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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, as
amended (the “Exchange Act”), 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. x Yes ¨ No
Indicate by check mark whether the registrant is an accelerated filer (as defined in Rule 12b−2 of the Exchange Act). x Yes ¨ No
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PART I—FINANCIAL INFORMATION

Item 1.

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

June 30,

2004

2005

(Note 1)

(Unaudited)

$ 10,657,483
18,822,881
5,023,405
3,533,311
—
474,760

$ 13,195,755
19,842,091
5,322,149
7,698,357
875,000
474,760

38,511,840
2,315,911
1,282,341
24,717,145
7,510,808
606,694
975,917

47,408,112
2,320,414
407,341
32,308,556
14,051,586
606,694
909,588

Total assets

$ 75,920,656

$ 98,012,291

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

$ 1,243,444
7,995,425
948,434
—
102,507
300,000

$ 1,221,077
10,102,567
452,568
1,499,112
78,810
2,400,000

10,589,810
32,882
700,000

15,754,134
4,228
9,176,278

9,487
65,731,824
(844,601)

9,723
69,739,351
3,627,323

Less 146,905 treasury shares, at cost

64,896,710
298,746

73,376,397
298,746

Total stockholders’ equity

64,597,964

73,077,651

$ 75,920,656

$ 98,012,291

Assets
Current assets:
Cash and cash equivalents
Accounts receivable, net of allowance of $221,000 and $693,000
Management fee receivable
Prepaid expenses and other
Current portion of notes receivable
Deferred tax asset
Total current assets
Property and equipment, net
Notes receivable, less current portion
Goodwill
Intangible assets, net
Deferred tax asset
Other assets

Total current liabilities
Capital lease obligations, less current portion
Long−term obligations, less current portion
Stockholders’ equity:
Common stock: Authorized 40,000,000 shares; $0.001 par value; 9,486,879 and 9,722,796 issued and outstanding
(including treasury shares)
Additional paid−in capital
Accumulated (deficit) earnings

Total liabilities and stockholders’ equity

See accompanying notes to unaudited consolidated financial statements
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The Providence Service Corporation
Unaudited Consolidated Statements of Operations

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

Three months ended

Six months ended

June 30,

June 30,

2004

2005

2004

2005

$ 14,738,653
3,250,772
2,689,522

$ 28,909,274
3,512,255
2,798,149

$ 27,712,600
6,509,672
4,911,336

$ 55,084,776
6,870,802
5,297,359

20,678,947

35,219,678

39,133,608

67,252,937

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

15,091,170
2,844,740
248,071

26,548,252
4,179,368
441,540

28,841,140
5,407,934
476,233

50,723,550
8,138,645
812,075

Total operating expenses

18,183,981

31,169,160

34,725,307

59,674,270

Operating income
Other (income) expense:
Interest expense
Interest income

2,494,966

4,050,518

4,408,301

7,578,667

Income before income taxes
Provision for income taxes

2,432,245
972,898

3,975,117
1,597,512

4,268,925
1,707,570

7,465,648
2,993,724

Net income

$ 1,459,347

$ 2,377,605

$ 2,561,355

$ 4,471,924

Earnings per common share:
Basic

$

0.15

$

0.25

$

0.29

$

0.47

Diluted

$

0.15

$

0.24

$

0.28

$

0.46

109,161
(46,440)

Weighted−average number of common shares outstanding:
Basic
Diluted

9,430,894
9,676,271

134,974
(59,573)

9,614,679
9,827,205

See accompanying notes to unaudited consolidated financial statements
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227,716
(88,340)

8,961,734
9,229,315

220,525
(107,506)

9,556,742
9,743,384
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The Providence Service Corporation
Unaudited Consolidated Statements of Cash Flows
Six months ended
June 30,
2004

Operating activities
Net income
Adjustments to reconcile net income to net cash provided by operating activities:
Depreciation
Amortization
Amortization of deferred financing costs and discount on investment
Stock compensation
Tax benefit upon exercise of stock options
Changes in operating assets and liabilities, net of effects of acquisitions:
Trade accounts receivable, net
Management fee receivable
Prepaid expenses and other
Reinsurance liability reserve
Accounts payable
Accrued expenses
Deferred revenue
Net cash provided by operating activities
Investing activities
Purchase of property and equipment
Purchase of intangibles
Acquisition of businesses, net of cash acquired
Advances to unconsolidated affiliate
Restricted cash for contract performance

2005

$ 2,561,355

$

316,392
159,841
43,399
86,075
—

4,471,924
425,745
386,330
62,079
—
382,583

(2,173,063)
425,246
(823,287)
—
453,914
(72,570)
—

(221,090)
(298,744)
(3,367,130)
1,499,112
(25,067)
1,909,321
(495,866)

977,302

4,729,197

(441,987)
(1,606,444)
(5,451,011)
(875,000)
(613,325)

(392,604)
(1,835,358)
(10,221,143)
—
(775,000)

(8,987,767)

(13,224,105)

(58,548)
(42,240)
389,644
12,164,164
—
—
(1,400,000)
(2,100,000)

—
(52,351)
1,300,646
—
10,000,000
(15,115)
(200,000)
—

8,953,020

11,033,180

942,555
15,004,235

2,538,272
10,657,483

Cash at end of period

$ 15,946,790

$ 13,195,755

Supplemental cash flow information
Notes payable issued for acquisition of business

$ 1,000,000

$

776,000

$

2,269,000

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

Common stock issued for acquisition of business

—

See accompanying notes to unaudited consolidated financial statements
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The Providence Service Corporation
Notes to Unaudited Consolidated Financial Statements
June 30, 2005
1. Basis of Presentation
The accompanying unaudited consolidated financial statements have been prepared in accordance with accounting principles generally accepted in the United
States for interim financial information and with the instructions to Form 10−Q and Article 10 of Regulation S−X. Accordingly, they do not include all of the
information and footnotes required by accounting principles generally accepted in the United States for complete financial statements. In the opinion of
management, all adjustments (consisting of normal recurring accruals) considered necessary for fair presentation have been included. Operating results for the six
months ended June 30, 2005 are not necessarily indicative of the results that may be expected for the fiscal year ending December 31, 2005.
The consolidated balance sheet at December 31, 2004 has been derived from the audited financial statements at that date but does not include all of the
information and footnotes required by accounting principles generally accepted in the United States for complete financial statements. The consolidated financial
statements contained herein should be read in conjunction with the audited financial statements and notes included in The Providence Service Corporation’s
annual report on Form 10−K for the year ended December 31, 2004.
2. Summary of Significant Accounting Policies and Description of Business
Description of Business
The Providence Service Corporation (the “Company”) is a privatization company specializing in alternatives to institutional care. The Company responds to
governmental privatization initiatives in adult and juvenile justice, corrections, social services, welfare systems, and education by providing home−based and
community−based counseling services to at−risk families and children. These services are purchased primarily by state, city, and county levels of government,
and are delivered under contracts ranging from capitation to fee−for−service arrangements. The Company also contracts with not−for−profit organizations to
provide management services for a fee. The Company operates in Arizona, California, Delaware, Florida, Illinois, Indiana, Maine, Massachusetts, Michigan,
Nebraska, Nevada, New Mexico, North Carolina, Ohio, Oklahoma, Pennsylvania, South Carolina, Tennessee, Texas, Virginia, West Virginia, and the District of
Columbia.
Cash Equivalents
Cash and cash equivalents include all cash balances and highly liquid investments with an initial maturity of three months or less. Investments in cash
equivalents are carried at cost, which approximates fair value. The Company places its temporary cash investments with high credit quality financial institutions.
At times such investments may be in excess of the Federal Deposit Insurance Corporation (FDIC) insurance limit.
Restricted Cash
At December 31, 2004 and June 30, 2005, the Company had $961,000 and $1.7 million of restricted cash, respectively, of which $786,000 and $1.7 million was
included in prepaid expenses and other for December 31, 2004 and June 30, 2005 and $175,000 was included in noncurrent other assets for December 31, 2004
in the accompanying consolidated balance sheets. Of the total amount of restricted cash at June 30, 2005 of $1.7 million, $961,000 serves as collateral for
irrevocable standby letters of credit that provide financial assurance that the Company will fulfill its obligations with respect to certain contracts. Furthermore,
$775,000 serves as collateral for an irrevocable standby letter of credit that is restricted to secure any reinsured claims losses under the Company’s workers’
compensation reinsurance program in the event the Company becomes insolvent. At June 30, 2005, the cash was held in custody by the Bank of
6
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Tucson. In addition, the cash is restricted as to withdrawal or use, and is currently invested in certificates of deposit and money market funds.
Accounts Receivable and Allowance for doubtful accounts
Accounts receivable are stated at the amount the Company expects to collect. The Company evaluates the collectibility of its accounts receivable on a monthly
basis. The Company determines the appropriate allowance for doubtful accounts based upon specific identification of individual accounts and review of aging
trends. Any account receivable older than 365 days is automatically deemed uncollectible and written off or fully allowed for.
In circumstances where the Company is aware of a specific payer’s inability to meet its financial obligation to it, the Company records a specific addition to its
allowance for doubtful accounts to reduce the net recognized receivable to the amount the Company reasonably expects to collect. If the financial condition of
the Company’s payers were to deteriorate, further additions to the Company’s allowance for doubtful accounts may be required. In addition, in certain of the
Company’s markets it also considers historical write−off experience and the likelihood that current receivables will ultimately be written off. Based on this
analysis the Company maintains a general reserve for all receivables in certain of its markets by applying a percentage based on the age category of those
receivables.
Impairment of Long−Lived Assets
Goodwill
The Company analyzes the carrying value of goodwill at the end of each fiscal year and between annual valuations if events occur or circumstances change that
would more likely than not reduce the fair value of the reporting unit below its carrying value. Such circumstances could include, but are not limited to: (1) a
significant adverse change in legal factors or in business climate, (2) unanticipated competition, or (3) an adverse action or assessment by a regulator. When
determining whether goodwill is impaired, the Company compares the fair value of the reporting unit to which the goodwill is assigned to the reporting unit’s
carrying amount, including goodwill. The Company uses valuation techniques consistent with a market approach by deriving a multiple of the Company’s
EBITDA (earnings before interest, taxes, depreciation and amortization) based on the market value of the Company’s common stock at year end and then
applying this multiple to each reporting unit’s EBITDA for the year to determine the fair value of the reporting unit. If the carrying amount of a reporting unit
exceeds its fair value, then the amount of the impairment loss must be measured. The impairment loss would be calculated by comparing the implied fair value of
reporting unit goodwill to its carrying amount. In calculating the implied fair value of reporting unit goodwill, the fair value of the reporting unit is allocated to
all of the other assets and liabilities of that unit based on their fair values. The excess of the fair value of a reporting unit over the amount assigned to its other
assets and liabilities is the implied fair value of goodwill. An impairment loss would be recognized when the carrying amount of goodwill exceeds its implied fair
value. The Company’s annual evaluation of goodwill completed as of December 31, 2004 resulted in no impairment loss.
Intangible assets subject to amortization
The Company separately values all acquired identifiable intangible assets apart from goodwill. The Company allocated a portion of the purchase consideration to
certain management contracts and customer relationships acquired in 2004 and during the six months ended June 30, 2005 based on the expected direct or
indirect contribution to future cash flows over the useful life of the assets.
The Company assesses whether certain relevant factors limit the period over which acquired assets are expected to contribute directly or indirectly to future cash
flows for amortization purposes. With respect to acquired management contracts, the useful life is limited by the stated terms of the agreements. The Company
determines an appropriate useful life for acquired customer relationships based on the nature of the underlying contracts with state and local agencies and the
likelihood that the underlying contracts to provide social services will renew over future periods. The likelihood of renewal is based on the Company’s contract
renewal experience and the contract renewal experiences of entities it has acquired.
7
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Under certain conditions the Company may assess the recoverability of the unamortized balance of its long−lived assets based on expected future cash flows.
Should the review indicate that the carrying value is not fully recoverable, the excess of the carrying value over the fair value of any intangible asset is
recognized as an impairment loss.
Stock Compensation Arrangements
The Company follows the intrinsic value method of accounting for stock−based compensation plans. The following table reflects net income and earnings per
share had the Company’s stock options been accounted for using the fair value method:
Three months ended

Six months ended

June 30,

June 30,

2004

2005

2004

2005

Net income as reported
Add—Employee stock−based compensation expense included in reported net income, net
of federal income tax benefit
Less—Employee stock−based compensation expense determined under fair value based
method for all awards, net of federal income tax benefit

$ 1,459,347

$ 2,377,605

$ 2,561,355

$ 4,471,924

192,103

298,514

406,929

857,971

Adjusted net income

$ 1,292,995

$ 2,079,091

$ 2,206,072

$ 3,613,953

Earnings per share:
Basic—as reported

$

0.15

$

0.25

$

0.29

$

0.47

Basic—as adjusted

$

0.14

$

0.22

$

0.25

$

0.38

Diluted—as reported

$

0.15

$

0.24

$

0.28

$

0.46

Diluted—as adjusted

$

0.13

$

0.21

$

0.24

$

0.37

25,751

—

51,646

—

Loss Reserves for Certain Reinsurance and Self−Funded Insurance Programs
General and Professional Liability and Workers’ Compensation
Prior to April 12, 2005, the Company had general and professional liability coverage with a $500,000 self−insured retention for each claim through a third party
insurer. In addition, prior to May 16, 2005 the Company had first dollar coverage for workers’ compensation costs with third party insurers. Effective May 16,
2005, the Company began reinsuring a substantial portion of its general and professional liability and workers’ compensation costs and the general and
professional liability and workers’ compensation costs of certain designated entities managed by the Company under reinsurance programs through its
wholly−owned captive insurance subsidiary, Social Services Providers Captive Insurance Company (“SPCIC”), incorporated under the laws of the State of
Arizona. The Company established SPCIC in order to better manage the annual expenditures for general and professional liability and workers’ compensation
insurance coverage. It is expected that the formation of SPCIC will enable the Company to provide for: (1) long−term stable insurance programs, (2) increased
control over claims management and risk control administration and (3) reduced overall insurance costs associated with general and professional liability and
workers’ compensation insurance coverage. The Company primarily utilizes SPCIC as a risk management and cost containment tool.
The Company’s general and professional liability and workers’ compensation reinsurance programs are fronted by two third party insurers for a predetermined
amount; one for general and professional liability and one for workers’ compensation liability. These third party insurers also provide coverage to certain
designated entities managed by the Company. SPCIC reinsures these two third party insurers for certain claims as described below.
SPCIC reinsures the third party insurer for general and professional liability exposures for the first dollar of each and every loss up to $250,000 per loss with no
annual aggregate limit. The reinsurance premium for the first policy year ending April 12, 2006 of approximately $785,000 equals the reinsured portion of the
actuarially determined expected losses for the same period. The third party insurer provides general and professional liability coverage for up to $750,000 per
occurrence over the $250,000 reinsured limit with an annual aggregate
8
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limit of $3.0 million. Assuming the Company’s actual reinsured losses and the reinsured losses of certain designated entities it manages were to exceed the
reinsured portion of the actuarially determined expected losses of approximately $785,000 in the first policy year ending April 12, 2006, the Company’s
additional exposure would be recognized as an increase to the Company’s general and administrative expense in its consolidated statements of operations in the
period such exposure became known.
Under the Company’s worker’s compensation reinsurance program, SPCIC reinsures a third party insurer for the first $250,000 per occurrence with no annual
aggregate limit. The third party insurer provides workers’ compensation coverage up to statutory limits. The reinsurance premium for the first policy year ending
May 15, 2006 of approximately $774,000 equals the reinsured portion of the actuarially determined expected losses for the same period. Assuming the
Company’s actual reinsured losses and the reinsured losses of certain designated entities it manages were to exceed the reinsured portion of the actuarially
determined expected losses of approximately $774,000 in the first policy year ending May 15, 2006, the Company’s additional exposure would be recognized as
an increase to the Company’s payroll and related costs in its consolidated statements of operations in the period such exposure became known. The Company’s
reserve levels are evaluated on a quarterly basis. Any necessary adjustments are recognized as an adjustment to general and administrative expense in its
consolidated statements of operations.
The Company records a provision for losses incurred but not reported, based on the recommendations of an independent actuary and management’s judgment
using its past experience and industry experience. The Company (through SPCIC) has restricted cash of $775,000 at June 30, 2005, which is restricted to secure
the reinsured claims losses of SPCIC under the workers’ compensation reinsurance program in the event the Company becomes insolvent. The full extent of
certain claims may not be fully determined for years. Therefore, the estimates of potential obligations are based on recommendations of an independent actuary
and management’s judgment using historical data, and industry and the Company’s experience. Although management believes that the amounts accrued for
losses incurred but not reported under the preliminary terms of its reinsurance programs are sufficient, any significant increase in the number of claims or costs
associated with these claims made under these programs could have a material adverse effect on the Company’s financial results.
The Company’s liability under its reinsurance programs is based on preliminary terms under binders with the third party insurers and any obligations over the
Company’s reinsurance program limits are the responsibility of the Company. Approximately 28% of the total liability assumed by the Company under its
reinsurance programs is related to the designated entities it manages that are covered under the Company’s reinsurance programs. It is possible that the Company,
under the final terms of its reinsurance programs, will revise its estimates significantly. Any subsequent differences that may arise will be recorded in the period
in which they are determined.
Health Insurance
Effective July 1, 2005, the Company began offering its employees and employees of certain entities it manages an option to participate in a self−funded health
insurance program. Health claims under this program are self−funded with a stop−loss umbrella policy with a third party insurer to limit the maximum potential
liability for individual claims to $150,000 per person and for total claims to $8.0 million for the program year ending June 30, 2006. Health insurance claims are
paid as they are submitted to the plan administrator. Beginning July 1, 2005, the Company maintains accruals for claims that have been incurred but not yet
reported to the plan administrator and therefore have not been paid. The incurred but not reported reserve is based on the historical claim lag period and current
payment trends of health insurance claims which is generally 1 – 2 months. The liability for the self−funded health plan is recorded in accrued payroll and related
costs in the Company’s consolidated balance sheet. As of June 30, 2005 no amounts have been reserved in the Company’s consolidated balance sheet for its
self−funded health insurance program.
9
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The Company charges its employees and employees of certain entities it manages a portion of the costs of its self−funded and non self−funded health programs,
and it determines this charge at the beginning of each plan year based upon historical and projected medical utilization data, along with projected inflationary
increases in medical costs. Any difference between the Company’s projections and its actual experience is borne by the Company. The Company is estimating
potential obligations for liabilities under this program to reserve what it believes to be a sufficient amount to cover liabilities based on an independent actuary and
past experience. Any significant increase in the number of claims or costs associated with claims made under this program above what the Company reserves
could have a material adverse effect on its financial results.
Use of Estimates
The Company has made a number of estimates relating to the reporting of assets and liabilities, revenues and expenses and the disclosure of contingent assets and
liabilities to prepare these consolidated financial statements in conformity with accounting principles generally accepted in the United States for interim financial
information. Some of the more significant estimates impact accounts receivable, long−lived assets and loss reserves for certain reinsurance and self−funded
insurance programs.
New Accounting Pronouncements
In December 2004, the Financial Accounting Standards Board finalized SFAS 123R, “Share−Based Payment”, effective for public companies for annual periods
beginning after June 15, 2005. SFAS 123R requires all companies to measure compensation cost for all share−based payments (including employee stock
options) at fair value. Retroactive application of the requirements of SFAS 123R is permitted, but not required. On April 15, 2005, the Securities and Exchange
Commission (“SEC”) issued its final rule in Release No. 34−51558 regarding the compliance date for SFAS 123R related to public companies. The SEC has
delayed the requirement for non−small business public companies to comply with the provisions of SFAS 123R until the first interim reporting period of the
public company’s first fiscal year beginning on or after June 15, 2005. Accordingly, the Company plans to implement SFAS 123R beginning January 1, 2006 and
is in the process of determining the effect this pronouncement will have on the Company’s consolidated financial statements.
3. Prepaid Expenses and Other
Prepaid expenses and other comprise the following:
December 31,

June 30,

2004

2005

Prepaid payroll
Prepaid insurance
Restricted cash
Reinsurance premium receivable
Other

$ 1,498,028
585,312
785,825
—
664,146

$ 1,756,422
1,668,156
1,735,825
1,559,024
978,930

Total prepaid expenses and other

$ 3,533,311

$ 7,698,357

4. Acquisitions
On June 13, 2005, the Company acquired all of the equity interest in Children’s Behavioral Health, Inc. (“CBH”), a Pennsylvania provider of home and school
based social services for children, for a total purchase price of approximately $14.5 million, subject to certain working capital adjustments. The purchase price
consisted of $10.0 million in cash, 117,371 shares of the Company’s unregistered common stock valued at $3.0 million, and an unsecured, subordinated
promissory note in the principal amount of approximately $776,000 after deducting certain credits related to preliminary working capital adjustments of
approximately $724,000. The number of shares of the Company’s unregistered common stock issued in
10
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connection with this transaction and the principal and accrued interest thereon related to the promissory note may be subsequently adjusted in accordance with
the terms and conditions of the purchase agreement.
The acquisition has been accounted for using the purchase method of accounting and the results of operations are included in the Company’s consolidated
financial statements from the date of acquisition. The cost of this acquisition has been allocated to the assets and liabilities acquired based on a preliminary
evaluation of their respective fair values and may change when the final valuation of certain intangible assets and acquired working capital is determined.
The following represents the Company’s preliminary allocation of the purchase price:
Consideration:
Cash
Note ($1.5 million less approximately $724,000 for certain working capital adjustments)
Common shares ($3.0 million discounted for lack of marketability)
Estimated costs of acquisition

$ 10,000,000
776,278
2,269,368
385,249
$ 13,430,895

Allocated to:
Working capital
Intangibles
Goodwill

$

833,628
5,078,000
7,519,267

$ 13,430,895

The unregistered shares of the Company’s common stock issued in connection with this transaction were valued at $3.0 million based on certain terms of the
purchase agreement for purposes of determining the purchase price. As unregistered shares, they cannot be freely traded on the open market and as a result the
value of these unregistered shares for purchase price allocation purposes has been discounted based upon a lack of marketability as determined by an independent
third party business valuation firm.
The amount allocated to intangibles represents acquired customer relationships. The Company valued customer relationships acquired in this acquisition based
on expected future cash flows resulting from the underlying contracts with state and local agencies to provide social services. No significant residual value is
estimated for these intangibles. Amortization of the acquired customer relationships will be recognized over an estimated useful life of 15 years.
Currently, the above goodwill is not expected to be tax deductible.
Changes in goodwill were as follows:
Balance at December 31, 2004
Adjustment to costs of the Aspen Companies acquisition

$ 24,717,145
72,144

Balance at March 31, 2005
CBH acquisition

$ 24,789,289
7,519,267

Balance at June 30, 2005

$ 32,308,556

The following unaudited pro forma information presents a summary of the consolidated results of operations of the Company as if the acquisition of CBH had
occurred on January 1, 2004. The pro forma financial information is not necessarily indicative of the results of operations that would have occurred had the
transactions been effected on January 1, 2004.

Revenue
Net income
Diluted earnings per share

Three months ended

Six months ended

June 30

June 30

2004

2005

2004

2005

$ 23,032,126
$ 1,751,095
$
0.18

$ 37,172,692
$ 2,599,677
$
0.26

$ 43,839,966
$ 3,150,552
$
0.34

$ 71,591,379
$ 4,979,601
$
0.50

In May 2005, the Company paid an additional $1.8 million pursuant to certain terms of a definitive agreement whereby the Company acquired all of the rights
under an existing management agreement with Care Development of Maine (“CDOM”) in 2004. The additional cost of acquiring the management agreement
with CDOM has been allocated to intangible assets as contract acquisition costs and is being amortized on a straight−line basis over the remaining life of the
agreement.
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5. Long−Term Obligations
The Company’s long−term obligations were as follows:

6% unsecured notes to former stockholders of acquired company, interest payable quarterly beginning
April 2004 with equal quarterly principal payments of $100,000 beginning April 2005 through July
2007
5% unsecured note to former stockholder of acquired company, interest payable semi−annually
beginning December 2005 and all unpaid principal and any accrued and unpaid interest due June 2010
$25,000,000 term note, LIBOR plus 4.0% with interest payable monthly with each installment of
principal through June 2010

December 31,

June 30,

2004

2005

$ 1,000,000

Less current portion
$

$

800,000

—

776,278

—

10,000,000

1,000,000
300,000

11,576,278
2,400,000

700,000

$ 9,176,278

On June 28, 2005, the Company’s loan and security agreement was amended pursuant to a second amended and restated loan and security agreement (“Second
Amended Loan Agreement”) with Healthcare Business Credit Corporation (“HBCC”). The Second Amended Loan Agreement provides for an increase in the
amount the Company may borrow under the revolving line of credit from $10.0 million to $25.0 million and an increase in the amount it may borrow under the
acquisition term loan from $10.0 million to $25.0 million subject to certain conditions. The amount the Company may borrow under the revolving line of credit
is subject to the availability of a sufficient amount of eligible accounts receivable at the time of borrowing. Advances under the acquisition term loan are subject
to HBCC’s approval and are payable in consecutive monthly installments as determined under the Second Amended Loan Agreement.
Borrowings under the Second Amended Loan Agreement bear interest at a rate equal to the sum of the annual rate in effect in the London Interbank market
(“LIBOR”), applicable to one month deposits of U.S. dollars on the business day preceding the date of determination plus 4.0% in the case of the revolving line
of credit and 4.5% in the case of the acquisition term loan subject to certain adjustments based upon the Company’s debt service coverage ratio. In addition, the
Company is subject to a 0.5% fee per annum on the unused portion of the available funds as determined in accordance with certain provisions of the Second
Amended Loan Agreement as well as certain other administrative fees.
The Second Amended Loan Agreement also extends the maturity date of the revolving line of credit and acquisition term loan to June 28, 2010.
The Company agreed with HBCC to subordinate its management fee receivable pursuant to management agreements established with certain of the Company’s
managed entities, which have stand−alone credit facilities with HBCC, to the claims of HBCC in the event one of these managed entities defaults under its credit
facility. Additionally, any other monetary obligations of these managed entities owing to the Company are subordinated to the claims of HBCC in the event one
of these managed entities defaults under its credit facility.
The remaining provisions of the Second Amended Loan Agreement remained substantially the same as those set forth in the first amended and restated loan and
security agreement. The Company is required to maintain certain financial covenants under the Second Amended Loan Agreement.
At December 31, 2004 and June 30, 2005, the Company’s available credit under the revolving line of credit was $10.0 million. In accordance with certain
provisions of the Second Amended Loan Agreement, the Company may activate an increase in the available credit under the revolving line of credit subject to
certain conditions up to $25.0 million.
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6. Common Stock
The Company adopted a second amended and restated certificate of incorporation and amended and restated bylaws commensurate with the consummation of the
Company’s initial public offering on August 22, 2003. The Company’s second amended and restated certificate of incorporation provides that the Company’s
authorized capital stock consists of 40,000,000 shares of common stock, $0.001 par value, and 10,000,000 shares of preferred stock, $0.001 par value. At
December 31, 2004 and June 30, 2005, there were 9,486,879 and 9,722,796 shares of the Company’s common stock outstanding (including 146,905 treasury
shares) and no shares of preferred stock outstanding.
During the six months ended June 30, 2005, the Company granted 466,000 ten year options under its 2003 stock option plan to directors, executive officers and
key employees to purchase the Company’s common stock at exercise prices equal to the market value of the Company’s common stock on the date of grant. The
option exercise prices range from $19.60 to $25.81 and the options vest in equal installments over time ranging from three to four years. In addition, the
weighted−average fair value of the options granted during the six months ended June 30, 2005 totaled $7.04 per share. During the six months ended June 30,
2005, the Company issued 49,636 shares of its common stock in connection with the exercise of employee stock options under the Company’s 1997 stock option
and incentive plan, and 68,910 shares of its common stock in connection with the exercise of employee stock options under the Company’s 2003 stock option
plan.
7. Earnings Per Share
The following table details the computation of basic and diluted earnings per share:

Numerator:
Net income

Three months ended

Six months ended

June 30,

June 30,

2004

2005

2004

2005

$ 1,459,347

$ 2,377,605

$ 2,561,355

$ 4,471,924

9,430,894

9,614,679

8,961,734

9,556,742

245,377

212,526

267,581

186,642

9,676,271

9,827,205

9,229,315

9,743,384

Denominator:
Denominator for basic earnings per share—weighted−average shares
Effect of dilutive securities:
Common stock options
Denominator for diluted earnings per share—adjusted weighted−average shares assumed
conversion
Basic earnings per share

$

0.15

$

0.25

$

0.29

$

0.47

Diluted earnings per share

$

0.15

$

0.24

$

0.28

$

0.46

For the three months ended June 30, 2005, employee stock options to purchase 589 shares of common stock and, for the six months ended June 30, 2005,
employee stock options to purchase 1,139 shares of common stock were not included in the computation of diluted earnings per share as the exercise price of
these options was greater than the average fair value of the common shares for the period and, therefore, the effect of these options would be antidilutive.
8. Income Taxes
The Company’s effective income tax rate for the interim periods is based on management’s estimate of the Company’s effective tax rate for the applicable year
and differs from the federal statutory income rate primarily due to nondeductible permanent differences and state income taxes.
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9. Commitments and Contingencies
The Company is involved in various claims and legal actions arising in the ordinary course of business. In the opinion of management, the ultimate disposition of
these matters will not have a material adverse effect on the Company’s consolidated financial position, results of operations, or liquidity.
The Company provides management services under long−term management agreements and has relationships with certain tax−exempt organizations under
Section 501(c)(3) of the Internal Revenue Code. While actions of certain tax authorities have challenged whether similar relationships by other organizations
may violate the federal tax−exempt status of not−for−profit organizations, management is of the opinion that its relationships with these tax−exempt
organizations do not violate their tax−exempt status and any unfavorable outcomes would not have a material adverse effect on the Company’s consolidated
financial position, results of operations, or liquidity.
On May 16, 2005, the Company began reinsuring a substantial portion of its general and professional liability and workers’ compensation insurance coverage
under certain reinsurance programs through its wholly−owned captive insurance subsidiary, SPCIC, and, effective July 1, 2005, the Company began self−funding
a substantial portion of its employee health insurance program as more fully described in note 2 above.
In connection with the acquisition of CBH on June 13, 2005, the Company issued 117,371 shares of its unregistered common stock and a promissory note in the
principal amount of approximately $776,000, after deducting certain credits related to preliminary working capital adjustments of approximately $724,000, with
a fixed interest rate of 5%. The number of shares of the Company’s unregistered common stock issued in connection with this transaction and the principal and
accrued interest thereon related to the promissory note may subsequently be adjusted in accordance with the terms and conditions of the purchase agreement.
With respect to the promissory note, the principal and accrued interest thereon may subsequently be adjusted upwards to $1.5 million or downward to zero in
accordance with the terms and condition of the purchase agreement.
The Internal Revenue Service is currently examining the Company’s tax return for the period July 1, 2003 to December 31, 2003. Management believes the
ultimate resolution of this examination will not result in a material adverse effect to the Company’s financial position or results of operations.
10. Transactions with Related Parties
In June 1999, the Company was issued a promissory note by a not−for−profit affiliate in the amount of $461,342. The note bears interest at a rate of 9% per
annum and was due in June 2004. On February 20, 2003, a new promissory note in the same amount was issued by the not−for−profit affiliate which extends the
due date for repayment of principal and unpaid accrued interest to February 2008 and lowered the interest rate to 5% per annum. Interest income of
approximately $10,000 was recorded for the six months ended June 30, 2004 and 2005. The balance of the note at December 31, 2004 and June 30, 2005 was
approximately $407,000 and is reflected in the accompanying consolidated balance sheets as “Notes receivable”.
In connection with the acquisition of Pottsville Behavioral Counseling Group, Inc. and the establishment of a management agreement with The ReDCo Group
(“ReDCo”) in May 2004, the Company loaned $875,000 to ReDCo to fund certain long−term obligations of ReDCo in exchange for a promissory note for the
same amount. The note assumes interest equal to a fluctuating interest rate per annum based on a weighted−average of the daily Federal Funds Rate. The terms of
the promissory note require ReDCo to make quarterly interest payments over twenty−one months commencing June 30, 2004 with the principal and any accrued
and unpaid interest due upon maturity on March 31, 2006. Interest income of approximately $1,500 and $12,000 was recorded for the six months ended June 30,
2004 and 2005, respectively. The promissory note is collateralized by a subordinated lien to ReDCo’s primary lender on substantially all of ReDCo’s assets. At
December 31, 2004 and June 30, 2005, the balance of the note was $875,000 and is reflected in the accompanying consolidated balance sheet as “Current portion
of notes receivable”.
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Beginning in 2004, the Company began using an airplane operated by Las Montanas Aviation, LLC for business travel purposes on an as needed basis. Las
Montanas Aviation, LLC is owned by Fletcher McCusker, the Company’s chief executive officer. The Company reimburses Las Montanas Aviation, LLC for the
actual cost of use currently equal to $1,095 per flight hour. For the six months ended June 30, 2005, the Company reimbursed Las Montanas Aviation, LLC
approximately $35,000 for use of the airplane for business travel purposes.
11. Subsequent Events
Effective July 1, 2005, the Company began self−funding a substantial portion of its employee health insurance program as more fully described in note 2 above.
The Company will restrict additional cash in the amount of $1.0 million to secure the reinsured claims losses of SPCIC in the event the Company becomes
insolvent related to the Company’s general and professional liability reinsurance program as described in note 2 above. The requirement to restrict cash in the
amount of $1.0 million was established upon the execution of a binding agreement between the Company and a fronting third party insurer.

Item 2.

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

Overview of our business
We provide government sponsored social services directly and through not−for−profit social services organizations whose operations we manage. As a result of
and in response to the large and growing population of eligible beneficiaries of government sponsored social services, increasing pressure on governments to
control costs and increasing acceptance of privatized social services, we have increased our capacity to provide services in previously underserved geographic
areas through the development of new programs and by consummating strategic acquisitions. As of June 30, 2005, we provided services directly and through the
entities we manage to over 31,500 clients from 167 locations in 21 states and the District of Columbia. Our goal is to be the provider of choice to the social
services industry. Focusing on our core competencies in the delivery of home and community based counseling, foster care and provider managed services, we
believe we are well positioned to offer the highest quality of service to our clients and provide a viable alternative to state and local governments’ current service
delivery systems.
Our industry is highly fragmented, competitive and dependent on government funding. We depend on our experience, financial strength and broad presence to
compete vigorously in each service offering. Challenges for us include competing with local incumbent social services providers in some of the areas we seek to
enter and in rural areas where significant growth opportunities exist, finding and retaining qualified employees. We seek strategic acquisitions as one way to
enter competitive markets.
Our business is highly dependent on our obtaining contracts with government sponsored entities. When we are awarded a contract to provide services, we may
incur expenses such as leasing office space, purchasing office equipment and hiring personnel before we receive any contract payments, and, under some of the
large contracts we are awarded, we are required to invest significant sums of money before receiving any contract payments. We are also required to recruit and
hire qualified staff to perform the services under contract. We strive to control these start−up costs by leveraging our existing infrastructure to maximize our
resources and manage our growth effectively. However, with each contract we are awarded, we face the challenge of quickly and effectively building a client
base to generate revenue to recover these costs.
Effective May 16, 2005, we began reinsuring a substantial portion of our general and professional liability and workers’ compensation costs and the general and
professional liability and workers’ compensation costs of certain designated entities we manage under reinsurance programs through our wholly−owned captive
insurance subsidiary, Social Services Providers Captive Insurance Company, or SPCIC. In addition, effective July 1, 2005, we began self−funding a substantial
portion of our employee health insurance program which we also offer to employees of certain entities we manage. These decisions were made based on current
conditions in the insurance marketplace that have
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led to increasingly higher levels of self−insurance retentions, increasing number of coverage limitations and dramatically higher insurance premium rates.
Our working capital requirements are primarily funded by cash from operations. In addition, effective June 28, 2005, we amended our loan and security
agreement with Healthcare Business Credit Corporation, or HBCC, to provide for a $25.0 million revolving line of credit and a $25.0 million acquisition term
loan. Borrowings from our credit facilities with HBCC provide funding for general corporate purposes and acquisitions.
How we earn our revenue
Our revenue is derived from our provider contracts with state and local government agencies and government intermediaries and from our management contracts
with not−for−profit social services organizations. The government entities that pay for our services include welfare, child welfare and justice departments, public
schools and state Medicaid programs. Under a majority of the contracts where we provide services directly, we are paid an hourly fee. In other such situations,
we receive a set monthly amount or we are paid amounts equal to the costs we incur to provide agreed upon services. These revenues are presented in our
financial statements as either revenue from home and community based services or foster care services.
Where we contract to manage the operations of not−for−profit social services organizations, we receive a management fee that is either based upon a percentage
of the revenue of the managed entity or a predetermined fee. These revenues are presented in our financial statements as management fees. Because we provide
substantially all administrative functions for these entities and our management fees are largely dependent upon their revenues, we also monitor for management
and disclosure purposes the revenues of our managed entities. We refer to the revenues of these entities as managed entity revenue. In addition, from time to
time, we provide short−term consulting services to other social services organizations for which we receive consulting fees that are a fixed amount per contract.
Any such consulting revenues are presented in our statement of operations as management fees.
How we grow our business and evaluate our performance
Our business grows internally, through organic expansion into new markets, increases in the number of clients served under contracts we or our managed entities
are awarded, and externally through acquisitions.
We typically pursue organic expansion into markets that are contiguous to our existing markets or where we believe we can quickly establish a significant
presence. When we expand organically, we typically have no clients or perform no management services in the market and are required to incur start−up costs
including the costs of space, required permits and initial personnel. These costs are expensed as incurred and our new offices can be expected to incur losses for a
period of time until we adequately grow our revenue from clients or management fees.
We also pursue strategic acquisitions in markets where we see opportunities but where we lack the contacts and/or personnel to make a successful organic entry.
Unlike organic expansion which involves start−up costs that may dilute earnings, expansion through acquisitions is generally accretive to our earnings. However,
we bear financing risk and where debt is used, the risk of leverage in expanding through acquisitions. We also have to integrate the acquired business into our
operations which could disrupt our business and we may not be able to realize operating and economic efficiencies upon integration.
In all our markets we focus on several key performance indicators in managing our business. Specifically, we focus on growth in the number of clients served, as
that particular metric is the key driver of our revenue growth. We also focus on the number of employees as that is our most important variable cost and the key
to our management of our operating margins.
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Acquisitions
On June 13, 2005, we acquired all of the equity interest in Children’s Behavioral Health, Inc., or CBH, a Pennsylvania provider of home and school based social
services for children, for a total purchase price of approximately $14.5 million, subject to adjustments. The purchase price consisted of $10.0 million in cash,
117,371 shares of our unregistered common stock valued at $3.0 million, and an unsecured, subordinated promissory note in the principal amount of
approximately $776,000 after deducting certain credits related to preliminary working capital adjustments of approximately $724,000. The number of shares of
our unregistered common stock issued in connection with this transaction and the principal and accrued interest thereon related to the promissory note may
subsequently be adjusted in accordance with the terms and conditions of the purchase agreement.
We continue to selectively identify and pursue attractive acquisition opportunities. There are no assurances, however, that we will complete acquisitions in the
future or that any completed acquisitions will prove profitable for us.
Critical accounting policies and estimates
General
In preparing our financial statements in accordance with accounting principles generally accepted in the United States we are required to make estimates and
judgments that affect the amounts reflected in our financial statements. We base our estimates on historical experience and on various other assumptions we
believe to be reasonable under the circumstances. However, actual results may differ from these estimates under different assumptions or conditions.
Critical accounting policies are those policies most important to the portrayal of our financial condition and results of operations. These policies require
management’s most difficult, subjective or complex judgments, often employing the use of estimates about the effect of matters inherently uncertain. Our most
critical accounting policies pertain to revenue recognition, accounts receivable and allowance for doubtful accounts, accounting for business combinations,
goodwill and other intangible assets, our management agreement relationships and loss reserves for certain reinsurance and self−funded insurance programs.
Revenue recognition
We recognize revenue at the time services are rendered at predetermined amounts stated in our contracts and when the collection of these amounts is considered
to be probable.
At times we may receive funding for certain services in advance of services actually being rendered. These amounts are reflected in the accompanying
consolidated balance sheets as deferred revenue until the actual services are rendered.
As services are rendered, documentation is prepared describing each service, time spent, and billing code under each contract to determine and support the value
of each service provided. This documentation is used as a basis for billing under our contracts. The billing process and documentation submitted under our
contracts vary among our payers. The timing, amount and collection of our revenues under these contracts are dependent upon our ability to comply with the
various billing requirements specified by each payer. Failure to comply with these requirements could delay the collection of amounts due to us under a contract
or result in adjustments to amounts billed.
The performance of our contracts is subject to the condition that sufficient funds are appropriated, authorized and allocated by each state, city or other local
government. If sufficient appropriations, authorizations and allocations are not provided by the respective state, city or other local government, we are at risk of
immediate termination or renegotiation of the financial terms of our contracts.
Fee−for−service contracts. Revenues related to services provided under fee−for−service contracts are recognized as revenue at the time services are rendered
and collection is determined to be probable. Such
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services are provided at established billing rates. Fee−for−service contracts represented approximately 73.6% and 62.6% of our revenue for the six months ended
June 30, 2004 and 2005.
Cost based service contracts. Revenues from our cost based service contracts are generally recorded at one−twelfth of the annual contract amount less
allowances for certain contingencies such as projected costs not incurred, excess cost per service over the allowable contract rate and/or insufficient encounters.
The annual contract amount is based on projected costs to provide services under the contracts with adjustments for changes in the total contract amount. We
annually submit projected costs for the coming year which assist the contracting payers in establishing the annual contract amount to be paid for services
provided under the contracts. After June 30, which is the contracting payers’ year end, we submit cost reports which are used by the contracting payers to
determine the amount, if any, by which funds paid to us for services provided under the contracts were greater than the allowable costs to provide these services.
In cases where funds paid to us exceed the allowable costs to provide services under contract, we may be required to pay back the excess funds.
Our cost reports are routinely audited on an annual basis. We periodically review our provisional billing rates and allocation of costs and provide for estimated
adjustments from the contracting payers. We believe that adequate provisions have been made in our consolidated financial statements for any adjustments that
might result from the outcome of any cost report audits. Differences between the amounts provided and the settlement amounts are recorded in our consolidated
statement of operations in the year of settlement. Cost based service contracts represented approximately 0.0% and 17.9% of our revenue for the six months
ended June 30, 2004 and 2005.
Case rate contract. Prior to July 1, 2004, we provided services under one contract pursuant to which we received a predetermined amount per month for a
specified number of eligible beneficiaries. Under this contract, referred to as a case rate contract, we received the established amount regardless of the level of
services provided to the beneficiaries during the month and thus recognized this contractual rate as revenue on a monthly basis. To the extent we provided
services that exceeded the contracted revenue amounts, we requested the payer to reimburse us for these additional costs. Historically, the payer had reimbursed
us for all such excess costs although it had no ongoing contractual obligation to do so under the case rate contract. Consequently, we did not recognize the excess
cost amounts as additional revenue until the payer actually reimbursed us for such amounts or entered into an agreement contractually committing the payer to
pay us and collection of such amount was determined to be probable.
Effective July 1, 2004, the case rate contract was amended to be an annual block purchase contract. In exchange for one−twelfth of the established annual
contract amount each month, the agreement specifies that we are to provide or arrange for behavioral health services to eligible populations of beneficiaries as
defined in the contract. We must provide a complete continuum of services including but not limited to intake, assessment, eligibility, case management and
therapeutic services. There is no contractual limit to the number of eligible beneficiaries that may be assigned to us, or a limit to the level of services that must be
provided to these beneficiaries. Therefore, we are at−risk if the costs of providing necessary services exceed the associated reimbursement.
We are required to regularly submit service encounters to the payer electronically. On an on−going basis and at the end of the payer’s June 30 fiscal year, the
payer is obligated to monitor the level of service encounters. If at any time the encounter data is not sufficient to support the year−to−date payments made to us,
the payer has the right to prospectively reduce or suspend payments to us.
We recognize revenue from this contract equal to the lesser of a specified encounter value, which represents the actual level of services rendered, or the contract
amount. For the twelve months ended June 30, 2005, revenues under the annual block purchase contract totaled approximately $14.0 million. The payer has not
reduced or suspended payments to us. We believe that our encounter data is sufficient to have earned all amounts paid to us under the amended contract.
The terms of the contract may be reviewed prospectively and amended as necessary to ensure adequate funding of our service offerings under the contract. Our
revenues under the previous case rate contract and for the six months ended June 30, 2004 represented 13.8% of our total revenues. Our revenues
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under the annual block contract and for the six months ended June 30, 2005, represented 11.6% of our total revenues.
Management agreements. We maintain management agreements with a number of not−for−profit social services organizations whereby we provide certain
management services for these organizations. In exchange for our services, we receive a management fee that is either based on a percentage of the revenues of
these organizations or a predetermined fee. Management fees earned under our management agreements represented approximately 11.5% and 7.9% of our
revenue for the six months ended June 30, 2004 and 2005.
We recognize management fee revenues from our management agreements as such amounts are earned, as defined by the respective management agreement and
collection of such amount is considered probable. We assess the likelihood of whether any of our management fee revenues may need to be returned to help our
managed entities fund their working capital needs. If the likelihood is other than remote, we defer the recognition of all or a portion of the management fees
received. To the extent we defer management fees as a means of funding any of our managed entities’ losses from operations, such amounts are not recognized as
management fee revenues until they are ultimately collected from the operating income of the not−for−profit entities.
Consulting agreements. From time to time we may enter into consulting agreements with other entities that provide government sponsored social services. Under
the agreements, we evaluate and make recommendations with respect to their management, administrative and operational services. We may continue to enter
into consulting agreements on a small scale in the future. In exchange for these consulting services, we receive a fixed fee that is either payable upon completion
of the services or on a monthly basis. These consulting agreements are generally short−term in nature and are subject to termination by either party at any time,
for any reason, upon advance written notice. Revenues related to these services are recognized at the time such consulting services are rendered and collection is
determined to be probable. Fees earned pursuant to our consulting agreements represented approximately 1.1% of our revenue for the six months ended June 30,
2004. No such fees were earned for the six months ended June 30, 2005.
The costs associated with generating our management fee revenues are accounted for in client service expense and in general and administrative expense in our
consolidated statements of operations.
Accounts receivable and allowance for doubtful accounts
We evaluate the collectibility of our accounts receivable on a monthly basis. We determine the appropriate allowance for doubtful accounts based upon specific
identification of individual accounts and review of aging trends. Any account receivable older than 365 days is automatically deemed uncollectible.
In circumstances where we are aware of a specific payer’s inability to meet its financial obligation to us, we record a specific addition to our allowance for
doubtful accounts to reduce the net recognized receivable to the amount we reasonably expect to collect. If the financial condition of our payers were to
deteriorate, further additions to our allowance for doubtful accounts may be required. In addition, in certain of our markets we also consider historical write−off
experience and the likelihood that current receivables will ultimately be written off. Based on this analysis we maintain a general reserve for all receivables in
certain of our markets by applying a percentage based on the age category of those receivables.
Our write−off experience for the six months ended June 30, 2004 and 2005 was less than 1% of revenue.
Accounting for business combinations, goodwill and other intangible assets
We analyze the carrying value of goodwill at the end of each fiscal year and between annual valuations if events occur or circumstances change that would more
likely than not reduce the fair value of the reporting unit below its carrying value. Such circumstances could include, but are not limited to: (1) a significant
adverse change in legal factors or in business climate, (2) unanticipated competition, or (3) an adverse action or assessment by a regulator. When determining
whether goodwill is impaired, we compare the fair value of the reporting unit to which the goodwill is assigned to the reporting unit’s carrying value,
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including goodwill. We use valuation techniques consistent with a market approach by deriving a multiple of our EBITDA (earnings before interest, taxes,
depreciation and amortization) based on the market value of our common stock at year end and then applying this multiple to each reporting unit’s EBITDA for
the year to determine the fair value of the reporting unit. If the carrying value of a reporting unit exceeds its fair value, then the amount of the impairment loss is
measured. The impairment loss would be calculated by comparing the implied fair value of reporting unit goodwill to its carrying value. In calculating the
implied fair value of reporting unit goodwill, the fair value of the reporting unit is allocated to all of the other assets and liabilities of that unit based on their fair
values. The excess of the fair value of a reporting unit over the amount assigned to its other assets and liabilities is the implied fair value of goodwill. An
impairment loss would be recognized when the carrying value of goodwill exceeds its implied fair value. Our evaluation of goodwill completed as of December
31, 2004 resulted in no impairment losses.
When we consummate an acquisition we separately value all acquired identifiable intangible assets apart from goodwill in accordance with SFAS No. 141. In
connection with our acquisitions, we allocated a portion of the purchase consideration to certain management contracts and customer relationships based on the
expected direct or indirect contribution to future cash flows over the useful life of the assets.
We assess whether certain relevant factors limit the period over which acquired assets are expected to contribute directly or indirectly to future cash flows for
amortization purposes. We determine an appropriate useful life for acquired customer relationships based on the nature of the underlying contracts with state and
local agencies and the likelihood that the underlying contracts will renew over future periods. The likelihood of renewal is based on our contract renewal
experience and the contract renewal experiences of the entities acquired.
Under certain conditions we may assess the recoverability of the unamortized balance of our long−lived assets based on expected future cash flows. If the review
indicates that the carrying value is not fully recoverable, the excess of the carrying value over the fair value of any long−lived asset is recognized as an
impairment loss.
Accounting for management agreement relationships
Due to the nature of our business and the requirement or desire by certain payers to contract with not−for−profit social services organizations, we sometimes
enter into management contracts with not−for−profit social services organizations where we provide them with business development, administrative, program
and other management services. These not−for−profit organizations contract directly or indirectly with state and local agencies to supply a variety of community
based mental health and foster care services to children and adults. Each of these organizations is separately incorporated and organized with its own independent
board of directors.
Our management agreements with these not−for−profit organizations generally:
•

require us to provide management, accounting, advisory, supportive, consultative and administrative services;

•

require us to provide the necessary resources to effectively manage the business and services provided;

•

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

•

compensate us with a management fee in exchange for the services provided.

All of our management services are subject to the approval or direction of the managed entities’ board of directors.
The accounting for our relationships with these organizations is based on a number of judgments regarding certain facts related to the control of these
organizations and the terms of our management agreements. Any significant changes in the facts upon which these judgments are based could have a
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significant impact on our accounting for these relationships. We have concluded that our management agreements do not meet the provisions of Emerging Issues
Task Force 97−2, “Application of FASB Statement No. 94 and APB Opinion No. 16 to Physician Practice Management Entities and Certain other Entities with
Consolidated Management Agreements,” or the provisions of the Financial Accounting Standards Board Interpretation No. 46(R), “Consolidation of Variable
Interest Entities”, as revised, or Interpretation No. 46(R), thus the operations of these organizations are not consolidated with our operations. We will evaluate the
impact of the provisions of Interpretation No. 46(R), if any, on future acquired management agreements.
Loss reserves for certain reinsurance and self−funded insurance programs
We maintain reserves for obligations related to our reinsurance programs for our general and professional liability and workers’ compensation coverage and our
self−funded health insurance program provided to our employees and employees of certain entities we manage. As of June 30, 2005, we had reserves of
approximately $1.5 million for the general and professional liability and workers’ compensation programs and no reserves for our self−funded health insurance
program which began July 1, 2005. We utilize analyses prepared by third party administrators and independent actuaries based on historical claims information
as well as our judgment based on our past experience and industry experience to support the required liability and related expense associated with general and
professional liability and workers’ compensation coverage and health insurance coverage. We record claims expense by plan year based on the lesser of the
aggregate stop loss (if applicable) or the developed losses as calculated by independent actuaries.
We continually analyze our reserves for incurred but not reported claims, and for reported but not paid claims related to our reinsurance and self−funded
insurance programs and believe these reserves to be adequate. However, significant judgment is involved in assessing these reserves such as assessing historical
paid claims, average lags between the claims’ incurred date, reported dates and paid dates, and the frequency and severity of claims. We are at risk for
differences between actual settlement amounts and recorded reserves and any resulting adjustments are included in expense once a probable amount is known.
Any significant increase in the number of claims or costs associated with claims made under these programs above our reserves could have a material adverse
effect on our financial results.
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Results of operations
The following table sets forth the percentage of consolidated total revenues represented by items in our consolidated statements of operations for the periods
presented:

Revenues:
Home and community based services
Foster care services
Management fees
Total revenues
Operating expenses:
Client service expense
General and administrative expense
Depreciation and amortization

Three months ended

Six months ended

June 30,

June 30,

2004

2005

2004

2005

71.3%
15.7
13.0

82.1%
10.0
7.9

70.8%
16.6
12.6

81.9%
10.2
7.9

100.0

100.0

100.0

100.0

73.0
13.8
1.2

75.4
11.9
1.2

73.7
13.8
1.2

75.4
12.1
1.2

Total operating expenses

88.0

88.5

88.7

88.7

Operating income
Non−operating expense:
Interest expense, net

12.0

11.5

11.3

11.3

0.3

0.3

0.4

0.2

Income before income taxes
Provision for income taxes

11.7
4.7

11.2
4.5

10.9
4.4

11.1
4.4

Net income

7.0%

6.7%

6.5%

6.7%

Three months ended June 30, 2005 compared to three months ended June 30, 2004
Revenues

Three months ended June 30,
Percent
change

2004

2005

Home and community based services
Foster care services
Management fees

$14,738,653
3,250,772
2,689,522

$28,909,274
3,512,255
2,798,149

96.1%
8.0%
4.0%

Total revenue

$20,678,947

$35,219,678

70.3%

Home and community based services. The acquisition of the Aspen Companies in July 2004 contributed $6.3 million in home and community based services
revenue for the three months ended June 30, 2005. We added approximately 5,000 clients as a result of this acquisition and entered into the California and
Nevada markets. In addition, the acquisition of CBH in June 2005 added $329,000 to home and community based services revenue for the three months ended
June 30, 2005. We added approximately 300 clients as a result of this acquisition and expanded our presence in the Pennsylvania market. Additionally, start up
services in the District of Columbia which began in June 2004 yielded additional home and community based services revenue of approximately $1.0 million for
the three months ended June 30, 2005. Further, we received an additional $1.3 million under our annual block purchase contract with the Community Partnership
of Southern Arizona, or CPSA, in the three months ended June 30, 2005 to enhance our service offering. Excluding the acquisition of the Aspen Companies and
CBH, start up services in the District of Columbia and the additional payment from CPSA, our home and community based services provided additional revenue
of approximately $5.2 million for the three months ended June 30, 2005, as compared to the same prior year period due to client volume increases in new and
existing locations. We experienced a net increase of approximately 1,400 new home and community based clients during the three months ended June 30, 2005
as compared to the same period in 2004, with
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increases at our existing locations and as a result of the new locations that we opened in Indiana, Maine, North Carolina, Oklahoma and Virginia.
Foster care services. Foster care services revenue remained relatively constant with only a moderate increase of approximately $261,000 for the three months
ended June 30, 2005 as compared to the same period one year ago. In our Tennessee and Nebraska markets, we have experienced a decrease in the number of
clients placed in foster homes due to systemic changes at the state level and lower inventory of licensed foster homes. In Tennessee certain changes at the state
level have led to a shorter length of stay per client and a lower number of clients eligible to receive care which resulted in a decrease in foster care services
revenue of approximately $151,000 for the three months ended June 30, 2005 as compared to the same prior year period. In Nebraska the inventory of licensed
foster homes has declined leading to a decrease in the number of clients placed in foster homes and a decrease in foster care services revenue of approximately
$70,000 for the three months ended June 30, 2005 as compared to the same period one year ago. We are exploring opportunities to permanently place foster care
clients through adoption programs in Tennessee that we expect will mitigate the decline in foster care clients and the decrease in foster care services revenue. In
addition, we are increasing our efforts to license additional homes in Nebraska to increase our foster care service offering. In Delaware, where we are expanding
our foster care service offering, our foster care services revenue increased approximately $161,000 for the three months ended June 30, 2005 and partially offset
decreases in foster care services revenue in Tennessee and Nebraska. In our traditional home and community based markets such as Arizona, Florida and
Virginia, our cross−selling efforts yielded an additional $323,000 of foster care services revenue from period to period. We expect cross−selling activities will
continue and provide additional revenues in the future as we focus on continuous expansion of our foster care services.
Management fees. Revenue for entities we manage but do not consolidate for financial reporting purposes (managed entity revenue) increased to $37.4 million
for the three months ended June 30, 2005 as compared to $29.1 million for the same prior year period. Management fees revenue as a percentage of managed
entity revenue decreased to 7.5% for the three months ended June 30, 2005 compared to 8.4% for the same period one year ago primarily due to the effect of a
predetermined monthly fee we charged The ReDCo Group, or ReDCo, a managed entity, and comparatively lower management fee percentages related to the
management agreements with Care Development of Maine, or CDOM and FCP, Inc., or FCP, that we acquired in June 2004. The combined effects of business
growth and the acquisition of the management agreements with CDOM, FCP and ReDCo yielded approximately $359,000 in additional management fees
revenue for the three months ended June 30, 2005 as compared to the three months ended June 30, 2004, net of a decrease in management fees revenue of
approximately $123,000 from our amended management services agreement with Rio Grande Behavioral Health Services, Inc., or Rio Grande, described below.
In addition, we did not earn consulting fees for the three months ended June 30, 2005, which resulted in a decrease in management fees revenue of approximately
$250,000 as compared to the same prior year period.
On June 30, 2004, Rio Grande, received a notice canceling one of its provider HMO network contracts effective July 31, 2004. Subsequently, Rio Grande
commenced negotiations for a new contract. Rio Grande and the payer agreed to continue their relationship under new terms. In connection with this agreement,
we amended the management services agreement between us and Rio Grande to change the management fee charged to Rio Grande for certain management
services from a per member per month based fee to a fixed fee per month. The fixed fee was comparable to the previous per member per month based fee and
remained at this predetermined level until January 1, 2005, at which time the fixed fee was reduced. The new fixed fee had the effect of decreasing our
management fees revenue from this management services agreement by approximately $400,000 for the first half of 2005 when compared to the six months
ended December 31, 2004. Partially offsetting this decrease was a management fee of $200,000 under the amended management services agreement with Rio
Grande for start−up costs related to implementing pending changes to the Rio Grande behavioral health network described below.
Prior to July 1, 2005, the State of New Mexico contracted with three HMO’s and Rio Grande directly to administer a substantial portion of the state’s behavioral
health services to recipients including Medicaid eligible recipients in southern New Mexico. The three HMO’s, in turn, contracted with Rio Grande which
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had subcontracts with several not−for−profit providers in southern New Mexico (many of which comprise the Rio Grande behavioral health network) to provide
behavioral health services to Medicaid eligible recipients. In addition, Rio Grande contracted with us to provide it with certain management services.
Effective July 1, 2005, the State of New Mexico modified its behavioral health services delivery system, whereby it contracts with one administrative services
entity to administer new and renewing contracts for behavioral health services.
In response to the modification of the State of New Mexico’s behavioral health services delivery system, the not−for−profit members of the Rio Grande
behavioral health network began contracting directly with the administrative services entity chosen by the State of New Mexico to provide behavioral health
services to recipients including Medicaid eligible recipients in southern New Mexico effective July 1, 2005. The then existing subcontracts with Rio Grande to
provide the same behavioral health services were not renewed and contracts for certain administrative services to be provided by Rio Grande to the
not−for−profit members of the Rio Grande behavioral health network were executed. Certain not−for−profit members of the Rio Grande behavioral health
network executed management services agreements with us, effective July 1, 2005, whereby we provide certain management services directly to each
not−for−profit member of the Rio Grande behavioral health network for a fee. The management fee pursuant to these management services agreements is either
based on a percentage of the managed entities’ revenue or a flat fee and in total is comparable to the per member per month based management fee we previously
charged to Rio Grande. As a result, we believe that the lower management fees revenue we earned under our previous amended management services agreement
with Rio Grande for the six month period ended June 30, 2005 will not materially affect our management fees revenue for 2005 as compared to 2004.
Operating expenses
Client service expense. Client service expense includes the following for the three months ended June 30, 2004 and 2005:

Three months ended June 30,
Percent
change

2004

2005

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

$ 10,773,256
2,414,707
1,884,664
18,543

$ 19,272,603
3,770,107
3,505,542
—

78.9%
56.1%
86.0%
−100.0%

Total client service expense

$ 15,091,170

$ 26,548,252

75.9%

Payroll and related costs. To support our growth, provide high quality service and meet increasing compliance requirements expected by the government
agencies with which we contract to provide services, we must hire and retain employees who possess higher degrees of education, experience and licensures. As
we enter new markets, we expect payroll and related costs to continue to increase. As a result of our organic growth, our payroll and related costs increased for
the three months ended June 30, 2005, as compared to the same prior year period, as we added 351 new direct care providers, administrative staff and other
employees. In addition, we added 514 new employees in connection with the acquisition of the Aspen Companies and CBH which resulted in an increase in
payroll and related costs of approximately $4.3 million for the three months ended June 30, 2005 as compared to the three months ended June 30, 2004. We
continually evaluate client census, case loads and client eligibility to determine our staffing needs under each contract in order to optimize the quality of service
we provide while managing the payroll and related costs to provide these services. Determining our staffing needs may not directly coincide with the generation
of revenue as we are required at times to increase our capacity to provide services prior to starting new contracts. Alternatively, we may lag behind increases in
client referrals as we may have difficulty recruiting employees to service our contracts. Furthermore, acquisitions may cause fluctuations in our payroll and
related costs as a percentage of revenue from period to period as we attempt to merge new operations into our service delivery system. As a percentage of
revenue, payroll and related costs increased
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from 52.1% for the three months ended June 30, 2004 to 54.7% for the three months ended June 30, 2005 primarily due to our efforts to increase the number of
employees to service our growth.
Purchased services. Increases in the number of referrals requiring pharmacy, support services and out−of−home placement under our annual block purchase
contract and increases in foster parent payments accounted for the increase in purchased services for the three months ended June 30, 2005 as compared to the
same period one year ago. We strive to manage our purchased services costs by constantly seeking alternative treatments to costly services that we do not
provide. Although we manage and provide alternative treatments to clients requiring out−of−home placements and other purchased services, we sometimes
cannot control the number of referrals requiring out−of−home placement and support services under our annual block purchase contract. Despite the increase in
purchased services for the three months ended June 30, 2005, as a percentage of revenue, purchased services decreased from 11.7% for the three months ended
June 30, 2004 to 10.7% for the three months ended June 30, 2005. Increases in revenue from both organic growth and acquisitions outpaced the growth in
purchased services for the three months ended June 30, 2005.
Other operating expenses. As a result of our organic growth during the second half of 2004 and the six months ended June 30, 2005, we added new locations in
Indiana, Maine, North Carolina, Oklahoma and Virginia that contributed to an increase in other operating expenses for the three months ended June 30, 2005
when compared to the three months ended June 30, 2004. The acquisition of the Aspen Companies and CBH added approximately $958,000 to other operating
expenses for the three months ended June 30, 2005. As a percentage of revenue other operating expenses increased from 9.1% to 10.0% from period to period
primarily due to the relatively higher operating costs incurred in our new markets in California and Pennsylvania.
Stock based compensation. Stock based compensation of approximately $19,000 for the three months ended June 30, 2004, represents stock and stock options
granted to employees at prices and exercise prices less than the estimated fair value of our common stock on the date of the grant of such stock and stock options.
All such costs were fully amortized by December 31, 2004. Stock options granted to employees under our 2003 stock option plan were granted at exercise prices
equal to the market value of our common stock on the date of grant.
General and administrative expense.
Three months ended
June 30,
2004

2005

$2,844,740

$4,179,368

Percent
change

46.9%

The addition of corporate staff to adequately support our growth and provide services under our management agreements, higher rates of pay for employees as
well as increased accounting fees and professional fees related to increased services provided for SEC filings and regulatory compliance accounted for an
increase of $762,000 of corporate administrative expenses from period to period. In addition, as a result of our growth during the second half of 2004 and the six
months ended June 30, 2005, rent and facilities management increased $572,000 in part due to our acquisition activities. As a percentage of revenue, general and
administrative expense decreased to 11.9% for the three months ended June 30, 2005 from 13.8% for the three months ended June 30, 2004. Increases in revenue
from both organic growth and acquisitions outpaced the growth in general and administrative expense for the three months ended June 30, 2005.
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Depreciation and amortization.
Three months ended
June 30,
2004

2005

$248,071

$441,540

Percent
change

78.0%

The increase in depreciation and amortization from period to period primarily resulted from the amortization of customer relationships of approximately
$102,000 related to the acquisition of Dockside Services, Inc., or Dockside, Pottsville Behavioral Counseling Group, Inc., or Pottsville, the Aspen Companies
and CBH. Also contributing to the increase in depreciation and amortization was the amortization of the fair value of the acquired management agreements with
CDOM, FCP and ReDCo and increased depreciation expense primarily due to the addition of software and computer equipment. As a percentage of revenues,
depreciation and amortization remained constant at 1.2% period to period.
Provision for income taxes
The provision for income taxes is based on our estimated annual effective income tax rate for the full fiscal year equal to approximately 40%. Our estimated
effective income tax rate differs from the federal statutory rate primarily due to nondeductible permanent differences and state income taxes.
Six months ended June 30, 2005 compared to six months ended June 30, 2004
Revenues

Six Months Ended June 30,
Percent
Change

2004

2005

Home and community based services
Foster care services
Management fees

$27,712,600
6,509,672
4,911,336

$55,084,776
6,870,802
5,297,359

98.8%
5.5%
7.9%

Total revenue

$39,133,608

$67,252,937

71.9%

Home and community based services. The acquisition of the Aspen Companies in July 2004 contributed $12.0 million in home and community based services for
the six months ended June 30, 2005 as compared to the prior year period. In addition, we acquired CBH in June 2005 which added $329,000 to our home and
community based services revenue for the six months ended June 30, 2005. Further, services in the District of Columbia which began in June 2004 yielded
additional home and community based services revenue of approximately $1.9 million for the six months ended June 30, 2005. Also, we received an additional
$1.3 million under our annual block purchase contract with CPSA in the six months ended June 30, 2005 to enhance our service offering. Excluding the
acquisition of the Aspen Companies and CBH, start up services in the District of Columbia and the additional payment from CPSA, our home and community
based services provided additional revenue of approximately $11.9 million for the six months ended June 30, 2005, as compared to the same prior year period
due to client volume increases in new and existing locations.
Foster care services. Foster care services revenue remained relatively constant with only a moderate increase of approximately $361,000 for the six months
ended June 30, 2005 as compared to the same period one year ago. In our Tennessee and Nebraska markets, we have experienced a decrease in the number of
clients placed in foster homes due to systemic changes at the state level and lower inventory of licensed foster homes. In Tennessee certain changes at the state
level have led to a shorter length of stay per client and a lower number of clients eligible to receive care which resulted in a decrease in foster care services
revenue of approximately $453,000 for the six months ended June 30, 2005 as compared to the same prior year period. In Nebraska the inventory of licensed
foster homes has declined leading to a decrease in the number of clients placed in foster homes and a decrease in foster care services revenue of approximately
$150,000 for the six months ended June 30, 2005 as compared to the six months ended June 30, 2004. We are exploring opportunities to permanently place foster
care clients through adoption
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programs in Tennessee that we expect will mitigate the decline in foster care clients and the decrease in foster care services revenue. In addition, we are
increasing our efforts to license additional homes in Nebraska to increase our foster care service offering. In Delaware, where we are expanding our foster care
service offering, our foster care services revenue increased approximately $317,000 for the six months ended June 30, 2005 and partially offset decreases in
foster care services revenue in Tennessee and Nebraska. In our traditional home and community based markets such as Arizona, Florida and Virginia, our
cross−selling efforts yielded an additional $647,000 of foster care services revenue from period to period. We expect cross−selling activities will continue and
provide additional revenues in the future as we focus on continuous expansion of our foster care services.
Management fees. Revenue for entities we manage but do not consolidate for financial reporting purposes (managed entity revenue) increased to $73.3 million
for the six months ended June 30, 2005 as compared to $49.5 million for six months ended June 30, 2004. Management fees revenue as a percentage of managed
entity revenue decreased to 7.2% for the six months ended June 30, 2005 compared to 9.1% for the same period one year ago primarily due to the effect of a
predetermined monthly fee we charged ReDCo, a managed entity, and comparatively lower management fee percentages related to the management agreements
with CDOM and FCP that we acquired in June 2004. The combined effects of business growth and the acquisition of the management agreements with CDOM,
FCP and ReDCo yielded approximately $820,000 in additional management fees revenue for the six months ended June 30, 2005, as compared to the same prior
year period, net of a decrease in management fees revenue of approximately $311,000 from our amended management services agreement with Rio Grande
described above under our discussion and analysis of management fees revenue for the three months ended June 30, 2005. In addition, we did not earn consulting
fees for the six months ended June 30, 2005, which resulted in a decrease in management fees revenue of approximately $434,000 as compared to the same
period one year ago.
Operating expenses
Client service expense. Client service expense includes the following for the six months ended June 30, 2004 and 2005:

Six Months Ended June 30,
Percent
Change

2004

2005

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

$ 20,640,029
4,846,374
3,317,413
37,324

$ 37,443,522
7,061,639
6,218,389
—

81.4%
45.7%
87.4%
−100.0%

Total client service expense

$ 28,841,140

$ 50,723,550

75.9%

Payroll and related costs. To support our growth, provide high quality service and meet increasing compliance requirements expected by the government
agencies with which we contract to provide services, we must hire and retain employees that possess higher degrees of education, experience and licensures. As
we enter new markets, we expect payroll and related costs to continue to increase. As a result of our organic growth, our payroll and related costs increased for
the six months ended June 30, 2005, as compared to the six months ended June 30, 2004, as we added new direct care providers, administrative staff and other
employees. In addition, we added new employees in connection with the acquisition of the Aspen Companies and CBH which resulted in an increase in payroll
and related costs of approximately $8.2 million for the six months ended June 30, 2005. We continually evaluate client census, case loads and client eligibility to
determine our staffing needs under each contract in order to optimize the quality of service we provide while managing the payroll and related costs to provide
these services. Determining our staffing needs may not directly coincide with the generation of revenue as we are required at times to increase our capacity to
provide services prior to starting new contracts. Alternatively, we may lag behind increases in client referrals as we may have difficulty recruiting employees to
staff our contracts. Furthermore, acquisitions may cause fluctuations in our payroll and related costs as a percentage of revenue from period to period as we
attempt to merge new operations into our service delivery system. As a
27

Table of Contents
percentage of revenue, payroll and related costs increased from 52.7% for the six months ended June 30, 2004 to 55.7% for the same current year period
primarily due to our efforts to increase the number of employees to service our growth.
Purchased services. Increases in the number of referrals requiring pharmacy, support services and out−of−home placement under our annual block purchase
contract and increases in foster parent payments accounted for the increase in purchased services for the six months ended June 30, 2005 as compared to the same
period one year ago. We strive to manage our purchased services costs by constantly seeking alternative treatments to costly services that we do not provide.
Although we manage and provide alternative treatments to clients requiring out−of−home placements and other purchased services, we sometimes cannot control
the number of referrals requiring out−of−home placement and support services under our annual block purchase contract. Despite the increase in purchased
services for the six months ended June 30, 2005, as a percentage of revenue, purchased services decreased from 12.4% for the six months ended June 30, 2004 to
10.5% for the six months ended June 30, 2005. Increases in revenue from both organic growth and acquisitions outpaced the growth in purchased services for the
six months ended June 30, 2005.
Other operating expenses. As a result of our organic growth during the second half of 2004 and the six months ended June 30, 2005, we added new locations in
Indiana, Maine, North Carolina, Oklahoma and Virginia that contributed to an increase in other operating expenses for the six months ended June 30, 2005 when
compared to the same period one year ago. The acquisition of the Aspen Companies and CBH added approximately $1.7 million to other operating expenses for
the six months ended June 30, 2005. As a percentage of revenue other operating expenses increased from 8.5% for the six months ended June 30, 2004 to 9.2%
for the six months ended June 30, 2005 primarily due to the relatively higher operating costs incurred in our new markets in California and Pennsylvania.
Stock based compensation. Stock based compensation of approximately $37,000 for the three months ended June 30, 2004, represents stock and stock options
granted to employees at prices and exercise prices less than the estimated fair value of our common stock on the date of the grant of such stock and stock options.
All such costs were fully amortized by December 31, 2004. Stock options granted to employees under our 2003 stock option plan were granted at exercise prices
equal to the market value of our common stock on the date of grant.
General and administrative expense.
Six Months Ended June 30,
2004

2005

$5,407,934

$8,138,645

Percent
Change

50.5%

The addition of corporate staff to adequately support our growth and provide services under our management agreements, higher rates of pay for employees as
well as increased accounting and legal fees, information systems improvements, directors and officers’ insurance, general and professional liability insurance and
professional services fees accounted for an increase of $1.6 million of corporate administrative expenses for the six months ended June 30, 2005. Also
contributing to the increase in general and administrative expense were investor relations costs such as costs associated with meetings and presentations to
investors as well as professional fees related to increased services provided for SEC filings, report reviews and regulatory compliance. Furthermore, as a result of
our growth during the second half of 2004 and the six months ended June 30, 2005, rent and facilities management increased $1.1 million in part due to our
acquisition activities. As a percentage of revenue, general and administrative expense decreased to 12.1% for the six months ended June 30, 2005 from 13.8% for
the same prior year period. Increases in revenue from both organic growth and acquisitions outpaced the growth in general and administrative expense for the
three months ended June 30, 2005.
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Depreciation and amortization.
Six Months Ended June 30,
2004

2005

$476,233

$812,075

Percent
Change

70.5%

The increase in depreciation and amortization from period to period primarily resulted from the amortization of customer relationships of approximately
$189,000 related to the acquisition of Dockside, Pottsville, the Aspen Companies and CBH. Also contributing to the increase in depreciation and amortization
was the amortization of the fair value of the acquired management agreements with CDOM, FCP and ReDCo and increased depreciation expense due to the
addition of software and computer equipment during the second half of 2004 and the six months ended June 30, 2005. As a percentage of revenues, depreciation
and amortization remained constant at 1.2% from period to period.
Provision for income taxes
The provision for income taxes is based on our estimated annual effective income tax rate for the full fiscal year equal to approximately 40%. Our estimated
effective income tax rate differs from the federal statutory rate primarily due to nondeductible permanent differences and state income taxes.
Liquidity and capital resources
Our balance of cash and cash equivalents was $13.2 million at June 30, 2005, up from $10.7 million at December 31, 2004, primarily due to cash provided by
operating activities and proceeds from the issuance of stock related to the exercise of outstanding stock options during the six months ended June 30, 2005. At
June 30, 2005 and December 31, 2004, our debt was $11.7 million and $1.1 million (including two notes issued in connection with the acquisition of Dockside in
January 2004, in the aggregate principal amount of $1.0 million and the note issued in connection with the acquisition of CBH, in the principal amount of
approximately $776,000 and our capital lease obligation of approximately $83,000 and $135,000, respectively).
Cash flows
Operating activities. Net cash from operations of $4.7 million for the six months ended June 30, 2005, was provided primarily from net income of $4.5 million
and the add back of non−cash depreciation and amortization expense and deferred financing costs amortization of approximately $874,000. Working capital
increased for the six months ended June 30, 2005, with approximately $1.7 million of cash used to prepay certain insurance coverage and nearly $1.9 million to
finance our accounts receivable, management fee receivable and reinsurance premium receivable growth partially offset by approximately $3.4 million increase
in accrued expenses and reinsurance liability reserves due to increased amounts due for purchased services expense, income tax liability, accrued payroll, accrued
foster parent payments and the required reserves related to our reinsurance programs. Revenue which was deferred in prior periods was earned during the six
months ended June 30, 2005 related to our operations in Arizona and California and resulted in a decrease in deferred revenue of approximately $496,000.
Investing activities. Net cash used in investing activities totaled approximately $13.2 million for the six months ended June 30, 2005, and included net acquisition
costs of approximately $10.1 million related to CBH, additional contract acquisition costs of approximately $1.8 million related to the acquisition of the
management agreement with CDOM, and $775,000 to fund a standby letter of credit which provides funds for the outstanding claims losses of SPCIC. We spent
approximately $393,000 for property and equipment.
Financing activities. For the six months ended June 30, 2005, we generated cash of approximately $11.0 million in financing activities. We borrowed $10.0
million under our credit facility in connection with the acquisition of CBH and issued common stock related to the exercise of outstanding stock options which
provided net proceeds of $1.3 million. Partially offsetting the increase in cash from financing activities was the repayment of amounts due under our notes
payable related to the acquisition of Dockside of $200,000 and capital lease agreements of approximately $52,000.
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Obligations and commitments
Credit facilities
On June 28, 2005, our loan and security agreement was amended pursuant to a second amended and restated loan and security agreement, or Second Amended
Loan Agreement, with HBCC. The Second Amended Loan Agreement provides for an increase in the amount we may borrow under our revolving line of credit
from $10.0 million to $25.0 million and an increase in the amount we may borrow under our acquisition term loan from $10.0 million to $25.0 million subject to
certain conditions. The amount we may borrow under the revolving line of credit is subject to the availability of a sufficient amount of eligible accounts
receivable at the time of borrowing. Advances under the acquisition term loan are subject to HBCC’s approval and are payable in consecutive monthly
installments as determined under the Second Amended Loan Agreement.
Borrowings under the Second Amended Loan Agreement bear interest at a rate equal to the sum of the annual rate in effect in the London Interbank market, or
LIBOR, applicable to one month deposits of U.S. dollars on the business day preceding the date of determination plus 4.0% in the case of the revolving line of
credit and 4.5% in the case of the acquisition term loan subject to certain adjustments based upon our debt service coverage ratio. In addition, we are subject to a
0.5% fee per annum on the unused portion of the available funds as determined in accordance with certain provisions of the Second Amended Loan Agreement
as well as certain other administrative fees.
The Second Amended Loan Agreement also extends the maturity date of the revolving line of credit and acquisition term loan to June 28, 2010.
In order to secure payment and performance of all obligations in accordance with the terms and provisions of the Second Amended Loan Agreement, HBCC
retained its interests in the collateral described in the first amended and restated loan and security agreement dated as of September 30, 2003, including our
management agreements with certain not−for−profit entities, and the assets of certain of our subsidiaries. If certain events of default including, but not limited to,
failure to pay any installment of principal or interest when due, failure to pay any other charges, fees, expenses or other monetary obligations owing to HBCC
when due or other particular covenant defaults, as more fully described in the Second Amended Loan Agreement, occur, HBCC may declare all unpaid principal
and any accrued and unpaid interest and all fees and expenses immediately due. Under the Second Amended Loan Agreement, any initiation of bankruptcy or
related proceedings, assignment or sale of any asset or failure to remit any payments received by us on account to HBCC will accelerate all unpaid principal and
any accrued and unpaid interest and all fees and expenses. In addition, if we default on our indebtedness including the promissory notes issued in connection with
completed business acquisitions, it could trigger a cross default under the Second Amended Loan Agreement whereby HBCC may declare all unpaid principal
and accrued and unpaid interest, other charges, fees, expenses or other monetary obligations immediately due.
We agreed with HBCC to subordinate our management fee receivable pursuant to management agreements established with certain of our managed entities,
which have stand−alone credit facilities with HBCC, to the claims of HBCC in the event one of these managed entities defaults under its credit facility.
Additionally, any other monetary obligations of these managed entities owing to us are subordinated to the claims of HBCC in the event one of these managed
entities defaults under its credit facility.
The remaining provisions of the Second Amended Loan Agreement remained substantially the same as those set forth in the first amended and restated loan and
security agreement.
At June 30, 2005, we borrowed $10.0 million under the acquisition term loan and had no borrowings under the revolving line of credit. We had available credit
of $10.0 million on our revolving line of credit, and we were in compliance with all covenants. In accordance with certain provisions of the Second Amended
Loan Agreement, we may activate an increase in the available credit under the revolving line of credit subject to certain conditions up to $25.0 million.
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Promissory notes
In connection with our acquisition of Dockside, we issued two unsecured subordinated promissory notes each in the principal amount of $500,000 to the sellers
in partial consideration for the purchase of all of Dockside’s outstanding stock. Each note bears interest equal to 6% per annum with interest payable quarterly
beginning April 2004 and principal payments of $100,000 beginning April 2005. All principal and accrued but unpaid interest is due July 2007.
In partial consideration for the purchase of all of CBH’s outstanding stock, we issued an unsecured subordinated promissory note in the principal amount of
approximately $776,000 to the seller. The principal and accrued interest thereon related to the promissory note may subsequently be adjusted upwards to a total
principal amount of $1.5 million or adjusted downward to zero in accordance with the terms and conditions of the purchase agreement. The promissory note
bears interest of 5% with interest payable semi−annually beginning December 1, 2005 and all unpaid principal and any accrued and unpaid interest due June
2010.
Failure to pay any installment of principal or interest when due or the initiation of bankruptcy or related proceedings by us related to the unsecured, subordinated
promissory notes issued to the former stockholders of Dockside and CBH, constitutes an event of default under the promissory note provisions. If a failure to pay
any installment of principal or interest when due remains uncured after the time provided by the promissory notes, the unpaid principal and any accrued and
unpaid interest may become due immediately. In the case of bankruptcy or related proceedings initiated by us, the unpaid principal and any accrued and unpaid
interest becomes due immediately.
Management agreements
We maintain management agreements with a number of not−for−profit social services organizations that require us to provide management and administrative
services for each organization. In exchange for these services, we receive a management fee that is either based upon a percentage of the revenues of these
organizations or a predetermined fee. Management fees generated under our management agreements represented 11.5% and 7.9% of our revenue for the six
months ended June 30, 2004 and 2005. Fees generated under short term consulting agreements entered into in December 2003 and during 2004 represented
approximately 1.1% of our revenue for the six months ended June 30, 2004. No such fees were generated for the six months ended June 30, 2005. (See
“—Critical accounting policies and estimates—Revenue recognition”). In accordance with our management agreements with these not−for−profit organizations,
we have obligations to manage their business and services.
Management fee receivable at December 31, 2004 and June 30, 2005 totaled $5.0 million and $5.3 million, and management fee revenue was recognized on all
of these receivables. In order to enhance liquidity of the entities we manage, we may allow the managed entities to defer payment of their respective management
fees. In addition, since government contractors who provide social or similar services to government beneficiaries sometimes experience collection delays due to
either lack of proper documentation of claims, government budgetary processes or similar reasons outside the contractors’ control (either directly or as managers
of other contracting entities), we generally do not consider a receivable to be uncollectible due solely to its age until it is 365 days old.
The following is a summary of the aging of our management fee receivable balances as of June 30, September 30 and December 31, 2004 and March 31 and June
30, 2005:

Less than
30 days

At

June 30, 2004
September 30, 2004
December 31, 2004
March 31, 2005
June 30, 2005

$ 710,762
$ 935,749
$ 886,440
$ 843,523
$ 1,048,493
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Over
30−60 days

60−90 days

$
$
$
$
$

$
$
$
$
$

672,588
916,579
866,315
848,517
797,148

585,792
860,450
949,436
807,170
922,168

90−180 days

$
$
$
$
$

934,751
1,402,976
1,945,326
2,210,418
2,194,287

180 days

$
$
$
$
$

268,689
593,278
375,888
345,159
360,053

Table of Contents
We adhere to a strict revenue recognition policy regarding our management fee revenue and related receivables. Each month we examine each of our managed
entities with regard to its solvency, outlook and ability to pay us any outstanding management fees. If the likelihood that we will not be paid is other than remote,
we defer the recognition of these management fees until we are certain that payment is probable. In keeping with our general corporate policy regarding our
accounts receivable, we will also automatically reserve as uncollectible 100% of any management fee receivable that is older than 365 days.
At June 30, 2005, none of our management fee receivable was older than 365 days, and our days sales outstanding for our managed entities had decreased from
181 days at December 31, 2004 to 180 days at June 30, 2005.
In addition, Camelot Community Care, Inc., which represented approximately $2.9 million, or 54.5%, of our total management fee receivable at June 30, 2005,
and Intervention Services Inc., referred to as ISI, which represented approximately $913,000, or 17.2%, of our total management fee receivable at June 30, 2005,
each obtained its own stand−alone line of credit from HBCC in September 2003. The loan agreements between HBCC and these not−for−profit organizations
permit them to use their credit facilities to pay our management fees, provided they are not in default under these facilities at the time of the payment. As of June
30, 2005, Camelot Community Care, Inc. had availability of approximately $1.0 million under its line of credit as well as $2.5 million in cash and cash
equivalents and ISI had availability of approximately $476,000 under its line of credit as well as $57,000 in cash and cash equivalents.
The remaining $1.5 million balance of our total management fee receivable at June 30, 2005, was due from Rio Grande, ReDCo, CDOM, FCP and Family
Preservation Services of South Carolina.
We have deemed payment of all of the foregoing receivables to be probable based on our collection history with these entities as the long−term manager of their
operations.
Transactions with ReDCo. In connection with the acquisition of Pottsville and the establishment of a management agreement with ReDCo, we loaned $875,000
to ReDCo to fund certain long−term obligations of the entity in exchange for a promissory note for the same amount. The note assumes interest equal to a
fluctuating interest rate per annum based on a weighted−average daily Federal Funds Rate. The terms of the promissory note require ReDCo to make quarterly
interest payments over twenty−one months commencing June 30, 2004 with the principal and any accrued and unpaid interest due upon maturity on March 31,
2006. The promissory note is collateralized by a subordinated lien to ReDCo’s primary lender on substantially all of ReDCo’s assets.
Loss reserves for certain reinsurance and self−funded insurance programs
General and professional liability and workers’ compensation
Prior to April 12, 2005, we had general and professional liability coverage with a $500,000 self−insured retention for each claim through a third party insurer. In
addition, prior to May 16, 2005 we had first dollar coverage for workers’ compensation costs with third party insurers. Effective May 16, 2005, we began
reinsuring a substantial portion of our general and professional liability and workers’ compensation costs and the general and professional liability and workers’
compensation costs of certain designated entities we manage under reinsurance programs through our wholly−owned captive insurance subsidiary, SPCIC,
incorporated under the laws of the State of Arizona. We established SPCIC in order to better manage the annual expenditures for general and professional
liability and workers’ compensation insurance coverage. It is expected that the formation of SPCIC will enable us to provide for: (1) long−term stable insurance
programs, (2) increased control over claims management and risk control administration and (3) reduced overall insurance costs associated with general and
professional liability and workers’ compensation insurance coverage. We primarily utilize SPCIC as a risk management and cost containment tool.
Our general and professional liability and workers’ compensation reinsurance programs are fronted by two third party insurers for a predetermined amount; one
for general and professional liability and one for workers’ compensation liability. These third party insurers also provide coverage to certain designated entities
we manage. SPCIC reinsures these two third party insurers for certain claims as described below.
SPCIC reinsures the third party insurer for general and professional liability exposures for the first dollar of each and every loss up to $250,000 per loss with no
annual aggregate limit. The reinsurance
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premium for the first policy year ending April 12, 2006 of approximately $785,000 equals the reinsured portion of the actuarially determined expected losses for
the same period. The third party insurer provides general and professional liability coverage for up to $750,000 per occurrence over the $250,000 reinsured limit
with an annual aggregate limit of $3.0 million. Assuming our actual reinsured losses and the reinsured losses of certain designated entities we manage were to
exceed the reinsured portion of the actuarially determined expected losses of approximately $785,000 in the first policy year ending April 12, 2006, our
additional exposure would be recognized as an increase to our general and administrative expense in our consolidated statements of operations in the period such
exposure became known.
Under our worker’s compensation reinsurance program, SPCIC reinsures a third party insurer for the first $250,000 per occurrence with no annual aggregate
limit. The third party insurer provides workers’ compensation coverage up to statutory limits. The reinsurance premium for the first policy year ending May 15,
2006 of approximately $774,000 equals the reinsured portion of the actuarially determined expected losses for the same period. Assuming our actual reinsured
losses and the reinsured losses of certain designated entities we manage were to exceed the reinsured portion of the actuarially determined expected losses of
approximately $774,000 in the first policy year ending May 15, 2006, our additional exposure would be recognized as an increase to our payroll and related costs
in our consolidated statements of operations in the period such exposure became known. Our reserve levels are evaluated on a quarterly basis. Any necessary
adjustments are recognized as an adjustment to general and administrative expense in our consolidated statements of operations.
We record a provision for losses incurred but not reported, based on the recommendations of an independent actuary and our judgment using our past experience
and industry experience. We (through SPCIC) have restricted cash of $775,000 at June 30, 2005, which is restricted to secure the reinsured claims losses of
SPCIC under our workers’ compensation reinsurance program in the event we become insolvent. We will restrict additional cash in the amount of $1.0 million to
secure the reinsured claims losses of SPCIC in the event we become insolvent related to our general and professional liability reinsurance program. The
requirement to restrict cash in the amount of $1.0 million was established upon the execution of a binding agreement between us and the fronting third party
insurer. The full extent of certain claims may not be fully determined for years. Therefore, the estimates of potential obligations are based on recommendations of
an independent actuary and our judgment using historical data, and industry and our experience. Although we believe that the amounts accrued for losses
incurred but not reported under the preliminary terms of our reinsurance programs are sufficient, any significant increase in the number of claims or costs
associated with these claims made under these programs could have a material adverse effect on our financial results.
Our liability under our reinsurance programs is based on preliminary terms under binders with the third party insurers and any obligations over our reinsurance
program limits are our responsibility. Approximately 28% of the total liability assumed by us under our reinsurance programs is related to the designated entities
we manage that are covered under our reinsurance programs. It is possible that we, under the final terms of our reinsurance programs, will revise our estimates
significantly. Any subsequent differences that may arise will be recorded in the period in which they are determined.
Health Insurance
Effective July 1, 2005, we began offering our employees and employees of certain entities we manage an option to participate in a self−funded health insurance
program. Health claims under this program are self−funded with a stop−loss umbrella policy with a third party insurer to limit the maximum potential liability for
individual claims to $150,000 per person and for total claims to $8.0 million for the plan year ending June 30, 2006. Health insurance claims are paid as they are
submitted to the plan administrator. Beginning July 1, 2005, we maintain accruals for claims that have been incurred but not yet reported to the plan
administrator and therefore have not been paid. The incurred but not reported reserve is based on the historical claim lag period and current payment trends of
health insurance claims which is generally 1 – 2 months. The liability for the self−funded health program is recorded in accrued payroll and
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related costs in our consolidated balance sheet. As of June 30, 2005 no amounts have been reserved in our consolidated balance sheet for our self−funded health
insurance program.
We charge our employees and employees of certain entities we manage a portion of the costs of our self−funded and non self−funded health programs, and we
determine this charge at the beginning of each plan year based upon historical and projected medical utilization data, along with projected inflationary increases
in medical costs. Any difference between our projections and our actual experience is borne by us. We are estimating potential obligations for liabilities under
this program to reserve what we believe to be a sufficient amount to cover liabilities based on an independent actuary and past experience. Any significant
increase in the number of claims or costs associated with claims made under this program above what we reserve could have a material adverse effect on our
financial results.
Tax return examination
The Internal Revenue Service is currently examining our tax return for the period July 1, 2003 to December 31, 2003. We believe the ultimate resolution of this
examination will not result in a material adverse effect to our financial position or results of operations.
We expect our liquidity needs on a short− and long−term basis will be satisfied by cash flow from operations, the net proceeds from the sale of equity securities
and borrowings under our debt facilities.
Recently issued accounting pronouncements
In December 2004, the Financial Accounting Standards Board finalized SFAS 123R, “Share−Based Payment”, effective for public companies for annual periods
beginning after June 15, 2005. SFAS 123R requires all companies to measure compensation cost for all share−based payments (including employee stock
options) at fair value. Retroactive application of the requirements of SFAS 123R is permitted, but not required. On April 15, 2005, the SEC issued its final rule in
Release No. 34−51558 regarding the compliance date for SFAS 123R related to public companies. The SEC has delayed the requirement for non−small business
public companies to comply with the provisions of SFAS 123R until the first interim reporting period of the public company’s first fiscal year beginning on or
after June 15, 2005. Accordingly, we plan to implement SFAS 123R beginning January 1, 2006 and we are in the process of determining the affect this
pronouncement will have our consolidated financial statements.
Forward−Looking Statements
Certain statements contained in this quarterly report on Form 10−Q, such as any statements about our confidence or strategies or our expectations about
revenues, results of operations, profitability, contracts or market opportunities, constitute forward−looking statements within the meaning of section 27A of the
Securities Act of 1933 and section 21E of the Securities Exchange Act of 1934. These forward−looking statements are based on our current expectations,
assumptions, estimates and projections about our business and our industry. You can identify forward−looking statements by the use of words such as “may,”
“should,” “will,” “could,” “estimates,” “predicts,” “potential,” “continue,” “anticipates,” “believes,” “plans,” “expects,” “future,” and “intends” and similar
expressions which are intended to identify forward−looking statements.
The forward−looking statements contained herein are not guarantees of our future performance and are subject to a number of known and unknown risks,
uncertainties and other factors, some of which are beyond our control and difficult to predict and could cause our actual results or achievements to differ
materially from those expressed, implied or forecasted in the forward−looking statements. These risks and uncertainties include, but are not limited to, our
reliance on government−funded contracts (for instance, changes in budgetary priorities of the government entities that fund the services we provide could result
in our loss of contracts or a decrease in amounts payable to us under our contracts); risks associated with government contracting in general, such as the
short−term nature of our contracts and the fact that they can be terminated prior to expiration, without cause and without penalty to the payer, and are subject to
audit and modification by the payers, in their sole discretion; risks associated with our reinsurance and
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self−funded insurance programs where we reinsure certain of our general and professional liability and workers’ compensation coverage and self−fund our health
insurance program provided to our employees and employees of certain entities we manage, such as claims exceeding our estimated losses which could
materially adversely affect our financial position, results of operations and cash flows; risks associated with certain judgments regarding estimates we make
related to the sufficiency of our allowance for doubtful accounts, intangible assets subject to amortization and the level of success we anticipate by cross−selling
our services in certain of our markets and positioning our operations to offer the highest quality of service; risks associated with our cost based service contracts
and annual block purchase contract such as budgeted costs not incurred, costs per service which may exceed allowable contract rates, and we may not encounter
the projected number of clients necessary to earn the funds we receive to provide agreed upon social services; challenges resulting from growth or acquisitions;
risks associated with the review of our tax filings with the Internal Revenue Service and state and local taxing authorities, such as assessment of penalties and
interest payments that could result in a material adverse effect on our financial results and cash flows; risks involved in managing government business such as
increased risks of litigation and other legal actions and liabilities; dependence on our licensed service provider status as our loss of such status in any jurisdiction
could result in the termination of a number of our contracts; our reliance on a few payers for a significant amount of our revenues; legislative, regulatory or
policy changes; adverse media exposure; opposition to privitization of government programs by government unions or others; the level and degree of our
competition, both for attracting and retaining experienced personnel and in acquiring additional contracts; and legal, economic and other risks detailed in our
other filings with the Securities and Exchange Commission.
All forward−looking statements attributable to us or persons acting on our behalf are expressly qualified in their entirety by the cautionary statements contained
above and throughout this report. You are cautioned not to place undue reliance on these forward−looking statements, which speak only as of the date the
statement was made. We do not intend to update publicly any forward−looking statements, whether as a result of new information, future events or otherwise.

Item 3.

Quantitative and Qualitative Disclosures About Market Risk.

Interest rate and market risk
As of June 30, 2005, we borrowed $10.0 million under our acquisition term loan and had no borrowings under our revolving line of credit. Borrowings under the
Second Amended Loan Agreement bear interest at a rate equal to the sum of the annual rate in effect in the London Interbank market, or LIBOR, applicable to
one month deposits of U.S. dollars on the business day preceding the date of determination plus 4.0% in the case of the revolving line of credit and 4.5% in the
case of the acquisition term loan subject to certain adjustments based upon our debt service coverage ratio. In accordance with certain provisions of the Second
Amended Loan Agreement, we may activate an increase in the available credit under our revolving line of credit subject to certain conditions up to $25.0 million.
A 1% increase in interest rates related to our borrowings under our Second Amended Loan Agreement for the six months ended June 30, 2005 would have
resulted in an immaterial increase to interest expense.
In connection with our acquisition of Dockside, we issued two subordinated promissory notes each in the principal amount of $500,000 to the sellers. The notes
bear a fixed interest rate of 6%. Also, in connection with our acquisition of CBH, we issued a subordinated promissory note in the principal amount of
approximately $776,000 to the seller. The note bears a fixed interest rate of 5%.
We have not used derivative financial instruments to alter the interest rate characteristics of our debt instruments. We assess the significance of interest rate
market risk on a periodic basis and may implement strategies to manage such risk as we deem appropriate.
Concentration of credit risk
We provide and manage government sponsored social services to individuals and families pursuant to 331 contracts. Among these contracts there are certain
contracts under which we generate a significant portion of our revenue. We generated approximately $7.8 million, or 11.6% of our revenues for the six months
ended June 30, 2005, pursuant to one contract in Arizona with the Community Partnership of Southern Arizona, an Arizona not−for−profit organization. This
contract is subject to statutory and
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regulatory changes, possible prospective rate adjustments and other administrative rulings, rate freezes and funding reductions. Reductions in amounts paid by
this contract for our services or changes in methods or regulations governing payments for our services could materially adversely affect our revenue.

Item 4.

Controls and Procedures.

(a) Evaluation of disclosure controls and procedures
The Company, under the supervision and with the participation of its management, including its principal executive officer and principal financial officer,
evaluated the effectiveness of the design and operation of its disclosure controls and procedures as of the end of the period covered by this report (June 30, 2005).
Based on this evaluation, the principal executive officer and principal financial officer concluded that, as of the end of the period covered by this report, the
Company’s disclosure controls and procedures were effective in reaching a reasonable level of assurance that information required to be disclosed by the
Company in the reports that it files or submits under the Securities Exchange Act of 1934 is recorded, processed, summarized and reported within the time period
specified in the Securities and Exchange Commission’s rules and forms.
(b) Changes in internal controls
The principal executive officer and principal financial officer also conducted an evaluation of the Company’s internal control over financial reporting (“Internal
Control”) to determine whether any changes in Internal Control occurred during the quarter ended June 30, 2005 that have materially affected or which are
reasonably likely to materially affect Internal Control. Based on that evaluation, there has been no such change during the quarter ended June 30, 2005 covered
by this report.
PART II—OTHER INFORMATION

Item 1.

Legal Proceedings.

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

Item 2.

Unregistered Sales of Equity Securities and Use of Proceeds.

Restrictions Upon the Payment of Dividends
Under our credit facility we are prohibited from paying any cash dividends if there is a default under the facility or if the payment of any cash dividends would
result in default.

Item 3.

Defaults Upon Senior Securities.

None

Item 4.

Submission of Matters to a Vote of Security Holders.

Our annual meeting of stockholders was held on May 19, 2005 for the following purposes:
a)

To elect two Class 2 directors to each serve for a three year term until the 2008 annual meeting of stockholders and until their respective successors
have been duly elected and qualified. Each nominee for director was elected by a vote of the stockholders as follows:

Richard Singleton
Warren S. Rustand

Total
Affirmative

Total
Votes

Votes

Withheld

8,863,164
8,863,164
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The Class 1 and Class 3 directors who were not up for re−election at this meeting and continue to serve as directors are: Fletcher J. McCusker, Kristi
L. Meints, Steven I. Geringer and Hunter Hurst, III.
b)

To amend the 2003 Stock Option Plan to increase the number of shares of common stock authorized for issuance under the 2003 Stock Option Plan
by 400,000 shares from 1,000,000 shares to 1,400,000 shares. The proposal to amend the 2003 Stock Option Plan was approved by the stockholders
as follows:

Votes For
Votes Against
Abstentions
Broker Non−votes

c)

4,973,472
2,900,049
19,190
—

To ratify the appointment of McGladrey & Pullen, LLC as the Company’s independent auditor for the fiscal year ending December 31, 2005. The
appointment of McGladrey & Pullen, LLC was ratified by the stockholders as follows:

Votes For
Votes Against
Abstentions
Broker Non−votes

Item 5.

8,892,487
1,225
200
—

Other Information.

None

Item 6.

Exhibits.

Exhibit
Number

Description

10.1

2003 Stock Option Plan, as amended

10.2

Second Amended and Restated Revolving Credit Note

10.3

Second Amended and Restated Term Note

10.4

2005 Annual Incentive Compensation Plan

31.1

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

31.2

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

32.1

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

32.2

Certification pursuant to 18 U.S.C Section 1350, as adopted pursuant to Section 906 of the Sarbanes−Oxley Act of 2002, of the Chief
Financial Officer
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SIGNATURES
Pursuant to the requirements of the Securities Exchange Act of 1934, the registrant has duly caused this report to be signed on its behalf by the undersigned
thereunto duly authorized.
THE PROVIDENCE SERVICE CORPORATION
Date: August 9, 2005

By:

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

Date: August 9, 2005

By:

/s/ MICHAEL N. DEITCH
Michael N. Deitch
Chief Financial Officer
(Principal Financial and Accounting Officer)
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Exhibit 10.1
THE PROVIDENCE SERVICE CORPORATION
2003 STOCK OPTION PLAN
1. Purpose of Plan
The purpose of this 2003 Stock Option Plan (the “Plan”) is to provide additional incentive to officers, other key employees, and directors of, and important
consultants to, The Providence Service Corporation, a Delaware corporation (the “Company”), and each present or future parent or subsidiary corporation, by
encouraging them to invest in shares of the Company’s common stock, par value $0.001 (“Common Stock”), and thereby acquire a proprietary interest in the
Company and an increased personal interest in the Company’s continued success and progress.
2. Aggregate Number of Shares
500,000 shares of the Company’s Common Stock shall be the aggregate number of shares which may be issued under this Plan. Notwithstanding the foregoing,
in the event of any change in the outstanding shares of the Common Stock of the Company by reason of a stock dividend, stock split, combination of shares,
recapitalization, merger, consolidation, transfer of assets, reorganization, conversion or what the Committee (defined in Section 4(a)), deems in its sole discretion
to be similar circumstances, the aggregate number and kind of shares which may be issued under this Plan shall be appropriately adjusted in a manner determined
in the sole discretion of the Committee. Reacquired shares of the Company’s Common Stock, as well as unissued shares, may be used for the purpose of this
Plan. Common Stock of the Company subject to options which have terminated unexercised, either in whole or in part, shall be available for future options
granted under this Plan.
3. Class of Persons Eligible to Receive Options
All officers and key employees of the Company and of any present or future Company parent or subsidiary corporation are eligible to receive an option or
options under this Plan. All directors of, and important consultants to, the Company and of any present or future Company parent or subsidiary corporation are
also eligible to receive an option or options under this Plan. The individuals who shall, in fact, receive an option or options shall be selected by the Committee, in
its sole discretion, except as otherwise specified in Section 4 hereof. No individual may receive options under this Plan for more than 80% of the total number of
shares of the Company’s Common Stock authorized for issuance under this Plan.
4. Administration of Plan
(a) This Plan shall be administered by the Company’s Board of Directors or by the Compensation Committee of the Company’s Board of Directors
(“Committee”). The Committee shall consist of a minimum of two and a maximum of five members of the Board of Directors, each of whom shall be a
“Non−Employee Director” within the meaning of Rule 16b−3(b)(3) under the Securities Exchange Act of 1934, as amended, or any future corresponding
rule, except that the failure of the Committee for any reason to be composed solely of Non−Employee Directors shall not prevent an option from being
considered granted under this Plan. The Committee shall, in addition to its other authority and subject to the provisions of this Plan, determine which
individuals shall in fact be granted an option or options, whether the option shall be an Incentive Stock Option or a Non−Qualified Stock Option (as such
terms are defined in Section 5(a)), the number of shares to be subject to each of the options, the time or times at which the options shall be granted, the rate
of option exercisability, and, subject to Section 5 hereof, the price at which each of the options is exercisable and the duration of the option. The term
“Committee”, as used in this Plan and the options granted hereunder, refers to either the Board of Directors or to the Committee, whichever is then
administering this Plan.
1

(b) The Committee shall adopt such rules for the conduct of its business and administration of this Plan as it considers desirable. A majority of the
members of the Committee shall constitute a quorum for all purposes. The vote or written consent of a majority of the members of the Committee on a
particular matter shall constitute the act of the Committee on such matter. The Committee shall have the right to construe the Plan and the options issued
pursuant to it, to correct defects and omissions and to reconcile inconsistencies to the extent necessary to effectuate the Plan and the options issued
pursuant to it, and such action shall be final, binding and conclusive upon all parties concerned. No member of the Committee or the Board of Directors
shall be liable for any act or omission (whether or not negligent) taken or omitted in good faith, or for the exercise of an authority or discretion granted in
connection with the Plan to a Committee or the Board of Directors, or for the acts or omissions of any other members of a Committee or the Board of
Directors. Subject to the numerical limitations on Committee membership set forth in Section 4(a) hereof, the Board of Directors may at any time appoint
additional members of the Committee and may at any time remove any member of the Committee with or without cause. Vacancies in the Committee,
however caused, may be filled by the Board of Directors, if it so desires.
5. Incentive Stock Options and Non−Qualified Stock Options
(a) Options issued pursuant to this Plan may be either Incentive Stock Options granted pursuant to Section 5(b) hereof or Non−Qualified Stock Options
granted pursuant to Section 5(c) hereof, as determined by the Committee. An “Incentive Stock Option” is an option which satisfies all of the requirements
of Section 422(b) of the Internal Revenue Code of 1986, as amended (the “Code”) and the regulations thereunder, and a “Non−Qualified Stock Option” is
an option which either does not satisfy all of those requirements or the terms of the option provide that it will not be treated as an Incentive Stock Option.
The Committee may grant both an Incentive Stock Option and a Non−Qualified Stock Option to the same person, or more than one of each type of option
to the same person. The option price for options issued under this Plan shall be equal at least to the fair market value (as defined below) of the Company’s
Common Stock on the date of the grant of the option. The fair market value of the Company’s Common Stock on any particular date shall mean the last
reported sale price of a share of the Company’s Common Stock on any stock exchange on which such stock is then listed or admitted to trading, or on the
NASDAQ National Market System or Small Cap NASDAQ, on such date, or if no sale took place on such day, the last such date on which a sale took
place, or if the Common Stock is not then quoted on the NASDAQ National Market System or Small Cap NASDAQ, or listed or admitted to trading on
any stock exchange, the average of the bid and asked prices in the over−the−counter market on such date, or if none of the foregoing, a price determined in
good faith by the Committee to equal the fair market value per share of the Common Stock.
(b) Subject to the authority of the Committee set forth in Section 4(a) hereof, Incentive Stock Options issued pursuant to this Plan shall be issued
substantially in the form set forth in Appendix I hereof, which form is hereby incorporated by reference and made a part hereof, and shall contain
substantially the terms and conditions set forth therein. Incentive Stock Options shall not be exercisable after the expiration of ten years from the date such
options are granted, unless terminated earlier under the terms of the option, except that options granted to individuals described in Section 422(b)(6) of the
Code shall conform to the provisions of Section 422(c)(5) of the Code. At the time of the grant of an Incentive Stock Option hereunder, the Committee
may, in its discretion, amend or supplement any of the option terms contained in Appendix I for any particular optionee, provided that the option as
amended or supplemented satisfies the requirements of Section 422(b) of the Code and the regulations thereunder. Each of the options granted pursuant to
this Section 5(b) is intended, if possible, to be an “Incentive Stock Option” as that term is defined in Section 422(b) of the Code and the regulations
thereunder. In the event this Plan or any option granted pursuant to this Section 5(b) is in any way inconsistent with the applicable legal requirements of the
Code or the regulations thereunder for an Incentive Stock Option, this Plan and such option shall be deemed automatically amended as of the date hereof to
conform to such legal requirements, if such conformity may be achieved by amendment.
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(c) Subject to the authority of the Committee set forth in Section 4(a) hereof, Non−Qualified Stock Options issued to officers and other key employees
pursuant to this Plan shall be issued substantially in the form set forth in Appendix II hereof, which form is hereby incorporated by reference and made a
part hereof, and shall contain substantially the terms and conditions set forth therein. Subject to the authority of the Committee set forth in Section 4(a)
hereof, Non−Qualified Stock Options issued to directors and important consultants pursuant to this Plan shall be issued substantially in the form set forth in
Appendix III hereof, which form is hereby incorporated by reference and made a part hereof, and shall contain substantially the terms and conditions set
forth therein. Non−Qualified Stock Options shall expire [ten] years after the date they are granted, unless terminated earlier under the option terms. At the
time of granting a Non−Qualified Stock Option hereunder, the Committee may, in its discretion, amend or supplement any of the option terms contained in
Appendix II or Appendix III for any particular optionee.
(d) Neither the Company nor any of its current or future parent, subsidiaries or affiliates, nor their officers, directors, stockholders, stock option plan
committees, employees or agents shall have any liability to any optionee in the event (i) an option granted pursuant to Section 5(b) hereof does not qualify
as an “Incentive Stock Option” as that term is used in Section 422(b) of the Code and the regulations thereunder; (ii) any optionee does not obtain the tax
treatment pertaining to an Incentive Stock Option; or (iii) any option granted pursuant to Section 5(c) hereof is an “Incentive Stock Option.”
6. Amendment, Supplement, Suspension and Termination
Options shall not be granted pursuant to this Plan after the expiration of [ten] years from the date the Plan is adopted by the Board of Directors of the Company.
The Board of Directors reserves the right at any time, and from time to time, to amend or supplement this Plan in any way, or to suspend or terminate it, effective
as of such date, which date may be either before or after the taking of such action, as may be specified by the Board of Directors; provided, however, that such
action shall not, without the consent of the optionee, affect options granted under the Plan prior to the actual date on which such action occurred. If an
amendment or supplement of this Plan is required by the Code or the regulations thereunder to be approved by the stockholders of the Company in order to
permit the granting of “Incentive Stock Options” (as that term is defined in Section 422(b) of the Code and regulations thereunder) pursuant to the amended or
supplemented Plan, such amendment or supplement shall also be approved by the stockholders of the Company in such manner as is prescribed by the Code and
the regulations thereunder. If the Board of Directors voluntarily submits a proposed amendment, supplement, suspension or termination for stockholder approval,
such submission shall not require any future amendments, supplements, suspensions or terminations (whether or not relating to the same provision or subject
matter) to be similarly submitted for stockholder approval.
7. Effectiveness of Plan
This Plan shall become effective on the date of its adoption by the Company’s Board of Directors, subject however to approval by the holders of the Company’s
Common Stock in the manner as prescribed in the Code and the regulations thereunder. Options may be granted under this Plan prior to obtaining stockholder
approval, provided such options shall not be exercisable until stockholder approval is obtained.
8. General Conditions
(a) Nothing contained in this Plan or any option granted pursuant to this Plan shall confer upon any employee the right to continue in the employ of the
Company or any affiliated or subsidiary corporation or interfere in any way with the rights of the Company or any affiliated or subsidiary corporation to
terminate his employment in any way.
(b) Nothing contained in this Plan or any option granted pursuant to this Plan shall confer upon any director or consultant the right to continue as a director
of, or consultant to, the Company or any affiliated or subsidiary corporation or interfere in any way with the rights of the Company or any affiliated or
subsidiary corporation, or their respective stockholders, to terminate the directorship of any such director or the consultancy relationship of any such
consultant.
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(c) Corporate action constituting an offer of stock for sale to any person under the terms of the options to be granted hereunder shall be deemed complete as
of the date when the Committee authorizes the grant of the option to the such person, regardless of when the option is actually delivered to such person or
acknowledged or agreed to by him.
(d) The terms “parent corporation” and “subsidiary corporation” as used throughout this Plan, and the options granted pursuant to this Plan, shall (except as
otherwise provided in the option form) have the meaning that is ascribed to that term when contained in Section 422(b) of the Code and the regulations
thereunder, and the Company shall be deemed to be the grantor corporation for purposes of applying such meaning.
(e) References in this Plan to the Code shall be deemed to also refer to the corresponding provisions of any future United States revenue law.
(f) The use of the masculine pronoun shall include the feminine gender whenever appropriate.
9. Amendments

2.

2.

Approval Date

Section Amended

May 20, 2004

Section 2

1,000,000 shares of the Company’s Common Stock shall be the aggregate number of shares which may be issued under this Plan. Notwithstanding
the foregoing, in the event of any change in the outstanding shares of the Common Stock of the Company by reason of a stock dividend, stock split,
combination of shares, recapitalization, merger, consolidation, transfer of assets, reorganization, conversion or what the Committee (defined in
Section 4(a)), deems in its sole discretion to be similar circumstances, the aggregate number and kind of shares which may be issued under this Plan
shall be appropriately adjusted in a manner determined in the sole discretion of the Committee. Reacquired shares of the Company’s Common
Stock, as well as unissued shares, may be used for the purpose of this Plan. Common Stock of the Company subject to options which have
terminated unexercised, either in whole or in part, shall be available for future options granted under this Plan.

Approval Date

Section Amended

May 19, 2005

Section 2

1,400,000 shares of the Company’s Common Stock shall be the aggregate number of shares which may be issued under this Plan. Notwithstanding
the foregoing, in the event of any change in the outstanding shares of the Common Stock of the Company by reason of a stock dividend, stock split,
combination of shares, recapitalization, merger, consolidation, transfer of assets, reorganization, conversion or what the Committee (defined in
Section 4(a)), deems in its sole discretion to be similar circumstances, the aggregate number and kind of shares which may be issued under this Plan
shall be appropriately adjusted in a manner determined in the sole discretion of the Committee. Reacquired shares of the Company’s Common
Stock, as well as unissued shares, may be used for the purpose of this Plan. Common Stock of the Company subject to options which have
terminated unexercised, either in whole or in part, shall be available for future options granted under this Plan.
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APPENDIX I
INCENTIVE STOCK OPTION
To:
Name
Address
Date of Grant:
You are hereby granted an option, effective as of the date hereof, to purchase
shares of common stock, par value $0.001 (“Common Stock”), of The
Providence Service Corporation, a Delaware corporation (the “Company”), at a price of $
per share pursuant to the Company’s 2003 Stock Option Plan
(the “Plan”).
This option shall terminate and is not exercisable after ten years from the date of its grant (the “Scheduled Termination Date”), except if terminated earlier as
hereafter provided.
Your option may first be exercised on and after one year from the date of grant, but not before that time. On and after one year and prior to two years from the
date of grant, your option may be exercised for up to 33 1/3% of the total number of shares subject to the option minus the number of shares previously
purchased by exercise of the option (as adjusted for any change in the outstanding shares of the Common Stock of the Company by reason of a stock dividend,
stock split, combination of shares, recapitalization, merger, consolidation, transfer of assets, reorganization, conversion or what the Committee deems in its sole
discretion to be similar circumstances). Each succeeding year thereafter your option may be exercised for up to an additional 33 1/3% of the total number of
shares subject to the option minus the number of shares previously purchased by exercise of the option (as adjusted for any change in the outstanding shares of
the Common Stock of the Company by reason of a stock dividend, stock split, combination of shares, recapitalization, merger, consolidation, transfer of assets,
reorganization, conversion or what the Committee deems in its sole discretion to be similar circumstances). Thus, this option is fully exercisable on and after
[three] years after the date of grant, except if terminated earlier as provided herein.
In the event of a “Change of Control” (as defined below) of the Company, your option may, from and after the date which is six months after the Change of
Control, and notwithstanding the immediately preceding paragraph, be exercised for up to 100% of the total number of shares then subject to the option minus
the number of shares previously purchased upon exercise of the option (as adjusted for any change in the outstanding shares of the Common Stock of the
Company by reason of a stock dividend, stock split, combination of shares, recapitalization, merger, consolidation, transfer of assets, reorganization, conversion
or what the Committee deems in its sole discretion to be similar circumstances) and your vesting date will accelerate accordingly. A “Change of Control” shall be
deemed to have occurred upon the happening of any of the following events:
1. As a result of any transaction, any one shareholder, other than an existing shareholder as of the effective date of the Plan (or his beneficiary or estate), becomes
a beneficial owner, directly or indirectly, of securities of the Company representing more than 40% of the common stock of the Company or the combined voting
power of the Company’s then outstanding securities; or
2. Any other event deemed to constitute a “Change of Control” by the Committee.
You may exercise your option by giving written notice to the Secretary of the Company on forms supplied by the Company at its then principal executive office,
accompanied by payment of the option price for the total number of shares you specify that you wish to purchase. The payment may be in any of the following
forms: (a) cash, which may be evidenced by a check and includes cash received from a stock brokerage firm in a so−called “cashless exercise”; (b) (unless
prohibited by the Committee) certificates representing shares of Common Stock of the Company, which will be valued by the Secretary of the Company at the
fair market value per share of the Company’s Common Stock (as determined in accordance
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with the Plan) on the date of delivery of such certificates to the Company, accompanied by an assignment of the stock to the Company; or (c) (unless prohibited
by the Committee) any combination of cash and Common Stock of the Company valued as provided in clause (b). The use of the so−called attestation procedure
to exercise a stock option may be permitted by the Committee. Any assignment of stock shall be in a form and substance satisfactory to the Secretary of the
Company, including guarantees of signature(s) and payment of all transfer taxes if the Secretary deems such guarantees necessary or desirable.
Your option will, to the extent not previously exercised by you, terminate three months after the date on which your employment by the Company or a Company
subsidiary corporation is terminated (whether such termination be voluntary or involuntary) other than by reason of disability as defined in Section 22(e)(3) of
the Internal Revenue Code of 1986, as amended (the “Code”), and the regulations thereunder, or death, in which case your option will terminate one year from
the date of termination of employment due to disability or death (but in no event later than the Scheduled Termination Date). After the date your employment is
terminated, as aforesaid, you may exercise this option only for the number of shares which you had a right to purchase and did not purchase on the date your
employment terminated. Provided you are willing to continue your employment for the Company or a successor after a Change of Control at the same
compensation you enjoyed immediately prior to such Change of Control, if your employment is involuntarily terminated without cause after a Change of Control,
you may exercise this option for the number of shares you would have had a right to purchase on the date of an acceleration event. If you are employed by a
Company subsidiary corporation, your employment shall be deemed to have terminated on the date your employer ceases to be a Company subsidiary
corporation, unless you are on that date transferred to the Company or another Company subsidiary corporation. Your employment shall not be deemed to have
terminated if you are transferred from the Company to a Company subsidiary corporation, or vice versa, or from one Company subsidiary corporation to another
Company subsidiary corporation.
If you die while employed by the Company or a Company subsidiary corporation, your executor or administrator, as the case may be, may, at any time within
one year after the date of your death (but in no event later than the Scheduled Termination Date), exercise the option as to any shares which you had a right to
purchase and did not purchase during your lifetime. If your employment with the Company or a Company parent or subsidiary corporation is terminated by
reason of your becoming disabled (within the meaning of Section 22(e)(3) of the Code and the regulations thereunder), you or your legal guardian or custodian
may at any time within one year after the date of such termination (but in no event later than the Scheduled Termination Date), exercise the option as to any
shares which you had a right to purchase and did not purchase prior to such termination. Your executor, administrator, guardian or custodian must present proof
of his authority satisfactory to the Company prior to being allowed to exercise this option.
In the event of any change in the outstanding shares of the Common Stock of the Company by reason of a stock dividend, stock split, combination of shares,
recapitalization, merger, consolidation, transfer of assets, reorganization, conversion or what the Committee deems in its sole discretion to be similar
circumstances, the number and kind of shares subject to this option and the option price of such shares shall be appropriately adjusted in a manner to be
determined in the sole discretion of the Committee.
In the event of a liquidation or proposed liquidation of the Company, including (but not limited to) a transfer of assets followed by a liquidation of the Company,
or in the event of a Change of Control (as previously defined) or proposed Change of Control, the Committee shall have the right to require you to exercise this
option upon thirty (30) days prior written notice to you. If at the time such written notice is given this option is not otherwise exercisable, the written notice will
set forth your right to exercise this option even though it is not otherwise exercisable. In the event this option is not exercised by you within the thirty (30) day
period set forth in such written notice, this option shall terminate on the last day of such thirty (30) day period, notwithstanding anything to the contrary
contained in this option.
This option is not transferable otherwise than by will or the laws of descent and distribution, and is exercisable during your lifetime only by you, including, for
this purpose, your legal guardian or custodian in the event of disability. Until the option price has been paid in full pursuant to due exercise of this option and the
purchased shares are delivered to you, you do not have any rights as a stockholder of the Company. The Company reserves the right not to deliver to you the
shares purchased by virtue of the exercise of this option during any period of time in which the Company deems, in its sole discretion, that such delivery would
violate a federal, state, local or securities exchange rule, regulation or law.
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Notwithstanding anything to the contrary contained herein, this option is not exercisable until all the following events occur and during the following periods of
time:
(a) Until the Plan pursuant to which this option is granted is approved by the stockholders of the Company in the manner prescribed by the Code and the
regulations thereunder;
(b) Until this option and the optioned shares are approved and/or registered with such federal, state and local regulatory bodies or agencies and securities
exchanges as the Company may deem necessary or desirable;
(c) During any period of time in which the Company deems that the exercisability of this option, the offer to sell the shares optioned hereunder, or the sale
thereof, may violate a federal, state, local or securities exchange rule, regulation or law, or may cause the Company to be legally obligated to issue or sell
more shares than the Company is legally entitled to issue or sell; or
(d) Until you have paid or made suitable arrangements to pay (which may include payment through the surrender of Common Stock, unless prohibited by
the Committee) (i) all federal, state and local income tax withholding required to be withheld by the Company in connection with the option exercise and
(ii) the employee’s portion of other federal, state and local payroll and other taxes due in connection with the option exercise.
The following two paragraphs shall be applicable if, on the date of exercise of this option, the Common Stock to be purchased pursuant to such exercise has not
been registered under the Securities Act of 1933, as amended, and under applicable state securities laws, and shall continue to be applicable for so long as such
registration has not occurred:
(a) The optionee hereby agrees, warrants and represents that he will acquire the Common Stock to be issued hereunder for his own account for investment
purposes only, and not with a view to, or in connection with, any resale or other distribution of any of such shares, except as hereafter permitted. The
optionee further agrees that he will not at any time make any offer, sale, transfer, pledge or other disposition of such Common Stock to be issued hereunder
without an effective registration statement under the Securities Act of 1933, as amended, and under any applicable state securities laws or an opinion of
counsel acceptable to the Company to the effect that the proposed transaction will be exempt from such registration. The optionee shall execute such
instruments, representations, acknowledgments and agreements as the Company may, in its sole discretion, deem advisable to avoid any violation of
federal, state, local or securities exchange rule, regulation or law.
(b) The certificates for Common Stock to be issued to the optionee hereunder shall bear the following legend:
“The shares represented by this certificate have not been registered under the Securities Act of 1933, as amended, or under applicable state securities
laws. The shares have been acquired for investment and may not be offered, sold, transferred, pledged or otherwise disposed of without an effective
registration statement under the Securities Act of 1933, as amended, and under any applicable state securities laws or an opinion of counsel
acceptable to the Company that the proposed transaction will be exempt from such registration.”
The foregoing legend shall be removed upon registration of the shares bearing the legend under the Securities Act of 1933, as amended, and under any applicable
state laws or upon receipt of any opinion of counsel acceptable to the Company that said registration is no longer required.
The sole purpose of the agreements, warranties, representations and legend set forth in the two immediately preceding paragraphs is to prevent violations of the
Securities Act of 1933, as amended, and any applicable state securities laws.
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It is the intention of the Company and you that this option shall, if possible, be an “Incentive Stock Option” as that term is used in Section 422(b) of the Code and
the regulations thereunder. In the event this option is in any way inconsistent with the legal requirements of the Code or the regulations thereunder for an
“Incentive Stock Option,” this option shall be deemed automatically amended as of the date hereof to conform to such legal requirements, if such conformity
may be achieved by amendment. To the extent that the number of shares subject to this option which are exercisable for the first time exceed the $100,000
limitation contained in Section 422(d) of the Code, this option will not be considered an Incentive Stock Option.
Nothing herein shall modify your status as an at−will employee of the Company. Further, nothing herein guarantees you employment for any specified period of
time. This means that either you or the Company may terminate your employment at any time for any reason, with or without cause, or for no reason. You
recognize that, for instance, you may terminate your employment or the Company may terminate your employment prior to the date on which your option
becomes vested or exercisable.
Any dispute or disagreement between you and the Company with respect to any portion of this option (excluding Attachment A hereto) or its validity,
construction, meaning, performance or your rights hereunder shall be settled by arbitration in accordance with the Commercial Arbitration Rules of the American
Arbitration Association or its successor, as amended from time to time. However, prior to submission to arbitration you will attempt to resolve any disputes or
disagreements with the Company over this option amicably and informally, in good faith, for a period not to exceed two weeks. Thereafter, the dispute or
disagreement will be submitted to arbitration. At any time prior to a decision from the arbitrator(s) being rendered, you and the Company may resolve the dispute
by settlement. You and the Company shall equally share the costs charged by the American Arbitration Association or its successor, but you and the Company
shall otherwise be solely responsible for your own respective counsel fees and expenses. The decision of the arbitrator(s) shall be made in writing, setting forth
the award, the reasons for the decision and award and shall be binding and conclusive on you and the Company. Further, neither you nor the Company shall
appeal any such award. Judgment of a court of competent jurisdiction may be entered upon the award and may be enforced as such in accordance with the
provisions of the award.
This option shall be subject to the terms of the Plan in effect on the date this option is granted, which terms are hereby incorporated herein by reference and made
a part hereof. In the event of any conflict between the terms of this option and the terms of the Plan in effect on the date of this option, the terms of the Plan shall
govern. This option constitutes the entire understanding between the Company and you with respect to the subject matter hereof and no amendment, supplement
or waiver of this option, in whole or in part, shall be binding upon the Company unless in writing and signed by the President of the Company. This option and
the performances of the parties hereunder shall be construed in accordance with and governed by the laws of the State of Delaware.
Please sign the copy of this option and return it to the Company’s Secretary, thereby indicating your understanding of and agreement with its terms and
conditions.
The Providence Service Corporation
By:
I hereby acknowledge receipt of a copy of the foregoing stock option and the Plan, and having read them hereby signify my understanding of, and my agreement
with, their terms and conditions. I accept this option in full satisfaction of any previous written or verbal promises made to me by the Company with respect to
option grants.

(Signature)

(Date)
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APPENDIX II
NON−QUALIFIED STOCK OPTION FOR OFFICERS AND OTHER
KEY EMPLOYEES
To:
Name
Address
Date of Grant:
You are hereby granted an option, effective as of the date hereof, to purchase
shares of common stock, par value $0.001 (“Common Stock”), of The
Providence Service Corporation, a Delaware corporation (the “Company”), at a price of $
per share pursuant to the Company’s 2003 Stock Option
Plan (the “Plan”).
This option shall terminate and is not exercisable after ten years from the date of its grant (the “Scheduled Termination Date”), except if terminated earlier as
hereafter provided.
Your option may first be exercised on and after one year from the date of grant, but not before that time. On and after one year and prior to two years from the
date of grant, your option may be exercised for up to 33 1/3% of the total number of shares subject to the option minus the number of shares previously
purchased by exercise of the option (as adjusted for any change in the outstanding shares of the Common Stock of the Company by reason of a stock dividend,
stock split, combination of shares, recapitalization, merger, consolidation, transfer of assets, reorganization, conversion or what the Committee deems in its sole
discretion to be similar circumstances). Each succeeding year thereafter your option may be exercised for up to an additional 33 1/3% of the total number of
shares subject to the option minus the number of shares previously purchased by exercise of the option (as adjusted for any change in the outstanding shares of
the Common Stock of the Company by reason of a stock dividend, stock split, combination of shares, recapitalization, merger, consolidation, transfer of assets,
reorganization, conversion or what the Committee deems in its sole discretion to be similar circumstances). Thus, this option is fully exercisable on and after
[three] years after the date of grant, except if terminated earlier as provided herein.
In the event of a “Change of Control” (as defined below) of the Company, your option may, from and after the date which is six months after the Change of
Control, and notwithstanding the immediately preceding paragraph, be exercised for up to 100% of the total number of shares then subject to the option minus
the number of shares previously purchased upon exercise of the option (as adjusted for any change in the outstanding shares of the Common Stock of the
Company by reason of a stock dividend, stock split, combination of shares, recapitalization, merger, consolidation, transfer of assets, reorganization, conversion
or what the Committee deems in its sole discretion to be similar circumstances) and your vesting date will accelerate accordingly. A “Change of Control” shall be
deemed to have occurred upon the happening of any of the following events:
1. As a result of any transaction, any one shareholder, other than an existing shareholder as of the effective date of the Plan (or his beneficiary or estate), becomes
a beneficial owner, directly or indirectly, of securities of the Company representing more than 40% of the common stock of the Company or the combined voting
power of the Company’s then outstanding securities; or
2. Any other event deemed to constitute a “Change of Control” by the Committee.
You may exercise your option by giving written notice to the Secretary of the Company on forms supplied by the Company at its then principal executive office,
accompanied by payment of the option price for the total number of shares you specify that you wish to purchase. The payment may be in any of the following
forms: (a) cash, which may be evidenced by a check and includes cash received from a stock brokerage firm in a so−called “cashless exercise”; (b) (unless
prohibited by the Committee) certificates representing shares of Common Stock of the Company, which will be valued by the Secretary of the Company at the
fair market value per share of the Company’s Common Stock (as determined in accordance
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with the Plan) on the date of delivery of such certificates to the Company, accompanied by an assignment of the stock to the Company; or (c) (unless prohibited
by the Committee) any combination of cash and Common Stock of the Company valued as provided in clause (b). The use of the so−called attestation procedure
to exercise a stock option may be permitted by the Committee. Any assignment of stock shall be in a form and substance satisfactory to the Secretary of the
Company, including guarantees of signature(s) and payment of all transfer taxes if the Secretary deems such guarantees necessary or desirable.
Your option will, to the extent not previously exercised by you, terminate three months after the date on which your employment by the Company or a Company
subsidiary corporation is terminated (whether such termination be voluntary or involuntary) other than by reason of disability as defined in Section 22(e)(3) of
the Internal Revenue Code of 1986, as amended (the “Code”), and the regulations thereunder, or death, in which case your option will terminate one year from
the date of termination of employment due to disability or death (but in no event later than the Scheduled Termination Date). After the date your employment is
terminated, as aforesaid, you may exercise this option only for the number of shares which you had a right to purchase and did not purchase on the date your
employment terminated. Provided you are willing to continue your employment for the Company or a successor after a Change of Control at the same
compensation you enjoyed immediately prior to such Change of Control, if your employment is involuntarily terminated without cause after a Change of Control,
you may exercise this option for the number of shares you would have had a right to purchase on the date of an acceleration event. If you are employed by a
Company subsidiary corporation, your employment shall be deemed to have terminated on the date your employer ceases to be a Company subsidiary
corporation, unless you are on that date transferred to the Company or another Company subsidiary corporation. Your employment shall not be deemed to have
terminated if you are transferred from the Company to a Company subsidiary corporation, or vice versa, or from one Company subsidiary corporation to another
Company subsidiary corporation.
If you die while employed by the Company or a Company subsidiary corporation, your executor or administrator, as the case may be, may, at any time within
one year after the date of your death (but in no event later than the Scheduled Termination Date), exercise the option as to any shares which you had a right to
purchase and did not purchase during your lifetime. If your employment with the Company or a Company parent or subsidiary corporation is terminated by
reason of your becoming disabled (within the meaning of Section 22(e)(3) of the Code and the regulations thereunder), you or your legal guardian or custodian
may at any time within one year after the date of such termination (but in no event later than the Scheduled Termination Date), exercise the option as to any
shares which you had a right to purchase and did not purchase prior to such termination. Your executor, administrator, guardian or custodian must present proof
of his authority satisfactory to the Company prior to being allowed to exercise this option.
In the event of any change in the outstanding shares of the Common Stock of the Company by reason of a stock dividend, stock split, combination of shares,
recapitalization, merger, consolidation, transfer of assets, reorganization, conversion or what the Committee deems in its sole discretion to be similar
circumstances, the number and kind of shares subject to this option and the option price of such shares shall be appropriately adjusted in a manner to be
determined in the sole discretion of the Committee.
In the event of a liquidation or proposed liquidation of the Company, including (but not limited to) a transfer of assets followed by a liquidation of the Company,
or in the event of a Change of Control (as previously defined) or proposed Change of Control, the Committee shall have the right to require you to exercise this
option upon thirty (30) days prior written notice to you. If at the time such written notice is given this option is not otherwise exercisable, the written notice will
set forth your right to exercise this option even though it is not otherwise exercisable. In the event this option is not exercised by you within the thirty (30) day
period set forth in such written notice, this option shall terminate on the last day of such thirty (30) day period, notwithstanding anything to the contrary
contained in this option.
This option is not transferable otherwise than by will or the laws of descent and distribution, and is exercisable during your lifetime only by you, including, for
this purpose, your legal guardian or custodian in the event of disability. Until the option price has been paid in full pursuant to due exercise of this option and the
purchased shares are delivered to you, you do not have any rights as a stockholder of the Company. The Company reserves the right not to deliver to you the
shares purchased by virtue of the exercise of this option during any period of time in which the Company deems, in its sole discretion, that such delivery would
violate a federal, state, local or securities exchange rule, regulation or law.
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Notwithstanding anything to the contrary contained herein, this option is not exercisable until all the following events occur and during the following periods of
time:
(a) Until the Plan pursuant to which this option is granted is approved by the stockholders of the Company in the manner prescribed by the Code and the
regulations thereunder;
(b) Until this option and the optioned shares are approved and/or registered with such federal, state and local regulatory bodies or agencies and securities
exchanges as the Company may deem necessary or desirable;
(c) During any period of time in which the Company deems that the exercisability of this option, the offer to sell the shares optioned hereunder, or the sale
thereof, may violate a federal, state, local or securities exchange rule, regulation or law, or may cause the Company to be legally obligated to issue or sell
more shares than the Company is legally entitled to issue or sell; or
(d) Until you have paid or made suitable arrangements to pay (which may include payment through the surrender of Common Stock, unless prohibited by
the Committee) (i) all federal, state and local income tax withholding required to be withheld by the Company in connection with the option exercise and
(ii) the employee’s portion of other federal, state and local payroll and other taxes due in connection with the option exercise.
The following two paragraphs shall be applicable if, on the date of exercise of this option, the Common Stock to be purchased pursuant to such exercise has not
been registered under the Securities Act of 1933, as amended, and under applicable state securities laws, and shall continue to be applicable for so long as such
registration has not occurred:
(a) The optionee hereby agrees, warrants and represents that he will acquire the Common Stock to be issued hereunder for his own account for investment
purposes only, and not with a view to, or in connection with, any resale or other distribution of any of such shares, except as hereafter permitted. The
optionee further agrees that he will not at any time make any offer, sale, transfer, pledge or other disposition of such Common Stock to be issued hereunder
without an effective registration statement under the Securities Act of 1933, as amended, and under any applicable state securities laws or an opinion of
counsel acceptable to the Company to the effect that the proposed transaction will be exempt from such registration. The optionee shall execute such
instruments, representations, acknowledgements and agreements as the Company may, in its sole discretion, deem advisable to avoid any violation of
federal, state, local or securities exchange rule, regulation or law.
(b) The certificates for Common Stock to be issued to the optionee hereunder shall bear the following legend:
“The shares represented by this certificate have not been registered under the Securities Act of 1933, as amended, or under applicable state securities
laws. The shares have been acquired for investment and may not be offered, sold, transferred, pledged or otherwise disposed of without an effective
registration statement under the Securities Act of 1933, as amended, and under any applicable state securities laws or an opinion of counsel
acceptable to the Company that the proposed transaction will be exempt from such registration.”
The foregoing legend shall be removed upon registration of the shares bearing the legend under the Securities Act of 1933, as amended, and under any applicable
state laws or upon receipt of any opinion of counsel acceptable to the Company that said registration is no longer required.
The sole purpose of the agreements, warranties, representations and legend set forth in the two immediately preceding paragraphs is to prevent violations of the
Securities Act of 1933, as amended, and any applicable state securities laws.
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It is the intention of the Company and you that this option shall not be an “Incentive Stock Option” as that term is used in Section 422(b) of the Code and the
regulations thereunder.
Nothing herein shall modify your status as an at−will employee of the Company. Further, nothing herein guarantees you employment for any specified period of
time. This means that either you or the Company may terminate your employment at any time for any reason, with or without cause, or for no reason. You
recognize that, for instance, you may terminate your employment or the Company may terminate your employment prior to the date on which your option
becomes vested or exercisable.
Any dispute or disagreement between you and the Company with respect to any portion of this option (excluding Attachment A hereto) or its validity,
construction, meaning, performance or your rights hereunder shall be settled by arbitration in accordance with the Commercial Arbitration Rules of the American
Arbitration Association or its successor, as amended from time to time. However, prior to submission to arbitration you will attempt to resolve any disputes or
disagreements with the Company over this option amicably and informally, in good faith, for a period not to exceed two weeks. Thereafter, the dispute or
disagreement will be submitted to arbitration. At any time prior to a decision from the arbitrator(s) being rendered, you and the Company may resolve the dispute
by settlement. You and the Company shall equally share the costs charged by the American Arbitration Association or its successor, but you and the Company
shall otherwise be solely responsible for your own respective counsel fees and expenses. The decision of the arbitrator(s) shall be made in writing, setting forth
the award, the reasons for the decision and award and shall be binding and conclusive on you and the Company. Further, neither you nor the Company shall
appeal any such award. Judgment of a court of competent jurisdiction may be entered upon the award and may be enforced as such in accordance with the
provisions of the award.
This option shall be subject to the terms of the Plan in effect on the date this option is granted, which terms are hereby incorporated herein by reference and made
a part hereof. In the event of any conflict between the terms of this option and the terms of the Plan in effect on the date of this option, the terms of the Plan shall
govern. This option constitutes the entire understanding between the Company and you with respect to the subject matter hereof and no amendment, supplement
or waiver of this option, in whole or in part, shall be binding upon the Company unless in writing and signed by the President of the Company. This option and
the performances of the parties hereunder shall be construed in accordance with and governed by the laws of the State of Delaware.
Please sign the copy of this option and return it to the Company’s Secretary, thereby indicating your understanding of and agreement with its terms and
conditions.
The Providence Service Corporation
By:
I hereby acknowledge receipt of a copy of the foregoing stock option and, having read it hereby signify my understanding of, and my agreement with, its terms
and conditions.

(Signature)

(Date)
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APPENDIX III
NON−QUALIFIED STOCK OPTION FOR DIRECTORS
AND IMPORTANT CONSULTANTS
To:
Name
Address
Date of Grant:
You are hereby granted an option, effective as of the date hereof, to purchase
shares of common stock, par value $0.001 (“Common Stock”), of The
Providence Service Corporation, a Delaware corporation (the “Company”), at a price of $
per share pursuant to the Company’s 2003 Stock Option
Plan (the “Plan”).
This option shall terminate and is not exercisable after ten years from the date of its grant (the “Scheduled Termination Date”), except if terminated earlier as
hereafter provided.
Your option may first be exercised on and after one year from the date of grant, but not before that time. On and after one year and prior to two years from the
date of grant, your option may be exercised for up to 33 1/3% of the total number of shares subject to the option minus the number of shares previously
purchased by exercise of the option (as adjusted for any change in the outstanding shares of the Common Stock of the Company by reason of a stock dividend,
stock split, combination of shares, recapitalization, merger, consolidation, transfer of assets, reorganization, conversion or what the Committee deems in its sole
discretion to be similar circumstances). Each succeeding year thereafter your option may be exercised for up to an additional 33 1/3% of the total number of
shares subject to the option minus the number of shares previously purchased by exercise of the option (as adjusted for any change in the outstanding shares of
the Common Stock of the Company by reason of a stock dividend, stock split, combination of shares, recapitalization, merger, consolidation, transfer of assets,
reorganization, conversion or what the Committee deems in its sole discretion to be similar circumstances). Thus, this option is fully exercisable on and after
[three] years after the date of grant, except if terminated earlier as provided herein.
In the event of a “Change of Control” (as defined below) of the Company, your option may, from and after the date which is six months after the Change of
Control, and notwithstanding the immediately preceding paragraph, be exercised for up to 100% of the total number of shares then subject to the option minus
the number of shares previously purchased upon exercise of the option (as adjusted for any change in the outstanding shares of the Common Stock of the
Company by reason of a stock dividend, stock split, combination of shares, recapitalization, merger, consolidation, transfer of assets, reorganization, conversion
or what the Committee deems in its sole discretion to be similar circumstances) and your vesting date will accelerate accordingly. A “Change of Control” shall be
deemed to have occurred upon the happening of any of the following events:
1. As a result of any transaction, any one shareholder, other than an existing shareholder as of the effective date of the Plan (or his beneficiary or estate), becomes
a beneficial owner, directly or indirectly, of securities of the Company representing more than 40% of the common stock of the Company or the combined voting
power of the Company’s then outstanding securities; or
2. Any other event deemed to constitute a “Change of Control” by the Committee.
You may exercise your option by giving written notice to the Secretary of the Company on forms supplied by the Company at its then principal executive office,
accompanied by payment of the option price for the total number of shares you specify that you wish to purchase. The payment may be in any of the following
forms: (a) cash, which may be evidenced by a check and includes cash received from a stock brokerage firm in a so−called “cashless exercise”; (b) (unless
prohibited by the Committee) certificates representing shares of Common Stock of the Company, which will be valued by the Secretary of the Company at the
fair market value per share of the Company’s Common Stock (as determined in accordance
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with the Plan) on the date of delivery of such certificates to the Company, accompanied by an assignment of the stock to the Company; or (c) (unless prohibited
by the Committee) any combination of cash and Common Stock of the Company valued as provided in clause (b). The use of the so−called attestation procedure
to exercise a stock option may be permitted by the Committee. Any assignment of stock shall be in a form and substance satisfactory to the Secretary of the
Company, including guarantees of signature(s) and payment of all transfer taxes if the Secretary deems such guarantees necessary or desirable.
Your option will, to the extent not previously exercised by you, terminate three months after the date on which you cease for any reason to be a director of, or
consultant to, the Company or a subsidiary corporation (whether by death, disability, resignation, removal, failure to be reappointed, reelected or otherwise, or
the expiration of any consulting arrangement, and regardless of whether the failure to continue as a director or consultant was for cause or without cause or
otherwise), but in no event later than ten years from the date this option is granted. After the date you cease to be a director or consultant, you may exercise this
option only for the number of shares which you had a right to purchase and did not purchase on the date you ceased to be a director or consultant. Provided you
are willing to continue your relationship with the Company or a successor after a Change of Control at the same terms you enjoyed immediately prior to such
Change of Control, if your employment is involuntarily terminated without cause after a Change of Control, you may exercise this option for the number of
shares you would have had a right to purchase on the date of an acceleration event. If you are a director of, or consultant to, a subsidiary corporation, your
directorship or consultancy shall be deemed to have terminated on the date such company ceases to be a subsidiary corporation, unless you are also a director of,
or consultant to, the Company or another subsidiary corporation, or on that date became a director of, or consultant to, the Company or another subsidiary
corporation. Your directorship or consultancy shall not be deemed to have terminated if you cease being a director of, or consultant to, the Company or a
subsidiary corporation but are or concurrently therewith become a director of, or consultant to, the Company or another subsidiary corporation.
In the event of any change in the outstanding shares of the Common Stock of the Company by reason of a stock dividend, stock split, combination of shares,
recapitalization, merger, consolidation, transfer of assets, reorganization, conversion or what the Committee deems in its sole discretion to be similar
circumstances, the number and kind of shares subject to this option and the option price of such shares shall be appropriately adjusted in a manner to be
determined in the sole discretion of the Committee.
In the event of a liquidation or proposed liquidation of the Company, including (but not limited to) a transfer of assets followed by a liquidation of the Company,
or in the event of a Change of Control (as previously defined) or proposed Change of Control, the Committee shall have the right to require you to exercise this
option upon thirty (30) days prior written notice to you. If at the time such written notice is given this option is not otherwise exercisable, the written notice will
set forth your right to exercise this option even though it is not otherwise exercisable. In the event this option is not exercised by you within the thirty (30) day
period set forth in such written notice, this option shall terminate on the last day of such thirty (30) day period, notwithstanding anything to the contrary
contained in this option.
This option is not transferable otherwise than by will or the laws of descent and distribution, and is exercisable during your lifetime only by you, including, for
this purpose, your legal guardian or custodian in the event of disability. Until the option price has been paid in full pursuant to due exercise of this option and the
purchased shares are delivered to you, you do not have any rights as a stockholder of the Company. The Company reserves the right not to deliver to you the
shares purchased by virtue of the exercise of this option during any period of time in which the Company deems, in its sole discretion, that such delivery would
violate a federal, state, local or securities exchange rule, regulation or law.
Notwithstanding anything to the contrary contained herein, this option is not exercisable until all the following events occur and during the following periods of
time:
(a) Until the Plan pursuant to which this option is granted is approved by the stockholders of the Company in the manner prescribed by the Code and the
regulations thereunder;
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(b) Until this option and the optioned shares are approved and/or registered with such federal, state and local regulatory bodies or agencies and securities
exchanges as the Company may deem necessary or desirable;
(c) During any period of time in which the Company deems that the exercisability of this option, the offer to sell the shares optioned hereunder, or the sale
thereof, may violate a federal, state, local or securities exchange rule, regulation or law, or may cause the Company to be legally obligated to issue or sell
more shares than the Company is legally entitled to issue or sell; or
(d) Until you have paid or made suitable arrangements to pay (which may include payment through the surrender of Common Stock, unless prohibited by
the Committee) (i) all federal, state and local income tax withholding required to be withheld by the Company in connection with the option exercise and
(ii) the employee’s portion of other federal, state and local payroll and other taxes due in connection with the option exercise.
The following two paragraphs shall be applicable if, on the date of exercise of this option, the Common Stock to be purchased pursuant to such exercise has not
been registered under the Securities Act of 1933, as amended, and under applicable state securities laws, and shall continue to be applicable for so long as such
registration has not occurred:
(a) The optionee hereby agrees, warrants and represents that he will acquire the Common Stock to be issued hereunder for his own account for investment
purposes only, and not with a view to, or in connection with, any resale or other distribution of any of such shares, except as hereafter permitted. The
optionee further agrees that he will not at any time make any offer, sale, transfer, pledge or other disposition of such Common Stock to be issued hereunder
without an effective registration statement under the Securities Act of 1933, as amended, and under any applicable state securities laws or an opinion of
counsel acceptable to the Company to the effect that the proposed transaction will be exempt from such registration. The optionee shall execute such
instruments, representations, acknowledgments and agreements as the Company may, in its sole discretion, deem advisable to avoid any violation of
federal, state, local or securities exchange rule, regulation or law.
(b) The certificates for Common Stock to be issued to the optionee hereunder shall bear the following legend:
“The shares represented by this certificate have not been registered under the Securities Act of 1933, as amended, or under applicable state securities
laws. The shares have been acquired for investment and may not be offered, sold, transferred, pledged or otherwise disposed of without an effective
registration statement under the Securities Act of 1933, as amended, and under any applicable state securities laws or an opinion of counsel
acceptable to the Company that the proposed transaction will be exempt from such registration.”
The foregoing legend shall be removed upon registration of the shares bearing the legend under the Securities Act of 1933, as amended, and under any applicable
state laws or upon receipt of any opinion of counsel acceptable to the Company that said registration is no longer required.
The sole purpose of the agreements, warranties, representations and legend set forth in the two immediately preceding paragraphs is to prevent violations of the
Securities Act of 1933, as amended, and any applicable state securities laws.
It is the intention of the Company and you that this option shall not be an “Incentive Stock Option” as that term is used in Section 422(b) of the Code and the
regulations thereunder.
Nothing herein guarantees your term as a director of, or consultant to, the Company for any specified period of time. This means that either you or the Company
may terminate your relationship with the Company at any time for any reason, with or without cause, or for no reason. You recognize that, for instance, the
Company may terminate your relationship with the Company prior to the date on which your option becomes vested or exercisable.
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Any dispute or disagreement between you and the Company with respect to any portion of this option (excluding Attachment A hereto) or its validity,
construction, meaning, performance or your rights hereunder shall be settled by arbitration in accordance with the Commercial Arbitration Rules of the American
Arbitration Association or its successor, as amended from time to time. However, prior to submission to arbitration you will attempt to resolve any disputes or
disagreements with the Company over this option amicably and informally, in good faith, for a period not to exceed two weeks. Thereafter, the dispute or
disagreement will be submitted to arbitration. At any time prior to a decision from the arbitrator(s) being rendered, you and the Company may resolve the dispute
by settlement. You and the Company shall equally share the costs charged by the American Arbitration Association or its successor, but you and the Company
shall otherwise be solely responsible for your own respective counsel fees and expenses. The decision of the arbitrator(s) shall be made in writing, setting forth
the award, the reasons for the decision and award and shall be binding and conclusive on you and the Company. Further, neither you nor the Company shall
appeal any such award. Judgment of a court of competent jurisdiction may be entered upon the award and may be enforced as such in accordance with the
provisions of the award.
This option shall be subject to the terms of the Plan in effect on the date this option is granted, which terms are hereby incorporated herein by reference and made
a part hereof. In the event of any conflict between the terms of this option and the terms of the Plan in effect on the date of this option, the terms of the Plan shall
govern. This option constitutes the entire understanding between the Company and you with respect to the subject matter hereof and no amendment, supplement
or waiver of this option, in whole or in part, shall be binding upon the Company unless in writing and signed by the President of the Company. This option and
the performances of the parties hereunder shall be construed in accordance with and governed by the laws of the State of Delaware.
Please sign the copy of this option and return it to the Company’s Secretary, thereby indicating your understanding of and agreement with its terms and
conditions.
The Providence Service Corporation
By:
I hereby acknowledge receipt of a copy of the foregoing stock option and, having read it hereby signify my understanding of, and my agreement with, its terms
and conditions.

(Signature)

(Date)
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Exhibit 10.2
SECOND AMENDED AND RESTATED REVOLVING CREDIT NOTE
$25,000,000

June 28, 2005

FOR VALUE RECEIVED, the undersigned (the “Borrowers”), jointly and severally, hereby promise to pay to the order of Healthcare Business Credit
Corporation, a Delaware corporation (the “Lender”), the principal amount of Twenty Five Million United States Dollars (US $25,000,000), or so much thereof
as shall have been advanced as Advances under the Loan Agreement referred to below and shall be outstanding, such payment to be made at such time or times
and in the manner specified for the Revolving Credit in the Loan Agreement (referred to below); provided, however, that all amounts due hereunder (including
principal, interest, unpaid fees and Expenses and any other amounts then due and payable) shall be repaid in full on or before the Revolving Credit Maturity
Date.
This Note is issued under and secured by a certain Second Amended and Restated Loan and Security Agreement of even date herewith, by and among the
Borrowers and the Lender (as from time to time amended, restated, supplemented or otherwise modified, the “Loan Agreement”). Terms used herein and not
defined herein are used with the respective meanings set forth in the Loan Agreement.
Interest on the outstanding principal amount of each Advance evidenced by this Note shall accrue at the applicable rate or rates specified in, and be payable in
accordance with the terms of, the Loan Agreement.
The Loan Agreement provides for the acceleration of the payment of principal of and interest on this Note upon the happening of certain Events of Default as
defined in the Loan Agreement.
Borrowers each waive presentment, demand for payment, notice of dishonor or acceleration, protest and notice of protest, and any and all other notices or
demands in connection with this Note, except any notice expressly required by the Loan Agreement.
This Note is an amendment and restatement of, but not issued in satisfaction of, that certain Revolving Credit Note dated January 9, 2003, made by the
Borrowers to the order of the Lender in the principal sum of $10,000,000.00, as amended and restated on September 30, 2003 (the “Original Note”). This Note is
delivered in substitution of the Original Note, and upon proper execution and delivery hereof, the Original Note shall be deemed null and void.
This Note shall be governed by and construed in accordance with the substantive laws of the State of New Jersey. The provisions of this Note are to be deemed
severable, and the invalidity or unenforceability of any provision shall not affect or impair the remaining provisions which shall continue in full force and effect.
SIGNATURES ON FOLLOWING PAGES
1

BORROWERS:
THE PROVIDENCE SERVICE CORPORATION

PROVIDENCE OF ARIZONA, INC.

By:

By:

/s/ Fletcher McCusker

/s/ Fletcher McCusker

Name: Fletcher McCusker
Title: CEO

Name: Fletcher McCusker
Title: CEO

PROVIDENCE SERVICE CORPORATION OF OKLAHOMA.

PROVIDENCE SERVICE CORPORATION OF TEXAS.

By:

By:

/s/ Fletcher McCusker

/s/ Fletcher McCusker

Name: Fletcher McCusker
Title: CEO

Name: Fletcher McCusker
Title: CEO

PROVIDENCE SERVICE CORPORATION OF MAINE

FAMILY PRESERVATION SERVICES, INC.

By:

By:

/s/ Fletcher McCusker

/s/ Fletcher McCusker

Name: Fletcher McCusker
Title: CEO

Name: Fletcher McCusker
Title: CEO

FAMILY PRESERVATION SERVICES, OF NORTH CAROLINA, INC.

FAMILY PRESERVATION SERVICES OF FLORIDA, INC.

By:

By:

/s/ Fletcher McCusker

/s/ Fletcher McCusker

Name: Fletcher McCusker
Title: CEO

Name: Fletcher McCusker
Title: CEO

FAMILY PRESERVATION SERVICES OF WEST VIRGINIA, INC.

CAMELOT CARE CORPORATION

By:

By:

/s/ Fletcher McCusker

/s/ Fletcher McCusker

Name: Fletcher McCusker
Title: CEO

Name: Fletcher McCusker
Title: CEO

CYPRESS MANAGEMENT SERVICES, INC.

PROVIDENCE SERVICE CORPORATION OF DELAWARE.

By:

By:

/s/ Fletcher McCusker

Name: Fletcher McCusker
Title: CEO
$25,000,000 Second Amended and Restated Revolving Credit Note

/s/ Fletcher McCusker

Name: Fletcher McCusker
Title: CEO

FAMILY PRESERVATION SERVICES OF
WASHINGTON D.C., INC.

RIO GRANDE MANAGEMENT COMPANY, LLC

By:

By:

/s/ Fletcher McCusker

/s/ Fletcher McCusker

Name: Fletcher McCusker
Title: CEO

Name: Fletcher McCusker
Title: CEO

DOCKSIDE SERVICES, INC.

POTTSVILLE BEHAVIORAL
COUNSELING GROUP, INC.

By:

By:

/s/ Fletcher McCusker

/s/ Fletcher McCusker

Name: Fletcher McCusker
Title: CEO

Name: Fletcher McCusker
Title: CEO

PROVIDENCE COMMUNITY SERVICES, LLC

COLLEGE COMMUNITY SERVICES

By:

By:

/s/ Michael Deitch

/s/ Michael Deitch

Name: Michael Deitch
Title: Secretary

Name: Michael Deitch
Title: Secretary

CHOICES GROUP, INC.

PROVIDENCE MANAGEMENT
CORPORATION OF FLORIDA

By:

By:

/s/ Fletcher McCusker

Name: Fletcher McCusker
Title: CEO
$25,000,000 Second Amended and Restated Revolving Credit Note

/s/ Chris Reinecker

Name: Chris Reinecker
Title: Secretary

CHILDREN’S BEHAVIORAL HEALTH, INC.

CAMELOT CARE CENTERS, INC.

By:

By:

/s/ Fletcher McCusker

Name: Fletcher McCusker
Title: CEO
THE BEHAVIORAL ASSESSMENT CENTER, INC.
By:

/s/ Fletcher McCusker

Name: Fletcher McCusker
Title: CEO
$25,000,000 Second Amended and Restated Revolving Credit Note

/s/ Fletcher McCusker

Name: Fletcher McCusker
Title: CEO

Exhibit 10.3
SECOND AMENDED AND RESTATED TERM NOTE
$25,000,000

June 28, 2005

FOR VALUE RECEIVED, the undersigned (the “Borrowers”), jointly and severally, hereby promise to pay to the order of Healthcare Business Credit
Corporation, a Delaware corporation (the “Lender”), the principal amount of Twenty Five Million United States Dollars (US $25,000,000), to be paid at such
times and in the manner specified for the Term Loan in the Loan Agreement (referred to below); provided, however, that all amounts due hereunder (including
principal, interest, unpaid fees and Expenses and any other amounts then due and payable) shall be repaid in full on or before the Term Loan Maturity Date.
This Note is issued under and secured by a certain Second Amended and Restated Loan and Security Agreement of even date herewith, by and among the
Borrowers and the Lender (as from time to time amended, restated, supplemented or otherwise modified, the “Loan Agreement”). Terms used herein and not
defined herein are used with the respective meanings set forth in the Loan Agreement.
Interest on the outstanding principal amount of the loan evidenced by this Note shall accrue at the applicable rate or rates specified in, and be payable in
accordance with the terms of, the Loan Agreement.
The Loan Agreement provides for the acceleration of the payment of principal of and interest on this Note upon the happening of certain Events of Default as
defined in the Loan Agreement.
Borrowers each waive presentment, demand for payment, notice of dishonor or acceleration, protest and notice of protest, and any and all other notices or
demands in connection with this Note, except any notice expressly required by the Loan Agreement.
This Note is an amendment and restatement of, but not issued in satisfaction of, that certain Term Note dated January 9, 2003 in the principal sum of
$10,000,000.00, as amended and restated on September 30, 2003 ( the “Original Note”). This Note is delivered in substitution of the Original Note, and upon
proper execution and delivery hereof, the Original Note shall be deemed null and void.
This Note shall be governed by and construed in accordance with the substantive laws of the State of New Jersey. The provisions of this Note are to be deemed
severable, and the invalidity or unenforceability of any provision shall not affect or impair the remaining provisions which shall continue in full force and effect.
SIGNATURES ON FOLLOWING PAGES

BORROWERS:
THE PROVIDENCE SERVICE CORPORATION

PROVIDENCE OF ARIZONA, INC.

By:

By:

/s/ Fletcher McCusker

/s/ Fletcher McCusker

Name: Fletcher McCusker
Title: CEO

Name: Fletcher McCusker
Title: CEO

PROVIDENCE SERVICE
CORPORATION OF OKLAHOMA, INC.

PROVIDENCE SERVICE
CORPORATION OF TEXAS, INC.

By:

By:

/s/ Fletcher McCusker

/s/ Fletcher McCusker

Name: Fletcher McCusker
Title: CEO

Name: Fletcher McCusker
Title: CEO

PROVIDENCE SERVICE
CORPORATION OF MAINE, INC.

FAMILY PRESERVATION SERVICES, INC.

By:

By:

/s/ Fletcher McCusker

/s/ Fletcher McCusker

Name: Fletcher McCusker
Title: CEO

Name: Fletcher McCusker
Title: CEO

FAMILY PRESERVATION SERVICES
OF NORTH CAROLINA, INC.

FAMILY PRESERVATION SERVICES
OF FLORIDA, INC.

By:

By:

/s/ Fletcher McCusker

/s/ Fletcher McCusker

Name: Fletcher McCusker
Title: CEO

Name: Fletcher McCusker
Title: CEO

FAMILY PRESERVATION SERVICES
OF WEST VIRGINIA, INC.

CAMELOT CARE CORPORATION

By:

By:

/s/ Fletcher McCusker

/s/ Fletcher McCusker

Name: Fletcher McCusker
Title: CEO

Name: Fletcher McCusker
Title: CEO

CYPRESS MANAGEMENT SERVICES, INC.

PROVIDENCE SERVICE
CORPORATION OF DELAWARE, INC.

By:

By:

/s/ Fletcher McCusker

Name: Fletcher McCusker
Title: CEO
$25,000,000 Second Amended and Restated Term Note

/s/ Fletcher McCusker

Name: Fletcher McCusker
Title: CEO

FAMILY PRESERVATION SERVICES
OF WASHINGTON D.C., INC.

RIO GRANDE MANAGEMENT COMPANY, LLC

By:

By:

/s/ Fletcher McCusker

/s/ Fletcher McCusker

Name: Fletcher McCusker
Title: CEO

Name: Fletcher McCusker
Title: CEO

DOCKSIDE SERVICES, INC.

POTTSVILLE BEHAVIORAL
COUNSELING GROUP, INC.

By:

By:

/s/ Fletcher McCusker

/s/ Fletcher McCusker

Name: Fletcher McCusker
Title: CEO

Name: Fletcher McCusker
Title: CEO

PROVIDENCE COMMUNITY SERVICES, LLC

COLLEGE COMMUNITY SERVICES

By:

By:

/s/ Michael Deitch

/s/ Michael Deitch

Name: Michael Deitch
Title: Secretary

Name: Michael Deitch
Title: Secretary

CHOICES GROUP, INC.

PROVIDENCE MANAGEMENT
CORPORATION OF FLORIDA

By:

By:

/s/ Fletcher McCusker

Name: Fletcher McCusker
Title: CEO
$25,000,000 Second Amended and Restated Term Note

/s/ Chris Reinecker

Name: Chris Reinecker
Title: Secretary

CHILDREN’S BEHAVIORAL HEALTH, INC.

CAMELOT CARE CENTERS, INC.

By:

By:

/s/ Fletcher McCusker

Name: Fletcher McCusker
Title: CEO
THE BEHAVIORAL ASSESSMENT CENTER, INC.
By:

/s/ Fletcher McCusker

Name: Fletcher McCusker
Title: CEO
$25,000,000 Second Amended and Restated Term Note

/s/ Fletcher McCusker

Name: Fletcher McCusker
Title: CEO

Exhibit 10.4
2005 Annual Incentive Compensation Plan
The 2005 Annual Incentive Compensation Plan is designed as a team bonus and is not triggered unless the Company meets or exceeds its budgeted net income
and earnings per share for fiscal 2005 (calculated after giving effect to any bonuses accrued under the Compensation Plan).
The bonus team participants are Michael N. Deitch (Chief Financial Officer), William Boyd Dover (President), Craig A. Norris (Chief Operating Officer), Fred
D. Furman (General Counsel), Martin J. Favis (Chief Development Officer) and Ms. Mary J. Shea (Executive Vice President of Program Services).
Individuals of the bonus team are eligible to receive a cash bonus as follows: (1) if net income and earnings per share exceed budgeted target amounts by 1% to
5%, the cash bonus payable to each individual will be 25% of the individual’s 2005 base salary; and (2) if net income and earnings per share exceed budgeted
target amounts by more than 5%, the cash bonus payable to each individual will be 50% of the individual’s 2005 base salary.

Exhibit 31.1
CERTIFICATIONS
I, Fletcher Jay McCusker, certify that:
1. I have reviewed this Form 10−Q of The Providence Service Corporation;
2. Based on my knowledge, this report does not contain any untrue statement of a material fact or omit to state a material fact necessary to make the statements
made, in light of the circumstances under which such statements were made, not misleading with respect to the period covered by this report;
3. Based on my knowledge, the financial statements, and other financial information included in this report, fairly present in all material respects the financial
condition, results of operations and cash flows of the registrant as of, and for, the periods presented in this report;
4. The registrant’s other certifying officer(s) and I are responsible for establishing and maintaining disclosure controls and procedures (as defined in Exchange
Act Rules 13a−15(e) and 15d−15(e)) and internal control over financial reporting (as defined in Exchange Act Rules 13a−15(f) and 15d−15(f)) for the registrant
and have:
a) Designed such disclosure controls and procedures, or caused such disclosure controls and procedures to be designed under our supervision, to ensure that
material information relating to the registrant, including its consolidated subsidiaries, is made known to us by others within those entities, particularly during the
period in which this report is being prepared;
b) Designed such internal control over financial reporting, or caused such internal control over financial reporting to be designed under our supervision, to
provide reasonable assurance regarding the reliability of financial reporting and the preparation of financial statements for external purposes in accordance with
generally accepted accounting principles;
c) Evaluated the effectiveness of the registrant’s disclosure controls and procedures and presented in this report our conclusions about the effectiveness of the
disclosure controls and procedures, as of the end of the period covered by this report based on such evaluation; and
d) Disclosed in this report any change in the registrant’s internal control over financial reporting that occurred during the registrant’s most recent fiscal quarter
(the registrant’s fourth fiscal quarter in the case of an annual report) that has materially affected, or is reasonably likely to materially affect, the registrant’s
internal control over financial reporting; and
5. The registrant’s other certifying officer(s) and I have disclosed, based on our most recent evaluation of internal control over financial reporting, to the
registrant’s auditors and the audit committee of the registrant’s board of directors (or persons performing the equivalent functions):
a) All significant deficiencies and material weaknesses in the design or operation of internal control over financial reporting which are reasonably likely to
adversely affect the registrant’s ability to record, process, summarize and report financial information; and
b) Any fraud, whether or not material, that involves management or other employees who have a significant role in the registrant’s internal control over financial
reporting.
Date: August 9, 2005
/s/ Fletcher J. McCusker
Fletcher J. McCusker
Chief Executive Officer
(Principal Executive Officer)

Exhibit 31.2
CERTIFICATIONS
I, Michael N. Deitch, certify that:
1. I have reviewed this Form 10−Q of The Providence Service Corporation;
2. Based on my knowledge, this report does not contain any untrue statement of a material fact or omit to state a material fact necessary to make the statements
made, in light of the circumstances under which such statements were made, not misleading with respect to the period covered by this report;
3. Based on my knowledge, the financial statements, and other financial information included in this report, fairly present in all material respects the financial
condition, results of operations and cash flows of the registrant as of, and for, the periods presented in this report;
4. The registrant’s other certifying officer(s) and I are responsible for establishing and maintaining disclosure controls and procedures (as defined in Exchange
Act Rules 13a−15(e) and 15d−15(e)) and internal control over financial reporting (as defined in Exchange Act Rules 13a−15(f) and 15d−15(f)) for the registrant
and have:
a) Designed such disclosure controls and procedures, or caused such disclosure controls and procedures to be designed under our supervision, to ensure that
material information relating to the registrant, including its consolidated subsidiaries, is made known to us by others within those entities, particularly during the
period in which this report is being prepared;
b) Designed such internal control over financial reporting, or caused such internal control over financial reporting to be designed under our supervision, to
provide reasonable assurance regarding the reliability of financial reporting and the preparation of financial statements for external purposes in accordance with
generally accepted accounting principles;
c) Evaluated the effectiveness of the registrant’s disclosure controls and procedures and presented in this report our conclusions about the effectiveness of the
disclosure controls and procedures, as of the end of the period covered by this report based on such evaluation; and
d) Disclosed in this report any change in the registrant’s internal control over financial reporting that occurred during the registrant’s most recent fiscal quarter
(the registrant’s fourth fiscal quarter in the case of an annual report) that has materially affected, or is reasonably likely to materially affect, the registrant’s
internal control over financial reporting; and
5. The registrant’s other certifying officer(s) and I have disclosed, based on our most recent evaluation of internal control over financial reporting, to the
registrant’s auditors and the audit committee of the registrant’s board of directors (or persons performing the equivalent functions):
a) All significant deficiencies and material weaknesses in the design or operation of internal control over financial reporting which are reasonably likely to
adversely affect the registrant’s ability to record, process, summarize and report financial information; and
b) Any fraud, whether or not material, that involves management or other employees who have a significant role in the registrant’s internal control over financial
reporting.
Date: August 9, 2005
/s/ Michael N. Deitch
Michael N. Deitch
Chief Financial Officer
(Principal Financial and Accounting Officer)

Exhibit 32.1
THE PROVIDENCE SERVICE CORPORATION
CERTIFICATION PURSUANT TO
18 U.S.C. SECTION 1350,
AS ADOPTED PURSUANT TO
SECTION 906 OF THE SARBANES−OXLEY ACT OF 2002
Pursuant to Section 906 of the Sarbanes−Oxley Act of 2002 (Section 1350 of Chapter 63 of Title 18 of the United States Code), the undersigned officer of The
Providence Service Corporation (the “Company”), does hereby certify with respect to the Quarterly Report of the Company on Form 10−Q for the quarter ended
June 30, 2005 (the “Report”) that:
(1)

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

(2)

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

Date: August 9, 2005

/s/ Fletcher J. McCusker
Fletcher J. McCusker
Chief Executive Officer
(Principal Executive Officer)

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

Exhibit 32.2
THE PROVIDENCE SERVICE CORPORATION
CERTIFICATION PURSUANT TO
18 U.S.C. SECTION 1350,
AS ADOPTED PURSUANT TO
SECTION 906 OF THE SARBANES−OXLEY ACT OF 2002
Pursuant to Section 906 of the Sarbanes−Oxley Act of 2002 (Section 1350 of Chapter 63 of Title 18 of the United States Code), the undersigned officer of The
Providence Service Corporation (the “Company”), does hereby certify with respect to the Quarterly Report of the Company on Form 10−Q for the quarter ended
June 30, 2005 (the “Report”) that:
(1)

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

(2)

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

Date: August 9, 2005

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

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