Pacific National Bank.

First Ame:idment to Forbearance Agrecment dated as of July 27, 1990
betwean CareUr! . 7 Florida Ing, 4. d Southeast Bank, N.A.,

relating to the Cr .’ Springs Bonds,

First Ariendment to Forbearance Agreement dated as of July 27, 1930
between CareUnit of Florida, Inc. and Soriheast Bank, N.A.,

relating to the Jacksonvitiz Beach Bonds.

Second Amendment w ontingent Purchase Agreement dated as of
July 27, 1990 between CareUnii of Florida, Inc. and Southast Bank,
N.A., relating to the Coral Springs Bonds.

Amendment to Executive Employment Agreement dated as of August 17,
1990 between RehabCere Corporation and James M. Usdan,
Amendment to Execulive Employment Agreement dated as of August 17,
1990 between Registrant and Lanrence J, Steudle.

Amendment to Executive Employment Agrecment dated as of August 17,
1590 between Registrant and Stephsn T, Toth.

Amendment to Executive Employment Agreement dated es of August 17,
1990 between Registrant and Alan C. Henderson.

Amendment to Exccutive Employment Agresrnent dated as of August 17,
1990 between Registrant and W, James Nicol.

Executive Employees’ Trust Agreement dated as of Avgust 17, 1950
between the Registrant and Mark Twain Bank,

Contingeat Transition Agr:.ement dated as of August 20, 1990 among
the Registrunt and certain individual stockholders and certain other
entities.

Computation of Eamings Per Sh:ue,

List of the Registrant’s subsidiaries,

Consent of KPMG Peat Marwick,

The Registrant’s joint proxy and consent revocation statement in
opposition to the solicitation of consents by a dissident group of
stockholders to remove and elect directors.
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COMPREHENSIVE CARE CORPORATION

SCHEDULE OF SUBSIDIARIES

SUBSIDIARY NAME

NPHS, INC,

CAREMANOR HOSPITAL OF WASHINGTON, INC,

TRINITY OAKS HOSPITAL, INC.

TERRACINA CONVALESCENT HOSPITAL & HOME, INC.

CAREUNIT, INC.

CAREUNIT HOSPITAL OF ST. LOUIS, INC,

STARTING POINT INCORPORATED

CAREUNIT HOSPITAL OF ALBUQUERQUE, INC.

COMPREHENSIVE CARE CORPORATION

CAREUNIT CLINIC OF WASHINGTON, INC.

CAREUNIT HOSPITAL OF OHIO, INC.

COMPREHENSIVE CARE CORPORATION
(CANADA) LTD,

REHABCARE CORPORATION

CAREUNIT OF CHICAGO, INC.

VIDEOHEALTH, INC.

CAREUNIT, INC,

COMPCARE DELAWARE, INC. (FORMERLY CAREFAST, INC.)

STATE OR
INCORPORATON

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

Canada
Delaware
Hllinois
California
Belaware

Delaware
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Certifled Public Accountants

by an o

Ry
T

I

CONSENT OF INDEPENDENT CERTIFIED PUBLIC ACCOUNTANTS

To the Stockholders and Board of Directors
Comprehensive Care Corporation;

oL S s

S
BT

"

We consent to the incorporation by reference in the Post-Effective Amendment No. 3 to the Registration
Statement (No. 33-6520) on Form S-8 and in the Registration Statement (No. 33-27213) on Form S-8 of
Comprehensive Care Corporation of our report dated July 27, 1990 relating to the consolidated balance sheets of
Comprehensive Care Corporation and subsidiaries as of May 31, 1990 and 1989 and the related consolidated
stalements of operations, stockholders’ equity and cash flows and related schedules for each of the years in the
three-year period ended May 31, 1990, which report appears in the May 31, 1990 annual report on Form 10-K of
Comprehensive Care Corporation,

Foe m Sty

Our report dated July 27, 1990 contains two scparate ¢xplanatory paragraphs which state:

As discussed in note 16 to the consolidated 1:22=7ir] statements, the Company is currently undergoing a payroll
tax audit by the Intemal Revenue Service for calendar years 1983 through 1988. The IRS agent conducting the
audit has verbally asserted that certain physicians and psychologists engaged as independent contractors by the
Company should have been treated as employees for payroll tax purposes. The ultimate outcome of this matter
cannot prescutly be determined. Accordingly, no provision for any liability that may result upon sesolution of
this matter has been recognized in the accompanying consolidated {inancial statements.

The accompanying consolidated financial statements have been prepared assuming that the Company will
continue as a going concem. As discussed in note 2 to the consolidated financial statements, the Company
incurred significant losses from operations in fiscal 1990 and expects to incur losses and ncgative cash flow
from operations during fiscal 1991. The polential need for additional financing to repay debt as it comes due
and finznce the Company’s anticipated losses from operations and negative cash flow during fiscal 1991 raises
substantial doubt about the Company’s ability to continuc as a going concem. Management's plans in regard
to these matters are alswy described in note 2. The consolidated financial statements do not include any
adjustments relating to the recoverability and c'nssification of reported asset amounts or the amounts and
classification of liabilities that might result from the outcome of this unceriainty.

7 e

St. Louis, Missouri
September 12, 1990

EXHIBIT 24.1
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