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WE IMPROVE HEALTH

OUTCOMES AND REDUCE
HEALTHCARE COSTS

| THROUGH PROSPECTIVE
AND PREVENTIVE CARE,

NOT REACTIVE CARE.

WE BRING URGENCY AND PATIENT OWNERSKIP

TO THE CREATION OF INTEGRATED WELLNESS
SOLUTIONS. WE INTERVENE EARLY TO PREVENT
THE ONSET OF COSTLY MEDICAL CONDITIONS.

WE MANAGE INDIVIDUALS DIAGNOSED WITH CHRONIC
DISEASES OR HIGH-COST EPISODIC CONDITIONS TO IMPROVE
THEIR HEALTH CUTCOME AND QUALITY OF LIFE. WE OFFER
SOLUTIONS TC EMPLOYERS AND HEALTH PLANS AND iMPROVE
THE EFFICIENCY AND QUALITY OF CARE PROVIDED THROUGH
EDUCATIONAL AND PREVENTIVE SERVICES, LIFESTYLE SUPPORT
AND CONDITION-SPECIFIC DISCASE MANAGCEMENT PROGRAMS.

WE ARE
THE HEALTH ENHANCEMENT COMPANY.
WE ARE MATRIA HEALTHCARE.




QEAR FELLOW SHAREHOLDERS:

“THERE S A PARADIGM SHIFT TAKING PLACE [N THE WAY HEALTHCARE IS DELIVERED
IN THIS COUNTRY. WE ARE IN THE LAST PHASES OF THE REACTIVE ERA IN WHICH
HEALTHCARE IS PRIMARILY AVAILABLE TO INDIVIDUALS AFTER AN ACUTE EPISCDE.
THE CONTINUING ESCALATION OF HEALTHCARE COSTS OVER THE LAST FIVE YEARS
HAS MADE IT VERY CLEAR THAT MANAGING HEALTH 'AFTER THE FACT'

IS REALLY NOT MANAGING HEALTHCARE AT ALL."

THE HEALTHCARE CRISIS
Employers in the United States have
experienced a 10%, 15% and 14%
increase in healthcare costs for the years
2001, 2002 and 2003, respectively.' As a
resutt, employers are seeking effective ways
to control rising costs. Many employers
have been forced to cut benefits and pass
along the increases to the employees.
Consequently, employees are now paying
ever greater portions of their healthcare
costs in the form of higher deductibles,
increased co-payments and increased
out-of-pocket limits. In addition, premiums
paid by employees have increased 49%
since 2000.%

Ultimately, it is the employers in both the
public and private sectors and the govern-
ment, who carry most of the financial burden
of the healthcare system. The executive
suites in corporate America have demanded a
solution and many of them are embracing
disease management as the answer. Disease
management programs are rapidly being
added to employee benefit plans and health
plan offerings, According to a study done by
the Kaiser Family Foundation, 5% of employ-

ers think disease management programs will *

be effective as a cost-contanment strategy
for fising healthcare costs.

Healthcare spending in the U.5. now
represents 15% of GDP and is projected to
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more than double by 2011 to $2.8 trillion.
As a result of these staggering statistics,
we believe disease management will also
become an essential element of Medicare
and most state-funded Medicaid programs.

OUR HEALTH ENHANCEMENT
SOLUTION

Matria utiizes the term *health enhance-
ment® {o include all processes that improve
the health stalus of a patient. These
processes range from specific clinical
services such as disease management, case
management and utilization management to
services that improve wellness, lifestyle and
productivily. We believe that Corporate
America has realized that an investment of
this nature in their employees is a wise busi-
ness dedision. Therefore, we conlinue to
focus strategically on those areas that wil
aliow Matria to serve the employers, both
private and public, in this fashion. At this
point, the primary emphasis is still on those
programs thai provide rapid and very defin-
able retums on investment such as disease
and case management. Matria will continue
to broaden and improve those programs, but
we remain focused on future trends that are
being driven by the employers of this country.

Matria's disease management programs are
designed to proactively identify and help
manage .individuals with chronic diseases
and high-cost disorders so that they can

more effectively accept responsibility and
play a role in improving their heatth. In our
disease management program, individuals
are connected with a nurse who acts as
their healthcare coach, mentor and coordi-
nater with their physician. Care plans and
goals are set and routinely monitored. For
the first time, these individuals have 2 med-
ical resource that gives them 24/7 avallabifily
for any and all questions regarding their
condition. It has been shown that approxi-
mately 85% of individuals in these programs
react positively and begin to improve their
heatth status and consequently reduce their
healthcare expenditures. Unnecessary hos-
pitalizations for the emergency room and
other procedures are rapidly eliminated.
However, necessary procedures ard physician
visits are encouraged while the educational
and motivational process  continues.
Diseasa management is a “‘common sense”
approach to medicine.

We have demonstrated our ability te
significantly improve patient outcomes and
lower healthcare costs. We believe we have
turther differentiated oursehves through our
proprietary patient management and clini-
cal record system, TRAX™, We believe
TRAX, the technology platform for our
entire disease management process, posi-
tions Matria {o be a single-source disease
management vendor.




OUR MARKET OPPORTUNITY

In our analysis, there are five major sectors
of the disease management market -
employers, health plans, Medicare, Medicaid
and biopharma. The employer, health plan,
Medicare and Medicaid market sectors
combined could represent over a $20 bil-
ion opportunily for disease management
and case management services. Addi-
tionally, we estimate the biopharma sector
to be in excess of $2.5 billion,

EMPLOYERS

The employer market has two components -
Fortune 1000 and smeller size employers.
The first market component totals 28.8 mil-
lion employees and consists of all Fortune
1000 companies with at least 2,500
employees. Induding covered dependents,
this market size grows to 60.2 million lives
and represents a $2 billien market for dis-
ease management alone. Including case
management and utilization management
senvices, the market potential for this compo-~
nent increases by an additional $1.1 billion.
The other component is the smaller size
company with less than 2,500 employees.
This component represents an aggregate
employee base of 71 milion employees.
With the addition of dependents of this
group, the market size grows to 149 million
lives. We estimate this opportunity to be
$8.6 bilion and estimate the case man-
agement and utilization management oppor-
tunity to be an additional $4 bilion.

Parker H, “Pete” Petit
Chalrman of the Board and
Chief Executive Cfficer

HEALTH PLANS

We view the health plan market opporiunity
to be a subset of the employer market
segment. We have not broken out this
market segment because we believe that all
employees are covered and counted in the
employer markets.

MEDICARE

This market sector has recently received a
heightened focus. In the new healthcare bil
recently passed by Congress, there is an
inctusion for disease management programs
to be evalualed and implemented.
Currently, there are 40.8 miilion people
receiving Medicare benefits in the United
States, and according to the Centers for
Medicaid and Medicare Services (CMS), at
least 85% have at least one chronic disease.
We proiect this to be a $6.7 billion market
for disease management services, and an
additional $3 bilion market for case and
utilization management services.

MEDICAID

Currently, CMS repors that there are
40.4 milion people receiving Medicaid
benefits. Based on the prevalence rate for
this group, we estimate this market for
disease management to be $1.4 bilion.
We also estimate that case management
and utilization management services pro-
vide an additionat $657 million opportunity
in this market.

Thomas S. Hall
President and e
Chief Operating Officer

BIOPHARMA
This sector of the market is seeking disease
management programs that help ensure
compliance and drive successful outcomes
tor patients utilizing complex drug therapies.
We estimate the market apportunity to be
more than $2.5 billion for the ten diseases
with the highest demand for supgerting
disease management services. In addition
to Hepatitis C, the conditions of Multiple
Sclerosis, Hemophilia, Pulmonary Hyper-
tenslon and Growth Hormone Deficiency
are included in this market opportonity.

CUR 2003 RESULTS

For the year 2003, revenues increased 18%
to & record level of $326.8 milion compared
with $277.8 million in 2002. Revenues for
our Health Enhancement segment in-.
creased by 30% in 2003 to $232.5 millicn
compared with $179.5 milion in 2002.
Within cur Health Enhancement segment,
Disease Management revenugs increased in
2003 by 41% to $156.5 million, compared
to $111.2 milion in 2002. Revenues in
2003 for our Women's and Children's Heath
segment decreased by 4% to $84.4 million
compared with $98.2 million in 2002.

The year 2003 was highlighted by the sig-
nificant increase in the disease management
accounts that we were awarded from both
seff-insured employers and health plans and
the continued strong development of our
contract opportunities, During the year, we
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prepared ourselves for the entry into the
Medicaid disease management market
through our alliance with Pfizer. In 2003, we
entered and began serving the emerging
biopharma market in support of complex
drug therapies with our agreement with
Schering-Plough. During the year, we
acquired Options Unlimited, a provider of
case management services to health
plans, employers and disability carriers,
and expanded our case management

capabilities.

OUR GROWTH STRATEGY

We have developed a three-pronged
growth strategy for our health enhance-
ment business. The first element of our
strategy is the addition of new praduct lines
and senvices, second is the development
and expansion of our relationships with
employers, health plans, phamaceutical
companies and intermediaries for the
Medicare and Medicaid programs, and third
is to capitalize on the competitive advantage
of our technologicaly advanced TRAX
sysiem and state-of-the- art infrastructure.

The Company has significant growth
opportunities and supporting strategies in
several areas. These include employers and
heaith plans, state Medicaid agencies
through the Company's strategic aliance
with Pfizer, CMS as the result of the pas-
sage of the Medicare Reform legistation
and biopharma corporations in the support
of new complex drug therapies.

The recertly released Medicare Reform Bill
calls for the development, testing and
implementation of chronic care improve-
ment programs (i.e., disease management
programs} in targeted geographic areas
across the country. If the results of the
three-year demonstration project indicate
improved clinical quality of care and improved
beneficiary satisfaction and achieve spending
targets, CMS will expand the program
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nationwide with full implementation of the
program for all beneficiaries. The Company
fully expects to be in a position to bid on
federal CMS programs in 2004. Our breadth
of chronic disease management programs
and TRAX platform ideally positions us to
be selected as a provider for portions of the
Medicare business.

In addition, the Company beleves there are
oppertunities for its disease management
services to play a significant role In the
improvement of oulcomes associated with
new biopharra and certain complex drug
therapies, such as the Compary’s relationship
with Schering Plough for patients infected
with the Hepatitis C virus. Matria's strategy
for this new sector of opportunity is based
on the ability of its disease management
programs to enhance the outcomes of the
patients utilizing the pharmaceuticals.

Most organizations seeking disease man-
agement realize that only a few providers are
fully qualified to deliver the comprehensive
disease management services and the
breadth of service offerings that Matria ¢can
provide, Also, most customers want programs
that target multiple diseases and conditions,
and they realize the value of having one
disease management partner who has the

information technology capabilities to manage

numerous disease states from a co-morbid
standpoint and transfer information seam-
lessty and securely to numerous constituents
in the disease management process.

Matra has cominued the rapid development
of its TRAX technology platform and
capabilities for the disease management
processes and related connectvity and
integration. The Company's TRAX system
will continue to be a major catalyst in the
growth of the Company's disease manage-
ment services and a significant polnt of
differentiation between the Company and
its competition.

OUR FUTURE

The Company continues to see increased
market recognition of the value that health
enhancement programs have in snhancing
health and stowing medical-cost inflation,
This recognition is gaining in momentum
among employers, health plans, phama-
ceutical companies and the govemment.
With our coordinated disease management
programs, we believe Matna is especially
well positioned to provide employers, health
plans, Medicare/Medicald programs and
pharmaceutical companies with solutions for
health improvement and cost reductions.

We are dedicated to growing the value of
your investment and believe we have placed
Matria in the best position possible to cap-
italize on our dynamic market. We thank
our employees and management for their
dedication and express our gratitude to our
Board of Directors for their guidance. We
especially appreciate the suppart from our
shareholders and the confidence they have
placed in Matria.

e e
Parker H. "Pete” Petit

Chairman of the Board and
Chief Executive Officer

o~ “-—-— - 3
Thomas S. Hall
President and

Chief Ogperating Officer




AANAGEMENT

(From lett to right) Yvonne Scoggins, Vice President, Financial Planning & Analysis; Thomton Kuntz, Vice President,
Administration; Roberta McCaw, Vice President, Legal, & General Counsel; Marty Otsan, Carporate Vice President,
Informatics; Steve Mengert, Vice President, Finance & CFO; Bob Kelley, Corporale Vice President, Technology.

(From left to rght} Chip Jennings, President, Pharmacy, Lab & Supplies; Graham Cherington, Corporate Vice
President, Business Development; Jim Mieszala, President, Women's & Children’s Heath; 8it Teylor, President, Facet
Technologies; Brant Kanak, President, Heallh Ennancement; Jim Reichmann, Corporate Vice President, Strategic
Sales; Steve Janicak, Carporate Vice President, Marketing,




|
i
|

THE #ABALTH ENHS 7. T PROU

Employers are seeking a "Total Solution” to the benefits
supporting the health, well-being and preductivity
of their employees. They are seeking ways to more
efficiently defiver employee benefit programs that
address the continuum starting with health related
issues through employee assistance programs to
[festyle support and to absence management, The
“Total Solution® should be integrated through one
resource manager for the myriad of issues associated
with health, lifestyle and productivity.

Insurance/Benefits
Assistance

Help ine on haalth plan
isies and questons

Absence
Management

Disabiity leaves of absenca
Worker's compansation
Famidy medical leave

Matria Healthcare understands these reeds, and
is assembling the resources necessary to offer this
*Total Solution® to empioyers. Matria’s TRAX tech-
nology platform was designed to have the robust
integration and conneclivity that can bring together
the systems and pariners to provide these services.
We look forward to sendcing the future needs of
America's businesses and govemmental groups
through our health enhancement processes.

24 Hour
Nurse Line

Answer roving questions
Educetion

Disease
Management

[ Manage theonic and high-
cost episodic condnons

Sick lesva
Lifestyle Support Case Management
Child care Manegs catastrophic
Elder care cond;hons
Nursery care [ —— - Rare daeases
Special gircumstances
Employee Utilization
Assistance Programs Management
Psychalogical Appropnaisness of care
Soci?
Financial
Legal ; "
| N\
Wellness Programs ! Health Risk
Health Porta! Assessment
Education .
P"“"'.\'K’“ Health informaten Assess hetlth status
Cotching Moxe infarmed choicas Malnzzin heatln
Behavor change Censumensm Address health risks




EMPLOYERS REALIZE

THE NEED TO TAKE URGENT
ACTIONS TO FIGHT INCREASING
HEALTHCARE COSTS

voe TLOUNE - 0 ZCTIVE PREVEANTION 1§ T

Al Mairia Healthcare, we believe comprehensive health
enhancement programs are an essential element in the
battle to curtail healthcare costs, Health Enhancement
involves multiple and integrated programs and services
that help employees change unhealthy lifestyles that
lead to chronic diseases, improve self-care skills and
compliance when they have an illness and become
better educated consumers of healthcare services.

Our Health Enhancement strategy and product
offering provides a comprehensive suite of services
that address employee health and productivity needs.
Our customized educational programs inspire emplay-
ees to make befter lifestyle choices, empower
employees through knowledge to make factually
supperted decisions about their healthcare, provide
information about health plans and choices, offer
assistance with life issues and help employees better
manage their ilnesses.

Qur mission is to aid employers, health plans and the
govemment’s healthcare programs in the overwhelming
task of transforming the heafthcare system from within
by developing better educated, motvated and seff-
enabled consumers. Our integrated health enhance-
ment programs are designed to coach and motivate
participants to develop self-care skills to manage their
conditions, practice prevention, pursue a heatth con-
scious lifestyle, actively seek health and weliness
knowledge and understand the financial and health
impact of their lifestyle decisions.

The disease management component of our heatih
enhancement offering focuses on the nation’s most
costly chronic diseases and episodic conditions: diabetes,
cardiovascular diseases, respiratory disorders, obstetr-
cal conditions, cancer, depression and chronic pain,




THE

HEALTHCARE SYSTEM

CAN BE

COMPLICATED...

A AN N L

EARTIN

People with chronic diseases and high-cost conditions
face a myriad of medications, treatments, directives
and precautions that are part of a plan of care, and
thus, they typically need extra support. Matria's pro-
grams are designed to ensure this support is readily
availabie and proactively provided.

QOur disease management programs achieve
improved health outcomes because they expand on
the processes in foday's medical delivery System.
Even though nearly hatf of the U.S. population has
one or more chronic medical conditions, our medical
delivery system does not proactively manage ongeing
care. For example, if an individual has had a heart
aftack or a siroke, he or she receives the best med-
jcal care and technology the world has to offer — but in
all likelihood the patient did not receive the high-tech

ealthcare, Inc.

clinical support that could have prevented such an
evenl. These kinds of events can be controlled or
prevented, especially if patients follow clinical param-
eters defined for the disease. This is where our dis-
ease management plays a major role. The critical
parameters we implement for gach disease involve
detailed instructions on lifestyle changes and required
clinical events necessary for the patient to regain con-
trol of their disease.

QOur nurses with the aid of our TRAX technology
manage these critical parameters and clinical events.
By combining the human touch of experienced nurses
and other clinicians with the power of TRAX, our
disease management processes improve the course
of freatment.
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ASSESSMENT CLINICAL
AND RISK MANAGEMENT
STRATIFICATION AND ADMINISTRATION

Participant Identitication Racruiiment
Disease ldentification Enroliment
Severity Stratification Risk Assessment
Predictive Modeling Re-stratification
Education

Clinical Intervention
Compliange Monituring
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PATIENTS +

Qur disease management services emphasize a multi-
disciplinary approach to care that involves our clinicians
working jointly with physicians to oversee the adherence
to treatment ptans. We focus on the management of
the patlent's behavior between visits o their physician, the
impravement of the patient's compliance with the physi-
cian’s care plan and the avoidance of controllable and
costly events such as emergency room visits and hospital
admissions. Our disease management programs encour-
age proactive treatment of chronic diseases, including
routine check-ups and patient self-management tools in
order fo manage costs more effectively.

Matria has invested heavily In call center infrastructure,
our national network of skilled muttidisciplinary clinlclans,
supply distribution channels and information systems to
serve this critical period of patient care, We believe this
approach improves the patient's health oulcome and
thereby decreases the overall costs of healthcare.
Equally as important, it also reduces sick days and
increases productivity for those patients in the work force.

Matria’s disease management programs use sophisticated
information technology through our TRAX system {o
identify individuals who have chronic conditions or whe
are at the highest risk for significant and costly episodes
of illness. The programs offer customized educetion and
clinical support o help these Individuals take more
responsibifity for their disease and avoid preveniable
medical events,

p10
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PHYSICIANS

Our programs were developed in accordance with national
cfinical standards and are designed o ensure patient
compliance with the doctor’s plan of care. Maftria'’s dis-
ease management process includes the following steps:

» Medical claims, laboratory and prescription data from
multiple providers are analyzed to identify and prefim-
inarily stratify individuals af risk for chronic diseases
and high cost conditions.

s Health specialists contact participants by phone
o conduct a mutti-condition risk assessment. The
responses build a detailed medical profile in our TRAX
system,

* Predictive modeling utilzes the prefiminary stratification
and medical profile to amive at a final stratification.

» TRAX develops a risk-specific plan of care based on
national chinical standards that includes cngoing support,
regular inferventions and patient education.

* Qur clinicians make proactive contact depending on
the patient's stratification level and take calls from
patients to counsel and educate, as necessary, Care
plans are provided to the patient and physicians as
clinical counseling begins.

*» (Clinical, compliance and financial outcomes are reportad
on a routine basis.

2003 Annual Report
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As healthcare costs continue to rise with no sign of
abatement, employers and health plans are more
focused than ever on driving down healthcare costs.
With the medical costs on the rise, employers are
frustrated with the impact healthcare is having on their
profit margins and the additional financial burden being
placed on their employees through increased premiums,
co-pays and coinsurance. Self-insured employers are
more proactive in their management of healthcare
costs and increasingly view disease management as &
meaningful, immediate and effective solution to their
healthcare problems,

Patients with chronic conditions account for 95% of all
home healthcare visits, 88% of all prescriptions, 76% of
al in-patient hospital stays and 72% of all physician visits.?
Moreover, healthcare spending to treat chronic diseases
is rapidly rising due to noncompliant patients, unin-
formed patients who select expensive dug therapies,
tack of coordinated systems and protocels to track and
follow-up with high-acuity patients and the inability of
medical professionals to fully address the day-to-day
challenges faced by their patent populations. All of
these trends are causing employers and health plans to
focus on solutions that lower costs through improved
patient health and outcomes.

pt2
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Seli-insured employers are especially affected by these
trends. In addiion 1o double digit increases in direct
healthcare costs, employers are experlencing an
increase in indirect costs associated with absenteeism
and other lost employee productivity.

The National Academy On Aging has found that chronic
diseases are now recognized as a major source of lost
productvity, Estimates of the financial productivity loss from
chronic conditions range from $200 billion to $300 billion
annually. What's more, as the workforce ages, workers
with chronic diseases are more likely to keep working.

Over 50 percent of pecple with heart disease, hypertension
or arthitis continue to stay in the workforce beyond age
45. As a sociely, the largest segment of the population,
the baby boomers, are "graying.” This will continue to
add additional pressure on the system for answers
to rising heaithcare costs. Today, only 3B percent of
employers offer healthcare coverage to retirees, down
from 66 percent in 1988,

LT
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PEOPLE, PROCESS +

Matria's disease management programs are buiit on
a sophisticaled and advanced technology platform and
infrastructure we refer to as TRAX. TRAX seamlessly
integrates massive quantilies of data from multiple
disparate healthcare systems to identify at-risk individu-
als, facilitate the assessment and straftification of
participanis and develop a clinical record. TRAX
incarporates state-ol-the-art predictive modeling tools
to determine the probability that a given patient has a
chronic condition or is at risk of a significant health event
that wil. result in substantial healthcare costs in the near
and longer-term future.

Once participants are identified and enrofled, TRAX
plays an importart role in coordinating patient care and
controlling the information fiow between patients, physi-
cians, employers and payors. In most cases, our disease
management program provides the sole mechanism
where all of the palient’s dinical data from multiple
providers and sources can be accessed and anzlyzed by
a clinician on behalf of the patient.

TRAX alsa recognizes recent emergency room visits,
hospitalizations and other indicators that initiate a patient
contact from our nurse, The systern’s predictive-medeting
process alsc anticipates which patient might need early
interventions to prevent future high-cost medical events.

p14
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Qur programs track and report on a set of Clinical + For palients suffering from congestive heart failure

Performance Indicators (CPls) for each disease or con- {CHF), the clinical standards require that these
dition that we manage. When a patient is managed to patients be on an Ace Inhibitor. Afler our program
these CPls, the result is a healthier patient and lower was implemented, 97% of the participants were
healthcare costs. adhering to the doctor’s prescription and using an
Ace Inhibitor.
To illustrate the behavioral impact our disease manage- + For a corcnary arlery disease (CAD) patient, the plan
ment programs and our clinicians can have, consider of care requires that a patient has a prescription for a
these statistics from one of our employer clients: Beta Blocker drug and keeps their cholesterol LDL

tevels below 100. Curmently, 85% of the patients in
* According to the National Clinical Standards for dabetes, this program have LDL levels below 100.
every diabetic should have a yearly hemoglobin A1C
test and their level should be below 9.5. Now, 88%
of the diabetics in this employer's program have an
A1C level below 9.5.
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VATRIA'S ViZDICAL DIRECTORS ASSIST !N MANAGING THET AEZATH ENHANCEVENT PROCESS

“Ton Monow, M D Dan McCrane, M.,

Chrome and High Cosl Drsondery Cancer

C -;r-lF\\- 5}?
T L AN &g od Ny o=

D S
WEDICAL DELIVERY SYSTEM.

Our health enhancement programs complement primary physician care by coaching patlents who need suppori. Qur programs
provide the physician with citical data and medical management support to enhance their care plan decisions and betler manage their
patient’s health,

The information systems available to most physicians generally serve their biling processes rather than provide them with clinical
information, TRAX collects and reports immense data sets - from claims data, pharmacy prescriptions, lab results, health assessments,
health profiles, clinical inferventions, compliance history and outcomes. Most of this information is made available to the patient’s physl-
cian so they will have & more productive and effective patient encounter.

Matria's staff of highly trained and multi-disciplinary Medical Directors not only provide clinical oversight of our disease management
programs, they alsc provide peer-to-peer counseling to further enhance the treating physician’s knowledge regarding their patient.

[ 3] Matria Healthcare, Inc.




MATRIA TRAINING CENTER

——

CONTINUQUS HEALT 7 {MPROVERMENT,

Our highly irained and experienced clinicians act as an exiension of the treating physician's practice to ensure the patient is complying with
their plan of care. Qur clinicians develop relationships that allow them to become the patient's "healthcare coach® and champion of their self-
management and health improvement initiatives,

Owr asthma, chronic obstructive pulmonary disease, coronary artery disease, congestive heart fallure, diabetes and obstetrics disease man-
agement programs have been awarded Full Patient and Practitioner Accreditation by the National Committes for Quality Assurance (NCQA).
Our cancer program holds full utilization management accreditation from URAC. All 37 Women's Health sites are fully accredited as home
care organizations by the Joint Commission on Accreditation of Healthcare Organizations (JCAHO),

) 18, 209 AUUCREDITED
Aruney HEALTH U LIZATION
Tough January 18, 2006 ALANAGEMENT

"
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*Wa balieva the use of DATA to answaer clinical, operational and
business questions results in valuable INFORMATION. When
this information is used to improve the clinical, operational and
business components of our dissase management program
KNOWLEDGE is generated. The sharing of this knowledge with
our providers and clients helps us to continually redesign and
improve the capabilities and resultant outcomes of our dissase
management programs.”
Marty Clson

== —— oo o
0O GENERIAT S

The importance of sophisticated data integration and analysis capabilities that altow us to document client-specific clinical, functional and
economic outcones cannot oe overstated,

The evaluation of our disease management programs includes the neasurement and management of medical costs, pharmacy costs,
length of hospital stays, use of emergency room faciiities and numerous physiologic and psychosocial parameters that serve as markers
of ciinical status, quality of life, functional status and recidivism.

Matria's Informatics Department manages the reporing and *d‘'scovery™ aclivities relative to our data. These include the routine reporting
of outcomes to our custoners as well as the continuous process of explaring our databases for new information that can reveal emerging
trends and future adverse health related events for our customers, Qur Informatics Department utilizes a number of data warehousing, pro-
fling, analysis and reporting 100's to continually acquire, compile and analyze data from numerous sources. This process of measureent,
evaluation and management is focused on the continued enhancement of our disease management programs.

pia Matria Heatthcare, Inc.



OUR DISEASE

MANAGEMENT

PROCRANS PROBUCE RESLLTS

Outcomes from one of our employer clients after five months of program management demonsirate the rapid cost reduction
achievable for chroric diseases with a well managed comprehensive disease management program.

DIABETES

Use of AIC testing

71% edherence

i AIC values < 9.5 99% <95 !

Hospital days/ 1,000 16% decrease .
$ Savings per identilied mamber par manth $51 .
% Savings per identified mamber per month 10%

CONGESTIVE HEART ACE Inhibitor use 97"% adherence

FAILURE Hospital days/+,000 17% decrease
ER isits/ 1,000 21% reduction
$ Savings per identified member per month $262
% Savings per identified member per month 1%

CORONARY ARTERY Lse of Bata Blocker 30% improvement
i DISEASE Hospital days/1,000 23% docrease .
ER visits/1,000 17% reduction ;
: $ Savings per idenlified member per month $a7 :
3[ % Savings per identified member per month 10%
ASTHMA Hospital Days/1,000 17% decrease
Use of appropriale medications 84% improvemeant
Adherence to Rx management plan 88% adharence
S Savings per identified member per month $42
% Savings per identified member per month 13%
" DEPRESSION Hospilal admits/),000 24% reduction :
Hospital days/1,000 28% decrazse
$ Savings per identified member per month $49
% Savings per identified member per montn 40% |

Quicomes from two full years of management of a diabetic poputation for a large health plan demonstrate the fonger term

impact that comprehensive disease

management can have.

DIABETES

Program savings amount

Program savings %
Progzam retum on mvestment

$7.3 mitllien '
5.43% ;
2.83:1 '

Qutcomes for multiple clients from our programs managing the high-cost episodic condtions of cancer and high-risk obstetrics
demonstrate the improvements attributable to these pregrams.

. CANCER Hospital days/cass 16% raduction
. Averags cost/case 11% docrease
t $ Savings per actwve patient per month $140
% Savings per acthw patient par month 9% !
HIGH-RISK Very low birth weight rate 38% below national average*
OBSTETRICS Pre-term birth rate 26% below national sverage’

NICU days/ 1,000 births
NICU admits/ 1,000 births
$ NICU savings/ 1,000 births

29% raduction®
57% decrease®
$1.2 million
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Selected Financial Data
Amounts in thousands, excepl peér share amounts

The following sets forth selectsd corsclidated financial data with respect to the Company's operations, The data should be read in
conjunction with Management's Discussion and Analysis of Financial Condition end Results of Operations and the consclidated
financial statements and related notes thereto. The statement of operations data for the five years ended December 31, 2003 and
the refated balance sheet data have been derived from the audited consolidated financial statements of the Company.

Years Ended December 31, 2003 2002 2001 2000 1999
Consolidated staternents of operations data:
Revenues™ $328,847 $277.631 $263,983 $225,767 $231,739
Eamings (loss) from cortinuing operations® ™ 1,308 {15,644) 7.925 13,694 31,368
Eamings {loss) from continuing operations

per common share:

Basic $ on $ (168 $ 078 $ 110 $ 306

Diluted on (1.68) 0.76 1.05 2.82
December 31, 2003 2002 2001 2000 1999
Consolidated balance sheets data:
Total assets $333,482 $291,407 $260,623 $268,850 $285,713
Long-term debt, excluding current instaliments 121,070 118,215 114,575 76,996 81,090
Redeemabte preferred stock - - - 41,446 41,005

@ Revenues in 1969 included clinical patient records software and services and infertiiity practice management services. Revenues In 2002 and 2003
inchude Quality Oncology, Inc., acquired October 2002. See Notes 1o Consolidated Firancial Statements included herain.

@ In 2002, the Company recorded a charge of $14,247 in connection with the termination and restructuring of the split-dollar Iife insurance plan.
Ses Notes o Consolidated Financial Statements included herein.

# As a result of implementing Statement of Financial Accounting Standards No. 142, Gooowd and Other intangle Assats, in January 2002, the
Company discontinued amortization of goodwill in 2002, Amertization of gocdwill was approdmately $6,267, $9,243 and $8,878 in 2001, 2000
and 1899, respectively,

 Restructuring charges in 2000 of $1,599 relate to costs of exiting the clinical patent records software business, Restructuring charges in 1599
of $4,241 relate to exit costs, including future lease payments, severance and capital squipment wiite-downs, of closing selected monitoring faciities
of the Women's Health segment.

® Other Income for 2000 and 1999 included gains on sales of shor-term invesiments of $6,077 and $17,349, respectively.




Management's Discussion and Analysis of Financial Condition and Results of Operations

The following discussion and analysis should be read in conjunction with the other financial information and consolidated financial
statements and related notes appearing elsewhere in this Annual Report. The discussion contains forward-looking statements that
involve risks and uncertainties. Actual results could differ materially from those anticipated in the forward-iooking statements as a
result of a variety of factors, including those discussed in "Risk Factors® in our Annual Report on Form 10-K for the year ended
December 31, 2003. The historical results of operations are not necessarily indicative of future results.

EXECUTIVE OVERVIEW | o i oo e+ s e et s e i
We provide comprehensive, integrated disease management services and related products that offer cost-saving solutions for many
of the most costly medical conditions and chronic diseases, including diabetes, cardiovascutar diseases, respiratory disorders,
obstetrical conditions, cancer, depression, chronic pain and hepatitis C. We emphasize a multidisciplinary approach 1o care that
involves our clinicians working with physicians to oversee the adherence to treatment plans. We focus on the management cf
patients between visits to their physician, the improvement of the patient’s compliance with the physician's care plan and the aveid-
ance of controllable and costly events, such as emergency room visits and hospital admissions. We have invested heavily in disease
management information technology, call center infrastructure, a national network of skilied multidisciplinasy cliniclans and supply
distribution channels to serve this critical aspect of patient care.

We have two reporiable business segments: Health Enhancement and Women's Health.

* Health Enhancement Our Health Enhancement segment provides disease management programs and related pharmacy,
laboratory and supplies services. The disease management services target patients with chronic diseases or other high cost
medical condifions, those at risk of developing such a health problem and the emerging pharmaceutical market in support
of complex drug therapies. In addition, the segment offers diabetes disease management services and supplies in Gemmany
and includes Facet Technologies, a leading designer, developer, assembler and distributor of products for the diabetes mar-
ket. Facet serves large medical device manufacturers and distributors of blood glucose test kits and other point of care test
kits, with an estimated 40% to 50% of the world market share in standard lancets, lancing devices and safety lancets used
by diabetes patients to obtain blood samples for testing blood glucese levels.

* Women’'s Heslth Our Women's Health segment offers a wide range of clinical and disease management services
designed to assist physicians and payors in the cost-effective management of matemity patients. In addition, we recently
announced a strategic initiative to provide services for infants and children through neonatal intensive care case management
ang delivery of specialty pharmaceuticals.

Our disease management customers include prmarly Fortune 1000 employers, health plans, Medicare and Medicaid

programs, pharmaceutical companies and patients.

INDUSTRY FACTORS ...

Total healthcare spending in the United States is expected to exceed $1 trillion in 2004, with predictions that heatthcare spending
may further double by 2011. According to the Centers for Disease Control, a majority of that spending is attributed to the more
than 125 million Americans suffering from chronic diseases. In particular, patients with chronic conditions account for 96% of all
home healthcare visits, 88% of all prescriptions, 76% of all in-patient hospital stays and 72% of all physician visits. Moreover,
healthcare spending to treat chronic diseases is rapidly rising due to noncompliant patients, uninformed patients who select expen-
sive drug therapies, lack of coordinated systems and protocols to track and follow-up with high-acuity patients and the inability of
medical professionals to fully address the day-to-day challenges faced by their patient populations. These trends are causing healthcare
industry participants to focus on solutions that lower costs through improved patient health and autcomes.

Employers are especially affected by these trends. in addition to double digit increases in direct bealthcare costs, employers
are experiencing an increase in indirect costs associated with absenteeism and other lost employee productivity. The National
Academy on Aging has found that chronic diseases are now recognized as a major source of lost productivity, estimating that the
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tolal dollar loss from chronic conditions ranges from $200 bilion to $300 billion annually. Employers are seeking solutions to the
impact healthcare is having on their profit margins and the additional financial burden being placed on their employees through
increased premiums, co-pays, coinsurance and deductibles. Employers are more proactive in their management of healthcare costs
and increasingly view disease management as a meaningful and effective tool to address their healthcare problems,

The Medicare program has also been significantly affected by the rising costs of healthcare due to the general aging of the
population and the increased prevalence of chronic and high cost conditions among the elderly. Studies have shown that a relatively
small number of beneficiaries with certain chronic iinesses - asthma, diabetes, congestive heart fallure and related cardiac condi-
tions, hypertension, coranary artery disease, cardiovascular and cerebrovascular ¢onditions, and chrenic lung disease ~ account for
a disproportionate share of Medicare fee-for-service expenditures, Patients with these conditions typically receive fragmented care
from providers at multiple sites, and require repeated hospitalization. Pursuant to recent Medicare reform legislation, disease
management demonstration programs will be estabtished in ten regions of the country to test whether praviding coordinated-care
seivices lo Medicare fee-for-senice beneficiaries with complex chronic conditions can yield better clinical outcomes without increasing
program costs. The federal government has indicated that it will select private providers 1o implement the programs. In addition, a
number of states are pursuing disease management pilots in their Medicaid programs. Recently, the Centers for Megicare and
Medicaid Sanices, or CMS, issued a release urging states to adopt disease management programs and announcing the avallability
of federal matching furding.

BUSINESS STRATEGY = . . . . e . RO
Qur goal is {o further expand our position as a leading provider of disease management services. We seek to achieve this goal by
pursuing the following strategies:

Capltalize on cur Position as an Industry Leader In the Disease Management Market We believe our extensive experience,

established infrastructure and list of existing customers provide us a significant competitive advantage as we seek to capitalize on

the growing market {or disease management. We have more than 15 years of experience in providing disease management and
related services. Our established infrastructure includes our proprietary TRAX™ technology platform, call center operations located
throughout the United States, supply distribution channels and a national network of skiled multi-disciplinary clinicians.

Leverage Our TRAX™ Tachnology We will continue to make significant investments in TRAX™ in order to better identify patients

for intarvention and improve treatment plans for these identified patients. A major challenge of disease management programs is to

link the design and monitaring of treatment plans with the actuat clinical services and fulfilment of drugs and related supplies, We
believe that our TRAX™ technology platform is uniquely capable to address this issue and to coordinate both treatment cbjectives
and treatment activities.

Further Penetrate All Key Segments of the Growing Disease Management Market We intend to expand our customer base

within the employer, health plan, Medicare, Medicaid and pharmaceutical markets.

» Employers We have identified this sector as a prime customer target as employers seek to improve employee productivity by

reducing absenteeism and other forms of lost productivily. We have expesienced a significant increase in demand for our disease

management services among employer clients, having been awarded several new employer accounts since September 2003.

Regional and National Health Plans Although health plans have been in the medical management business for several years,

they increasingly ara seeking disease management as an opportunity to minimize medical cost inflation.

* Medicare We expeci to be in & position to bid on Medicare disease managemert programs in the fatter part of 2004,
emphasizing the breadth of our disease management programs and our TRAX™ technology platform in order 1o be selected as
a provider for portions of this Medicare business.

* Medicaid In August 2003, we entered into an agreemen! with Pfizer Inc.'s Heaith Sohutions Group to provide disease
management services to state Medicaid programs under contract with Pfizer, Although Pfizer has not yet been awarded a contract
that would require our services, we believe this alliance represents a significant market opportunity. We intend to pursue
participation in state programs encouraged by CMS in its recent announcement.




* Pharmaceutical Companies We recently implemented a contract with Schering Plough Corp. ‘o provide disease management
services for patients infected with the hepatitis C virus. The program helps patients complete their individualized Pag-Intron therapy
regimen, providing their best chance for achieving sustained viral response.

Continue to Expand Our Service Offering We befiave that the ability to offer customers an integrated, health enhancement
solution of senvices across multiple chronic medical condtions is an increasingly important competitive requirement. We are contin-
vously seeking to expand our product and service offerings. For example, we eniered the cancer disease management field by
acquiring Quality Oncology in 2002, and in 2003 we developed our depression and low back pain management programs and
expanded our case management services through the acquisition of Options Uniimited Comprehensive Rehabilitative Services, Inc.,
or Options Uniimited.

Cross-Selling Within Qur Company We believe there is a significant opportunity to expand our disease management business

by cross-selling other products and services to existing customers as they realize the cost savings and better patient outcomes that

our programs provide.

Our disease management programs included 14.2 million covered lives as of December 31, 2003 compared with 7.2 miliion
and 3.0 million as of December 31, 2002 and 2001, respectively. In the fourth quarter of 2003, we announced our plans to initiate
disease management programs with a number of employers and heatth plans prior to the end of the first quarter of 2004. tn addition,
the pipeline of employer and health plan accounts in various stages of discussions is more than double the prior year. While the
magnitude of growth in new accourts provides us with challenges, we have an established framework for assisting employers and
health plans in managing and integrating their disease management programs, We have expansion capacily in our call centers
and have continued the rapid development of our TRAX™ technology platform and capabilities for the disease management
precesses and refated connectivity and integration. We do not foresee any abnormal pricing pressure relative to our disease
management programs over the next year.

Medical statistics indicate that one in eight births is preterm, with that number on the rise, Preterm deiivery is the leaging cause
of neonatal mortality and birth-related morbidity and results in significantly higher cost than full-term pregnancies. Our Women's
Heaith segment's services have proven effective in extending pregnancy and reducing cests. However, the reimbursement rates
have been decreasing for such services, and patient access to services that manage high-risk pregnancies has been reduced,

ACQUISITIONS AND EXPANSION OF SERVICES et e e+ e e

We recently announced a strategic initiative to provide services for infanis and children through neonatal intensive care case
management and delivery of specialty pharmaceuticals. In connection with this initiative, we ara changing the name of cur Women's
Health segment to Women's and Chikdren’s Health in 2004,

In August 2003, our Women's Health segment expanded its service offering to include 17P administration service for women
at risk for recurrent preterm defivery, 17P, a drug therapy that may prolong pregnancy, is being increasingly prescribed by physicians.

In August 2003, we entered into an agreement with Pfizer, Inc.'s Health Solutions Group to provide disease management
services to Stale Medicaid programs under contract with Pfizer. Atthough Pfizer has not yet been awarded a contract that would
fequire our services, we believe this aliance represents a significant opportunity. :

Effective October 1, 2003, we purchased certain assets of Options Unlimited, a healthcare and disability management firm
specializing in case and utilzation management for health plans, hird-party administrators and employers. We are integrating
Opliens Unlimited's case and utiization management services with our existing disease management services and offering these
services to heatth plans and empioyers.

In December 2003, we enterad into a contract with Schering Plough Corporation to provide disease management services for
individuals infected with the hepatitis C virus who are being treated with Schering Plough's drug therapy.
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We acquired three new businesses in 2002. In February, we acquired certain assets of ChoicePoint Health Systems, Inc.
(*ChoicePoint”), a direct-to-consumer laboratory testing facility headquartered in Kansas, which serves the diabetes, cardiovascular
and hypertension patient populations. These assets are held by our subsidiary, Matria Laboratories, Inc., or Matria Labs. In June,
we acquired MarketRing.com, inc., or MarketRing, a healthcare information technology company. MarketRing has certain proprietary
technology that we had previously licensed and currently utiize with our TRAX™ disease management system. We infend to utilize
this technology to facilitate the development of sophisticated website portals for patients, physiciens, payors and employers under
our current and future disease management contracts. Our financia! statements include the operations of Matria Labs effective
February 7, 2002 and those of MarketRing commencing on June 14, 2002,

On September 30, 2002, we completed our acquisition of all of the issued and cutstanding stock of Quality Oncology, Inc.,
or QO, a national provider of cancer disease management programs, from LifeMetrix, Inc., or LifeMetrix. This acquisition broadened
our capability fo offer health plans and employers a single source for multiple disease management services. In this acquisition, we
also acquired from LifeMetrix its Integrated Care Management System and its rights in Cancerpage.com™ and other assets related
to its cancer disease management business. Results of operations of QO were reflected in our financial statements effeciive
October 1, 2002

In April 2002, we introduced our cardiovascular disease management pregram, which includes the management of patients
afficted with coronary artery disease and congestive heart fallure.

In November 2002, we added disease management programs for depressfon and chronic pain to our service offerings,

In February 2001, we sald the business and certain assets of Quality Diagnostic Services, Inc., or QDS, a cardiac event
monitoring company. Qur consolidated financial statements reflect QDS as a discontinued operation for all periods presented.

COMPONENTS OF REVENUES AND EXPENSES

Revenues Revenues for our Women's Health segment are generated by providing services through patlent service centers.
Revenues from this segment are recognized as the related services are rendered and are net of contractual allowances and related
discounts. Our Health Enhancement segment provides services through its patient service centers, provides supplies to patients
primarlly on a mail-order basis, and designs, develops, assembles, packages and distributes diabetes products. Revenues for serv-
ices are recognized when services are provided, and revenues from product sales are recognized when products are shipped.
Revenues from this segment are recorded net of contractual allowances and other discounts.

Qur clinicel services and our supply business are reimbursed on a fee-for-servica or per item basis. Other aspects of disease
management, however, are paid for primasily on the basis of (i} monthly fees for each employee or member enrolled in a health plan,
(i) each member identified with a particular chronic disease or condition under contract, (iil) each member enrolled in our program
or (iv) a fixed rate per case. Billings for certain services occur in advance of services being performed. Such amounts are recorded
as uneamed revenue in the balance sheet and revenue Is recognized as senices are performed.

In 2003, our revenues were derived from the following types of customers: approximately 48% trom third-party private payors
(including employers and pharmaceutical companies), 22% from original equipment manufacturers and distributors, 16% from
foreign healthcare systems and 14% from domestic govemment payors.

Cost of Revenues Cost of revenues consists primarily of ¢hnical labor and supplies related to the provision of senvices, cost of
materials purchased and labor in the assembly and distribution operations.

Selling and Administrative Expenses Seling and administrative expenses include salaries, incentives, benefits and related
expenses for personnel in sales, customer service and administrative activities, faciity and marketing costs and legal, accounting
and other professional fees.




RESULTS OF OPERATIONS | s e et oot s+
2003 Compared to 2002 The following table summarizes key components and variations in our financial statements to facilitate
understanding of our results of operations. An explanation of the results foliows the table.

(amounts in thousands) o 2003 2002 Variance Variance %

Revenues $326,847 $277.631 $49,218 17.7%
Health Enhancement 232,453 179,535 52,918 205%
Women's Health 84,423 98,158 (3,735) (B38)%

Cost of revenues 190,923 164,208 26,625 16.2%
% of revenues 58.4% 55.2%
Health Enhancement 148,350 120816 27534 22.8%

% of revenues £3.8% 67.3%
Women's Health 42,602 43,544 (942) (2.2)%
% of revenuss 45.1% 44.4%

Saelling and administrative expenses 101,837 91,970 9,857 10.7%
% of revenues N.2% B4R

Charges from termination of retirement plan - 14,247 (14,247)

Provision for doubtful accounts 8,609 9,955 (1,346} (13.5)%
% of revenues 2.6% 36%

Interest axpense 14,327 14,042 285 2.0%

Other incoms (expense), net 1,457 3,119) 4,576

Errnings (loss) from continuing operations
bafore income taxes 12,532 (20,144) 32,676

Income tax {expense) benefit . L (5,226) A5 {9,726)

Revenues increased $49.2 million, or 17.7%, in 2003 compared to 2002, This increase resulted from strong growth in our
Health Enhancement segment, where revenues increased $52.5 million, or 29.5%. Of this increase, $12.7 million, or 7.1%, was
attributabie to the acquisition of QO, etfective October 2002, The remaining growth was attained primarily in the disease manage-
ment component of this segment, which experienced an additional $32.6 million increase over 2002. The increase was due to a
higher volume of mail-order shipments of supplies, an increase in covered lives of new and existing accounts, along with a favorable
exchange rate impact. In addition, Facet's revenues increased $7.3 milion over the prior year, primarlly due to higher sales volume.
Revenues in our Women'’s Heaith segment decreased $3.7 million, or 3.8%, In 2003 compared to 2002 due primarily to a contin-
ued decline in the patient census for preterm labor management services and lower rates of revenue per day of service in 2003
Health ptans have been limiting patient access to services that manage high-risk pregnancies.

Cost of revenues as a percentage of revenues decreased to 58.4% in 2003 from 59.2% in 2002. The cost of revenues as
a percentage of revenues in our Health Enhancement segment decreased due to the following factors: the effects of our acquisi-
tion of Q0, whose cost of revenues as a percentage of revenues was fower than for other components of this segment; improved
margins In disease management services due to the leveraging Impact of higher revenues; and the effect of higher revenue and
improved margins in the pharmacy and supplies division related to operational efficiencies. The decreases In our Health
Enhancement segment were partially offset by an increase in the cost of reverues as a percentage of revenues in our Women's
Health segment. The Women's Health increase in cost of revenues as a percentage of revenues was primarily the result of a change
in the patient drug therapy mix and lower rates of revenue per day of service In 2003,

Selling and adrinistrative expenses as a percentage of revenues decreased to 31.2% in 2003 from 33.1% in 2002. The
decrease in this percentage was primarily due to special items in 2002, Selling and adminisirative expenses in 2002 included a non-
cash charge of $2.5 million refated to the retirement of a $3.5 milion note receivable from a former executive. The note, which was
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acquired from a predecessor organization and matured on June 30, 2002, stipulated that the balance could be settled in full by
surrender of collateral consisting of 125,000 shares of our commen stock, generating a charge equal to the ditference between
the book value of the note and the closing market value on June 30, 2002 of the 125,000 shares. Selling and adrrinistrative
expenses for 2002 also included $2.9 million of severance costs. Other fluctuations in 2003 and 2002 generally offset each other.
In 2002, we slse experienced high customer service and other costs associated with manually tracking business processes resulting
from the software flaws encountered upon implementation of a new information system in the pharmacy, laboratory and suppilies
component of our Health Enhancement segment in October 2002, Costs related to supporting the growth in revenue, particulary
in the disease management area, were higher in 2003, offsetting the reduction in customer service and other costs from those in 2002,

On December 31, 2002, we terminated and restructured our split-doflar insurance retirement plan for certain former and
current employees and recorded charges totaling approximately $14.2 milion. The decision to terminate the program, which utilized
split-dollar life insurance as the funding mechanism, was prompted in part by concerns that such a vehicle may ne longer be per-
mitted for some current officers under certain provisions of the Sarbanes-Oxley Act of 2002, as well as anticipation that additional
funding, in excess of amounts originally contemplated, would have been required under the former plan, The plan was terminated
for the group including certain former employees and Matria's Chalrman and Chief Executive Officer, The plan for the other current
employees was replaced by a Supplemental Executive Retirement Plan. The expense of $14.2 million recognized in 2002
represents the net present value of the targeted benefits under the plan (including tax mitigation amounts) of approximately
$13.6 million, and $575,000 related to transaction costs and the net shortfall in the refund of cumulative premiums paid by us. We
satisfied our obligations to participants by relinquishing our collateral interests in the split-dellar policies and through net incremental
payments of approximately $3.1 million {the effect of which was mitigated by the elimination of future premium cbligations of
$3.7 million).

We provide for estimated uncollectible accounts as revenues are recognized. The provision for doubtiul accounts was 2.6%
of revenue in 2003 compared with 3.6% of revenues in 2002. The provision for 2002 included an addition to reserves of $2.0 milllon,
which increased the provision for doubtful accounts for both segments, The provision for doubtful actounts as a percentage of
revenues in our Health Enhancement segment was 2.3% in 2003, compared to 2.6% in 2002. The provision for doubtful accounts
as & percentage of revenues in our Women's Health segment was 3.4% in 2003, compared o 5.4% in 2002, Collection experi-
ence in our Women's Health segment is trending favorably resulting in a decrease in the provision in 2003, The provision is adjusted
periodically based upon our quarterly evaluation of historical collection experence, recoveries of amounts previously provided, industry
reimbursement trends, audit activity and other refevant factors.

Interest expense increased by $285,000, or 2.0%, in 2003 compared to 2002 due to a higher average cutstanding debt
balance offset somewhat by a lower average Interest rate. The weighted average interest mtes (including amortization of
debt discount and expense and gains from terminated interest rate swap transactions) on all cutstanding indebledness was 11.51%
and 11,89% for 2002 and 2002, respectively.

Other income (expense), net, incdluded income of $1.5 million for 2003 compared to expense of $3.1 millon for 2002. 2003
Included income from favorable currency adjustments on a eurc denominated receivable, joint ventures, royalties, collections of
accounts receivable of a former business that had previcusly been written off and other miscellaneous items. Other expense in 2002
included the write-off of approximately $2.5 million related o the original TRAX™ platform, which was made obsclete due to the
latest generation of this software, which was put into production on July 1, 2002, The 2002 amcunt also included a charge of
$692,000 to wiite-off unamertized loan origination cosls associated with the cancellation of our former bank credit agreement (see
*Liquidity and Capital Resources" below where the replacement facility is discussed).

The income tax expense of $5.2 million for 2003 reflected a higher expense than the statutory rate due to state income taxes,
various non-deduclible permanent differences between tax and financlal reporting and a higher foreign Income tax rate, The income
tax benefit of $4.5 million for 2002 reflected a lower benefit than the statutory tax rate due to state income taxes and various non-
deductible permanent differences between tax and financial reporting. Cash outflows for income taxes in 2003 and 2002 totaled




$1.2 milicn and $247,000, respectively, being comprised of federal altemative minimum taxes, state and foreign taxes. As of
December 31, 2003, our remaining het operating losses of $72.6 million, the tax efiect of which is reflected on the balance sheet
in the deferred tax asset, will be available 1o offset future taxable income.

2002 Compared to 2001 The following table summarizes key components and variations in our financial statements to facilitate
understanding of our results of operations. An explanation of the results follows the table.

{Amounts in thousands) 2002 2001 Variance Varance %

Revenues $277.631 $263,983 $13,648 52%
Health Enhancement 179,535 160,872 19,663 12.3%
Women's Health 98,158 104,234 {6,076} (5.8)%

Cost of revenues 164,268 145,685 18,613 12.8%
% of revenues 59.2% 55.2%
Health Enhancement 120,816 103,955 16,861 16.2%

% of revenuas 67.3% 65.0%
Women's Health 43,544 41,853 1,691 4.0%
% of revenues 44.4% 40.2%

Selling and administrative expenses 91,970 76,249 16,721 20.6%
% of revenues 33.1% 28.9%

Charges from termination of retirement plan 14,247 - 14,247

Provision for doubtful accounts 8,955 7575 2,380 31.4%
% of revenues 3.6% 29%

Amortization of Intangible assets 560 9,827 (8,267

Interest expense 14,042 10,392 3,650 35.1%

Other income (expense), net (3,119) (639) (2,480)

Earnings from continuing operations ,
before income taxes (20,144) 14,000 (34,144)

Income tax {expense) benefit 4,500 {6,075) 10,575

Discontinued operations . ®2 020 0 58

Revenues increased $13.6 million, or 5,2%, in 2002 compared to 2001. This Increase resuted from growth in our Health
Enhancement segment, where revenues increased $19.7 milion, or 12.3%. The disease managernent component of this segment
contribuled revenue growth in excess of 20% in 2002, while Facet's revenues were slightly lower in 2002 compared to 2001.
Revenues in our Women's Health segment decreased $6.1 million, or 5.8%, in 2002 compared to 2001 due primarily to a dacline
in the patient census for preterm fabor management services.

Cost of revenues as a percentage of revenues increased to 59.2% in 2002 from §5.2% in 2001, The increase in this
percentage was due to a significant price increase in one of the primary drugs used in the preterm |abor management program of
our Women's Health segment, combined with a change in this segment's patient drug therapy mix. Also, cost of revenues as a per-
centage of revenues increased in the Facet division of our Health Enhancement segment due to packaging inefficiencies experienced
prior to the installation of a new automated packaging line in July and August 2002, and in the disease management component
of this segment due to additional fabor ¢osts incurred during the implementation phase of new disease management contracts.
Facet also experienced higher costs of revenues as a percentage of revenues due to price concessions provided to customers that
exceeded supplier cost reductions,

Selling &nd administrative expenses as a percentage of revenues increased to 33.1% for 2002 compared to 28.9% for 2001,
Seling and administrative expenses in 2002 included a non-cash charge of $2.5 milion related to the retiremeni of a $3.5 million
note receivable from a former executive acquired from a predecessor crganization and $2.9 million of severance costs, contributing
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to approximately half of the percentage increase. The remainder of the increase in this parcentage was primarlly due to increases
in custorer service and other costs associated with manually tracking business processes resuiting from the software flaws encoun-
tered upon implementation of the new information system in the pharmacy, laboratory and supplies component of our Health
Enhancement segment in Octaber 2002. This percentage also increased in 2002 because of higher amortization of direct-response
advertising costs and increased customer service expenses needed to support higher revenue levels in our Health Enhancement
segment. Selling and administrative expenses as a percentage of revenue decreased in our Women's Health segment in 2002
compared to 2001 due to consolidation of patient service centers.

On December 31, 2002, we terminated and restructured our split-doflar insurance retirement plan for certain former and
current employees and recorded charges totaling approximately $14.2 million.

We provide for estimated uncollectible accounts as revenues are recognized, The provision for 2002 included an addition to
reserves of $2,0 million, which increased the provision for doubtful accounts for both segments. As a result, the proviston for doubtfut
accounts as a percentage of revenues in our Health Enhancement segment was 2.6% in 2002, compared to 1.6% in 2001, The
provision for doubtful accounts as a percentage of revenues in our Women's Health segment was 5.4%, compared to 5.0% in
2001. The provision is adjusted periodically based upon our quarterly evaluation of historical collection experience, recovernies of
amounis previously provided, industry reimbursement trends, audit activity and other relevant factors.

As a resull of implementing Statement of Financial Accounting Standards No. 142, Goodwil and Other Intangibie Assels, in
January 2002, we discontinued amortization of goodwill in 2002. Amortization of goodwill was approximately $9.3 million in 2001,

Interast expense increased by $3.7 million, or 35.1%, in 2002 compared to 2001 due to having a full year's interest on our
11% senior notes in 2002 compared to approximately six months of interest in 2001 (issued in July 2001} and tesser principal
amounts outstanding at a lower average interest rate under our former bank credit faciity in the first half of 2001, The proceeds
from our senior notes were used to repay all amounts outstanding In July 2001 under the bank credit facility and to repurchase &l
shares of preferred stock (and thereby eliminate thelr dividend requirements), common stock warrants and subordinated acquisition
notes. This increase was net of the $1.5 milkion benefit in 2002 and $633,000 benefit In 2001 from our interest rate swap arrange-
ments (discussed below in “Liquidity and Capital Resources”). The weighted average interest rate on outstanding indebtedness was
11.89% in 2002 and 10.70% for 2001.

Other income (expense) for 2002 included the write-off of approximately $2.5 million related to the original TRAX™ platform,
which was made obsolete due to the latest generation of this software, which was put into production on July 1, 2002. The 2002
amount also Included a charge of $5932,000 to write-off unamortized loan origination costs assotiated with the cancellation of our
former bank credit facility.

The income tax benefit of $4.5 million for 2002 reflected a lower benefit than the statutory tax mte due to state income taxes
and various non-deductible permanent differences between tax and financial reporting. The tax provision recorded for 2001 was
$6.1 million. Cash outflows for income taxes in 2002 and 2001 totaled $247,000 and $1.2 million, respectively, being comprised
of federal alternative minimum taxes, state and foreign taxes.

The operating results of our former Cardiovascular segment, QDS, have been reported, net of tax, as discontinued operaticns.
In 2001, we reflected an estimated loss from discontinued operations and a loss on disposal of discontinued operations totaling
approximately $1.2 milion. An additioral loss of approximately $700,000 was recorded in 2002 as a resutt of greater than expected
costs of collection and lower than expected cash receipts from the retained receivables.

Uncertainties We have learned that a qui tam action has been filed alleging possible improper claims for Medicare payments in
the pharmacy, laboratory and supplies division of our Health Enhancement segment. Because the action is still under seal, we have
not been provided detailed information regarding the allegations. As is required by law, the federal government is conducting an
investigation of the compiaint to determine If it will intervene in this suit. We intend to cooperate fully with the investigation. This
matter is still in its preliminary stages, and we are unable {o predict the ultimate disposition of the action or the investigation. An




unfavorable outcome in the action could subject us to repayment cbligations or loss of reimbursement, substantial fines or penalties
and cther sanctions, which could have a material adversa effect on our financial position and results of operations. Sales o patients
covered by Medicare constitute less than 10% of our total revenues in 2003.

For a discussion of other risks and uncertainties that may affect our business, see *Risk Factors” in ltem 1 of our Annual Report
on Form 10-K for the year ended December 31, 2003.

LIQUIDITY AND CAPITAL RESQURCES | e s i o 0 o e s
As of December 31, 2003, we had cash and short-term investments of $9.0 million. Net cash provided by continuing operations
decreased from $19.9 million in 2002 to $12.0 million in 2003, The improvement from earnings from continuing operations was
more than offset by fluctuations in working capital components, pAmarily increases in accounts receivable and reduced increases in
accounts payable, accrued and other liabilities, somewhat offset by a reduced increase in Inventory levels compared to the prior year.
Net cash provided by continuing operations was $7.9 milion in 2001.

Qur accounts receivable days' sales outstanding, or DSC, were 65 days as of December 31, 2003 compared to 62 days as
of December 31, 2002. The 2008 DSO amount consists of 64 days for our Health Enhancement segment and 68 days for our
Women's Health segment,

In 2002, we terminated previous interest rate swap agreements and received proceeds from the counter party banks of
$3.1 million, which Is being amortized into income as a reduction of interest expense over the remalning term of our senior notes
(through May 2008).

Net cash flows provided by operating activities related to the discontinued operations of QDS were $128,000, $642,000 and
$3.1 million in 20083, 2002 and 2001, respectively. The amounts represent collections of accounts receivable, less payments of
salary costs of personnel retained to collect the accounts receivable and other costs.

Investing Actlvitles Net cash provided by (used In) investing activities totaled $(12.9) million in 2003, ${19.6) million in 2002 and
$9.7 millon in 2001. Capital expenditures of $11.5 milion in 2003, $16.1 milion in 2002 and $8.4 milion in 2001 relate
primarily to the replacement and enhancement of computer information systems. The increase in capital expenditures in 2002 was
due to the implementation of the new $8 million information system in the pharmacy, laboratory and supplies component of our
Health Enhancement segment.

The 2003 cash used in investing activities included $603,000 related to our acquisition of Options Unfimited. The 2002 cash
used in investing activities included $3.5 million for the acquisition of two businesses. In February, we acquired certain assets of
ChoicePoint's tab business for $650,000 in cash. After a 120-day period, CholcePoint reimbursed us $143,000 under a guaran-
tee of collection of acquired accounts receivable. On September 30, 2002, we acquired QO for initial consideration of appraximately
$20 million, consisting of $3 miliion in cash and approximately 850,000 shares of common stock, The common stock s reflected
on our balance sheet at a price of $18.818 per share. The price is the S-day average of the closing stock prices between
June 3 and June 7, 2002, based on a measurement date of June 5, which was the date that the closing stock price fell befow the
$19.148 minimum price in the purchase and sale agreement and the number of shares became fixed. An additional 42,000 shares
were issued In February 2003 pursuant to a purchase price adjustment, Additional consideration will be paid in 2004 based upon
Q0's 2003 operating results, Management currently estimates that the addtional consideration will be approximately $20.5 million.
However, the final amount may be adjusted based on results of a final audit and resolution. The additional consideration will be
payable, al our option, in cash, common stock or a combination thereof, provided that the lesser of 20% of the payment or
$10 millien must be paid in cash, While management has the option to issue common stock and will continue to evaluate its pay-
ment alternatives, management cumently intends to pay the contingent consideration in cash. Therefore, no adjustment has been
made to the number of shares considered in calculating net eamings per diluted common share. [n 2003 and 2002, we recorded
goodwill of approximately $21.3 million and $19.3 million, respectively, in connection with this transaction.
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In addition, we acquired MarketRing in June 2002 in a non-cash transaction. Matria's Chairman and Chief Executive Gfficer
and four other directors of Matria were stockholders of MarketRing. The terms of the MarketRing ecquisition were negoliated by an
independent committee of our Board of Directors and approved by the vote of our disinterested directors. The purchase price was
paid by the issuance cf approximately 268,000 shares of common stock valued at approximately $3.8 mifion (based on the aver-
age closing price of our commen stock during the three-day trading pericd ended June 14, 2002). In 2002, we recorded goodwill
of appraximately $2.8 million related 1o this acquisition. In 2003, we issued approximately 26,000 additional shares related 1o the
acquisition. An additional $419,000 of goodwill was recorded in 2003 related to the acquisition.

The 2001 cash provided by investing activities included the $18.1 million of proceeds from the sale of the business and
certain assets of QDS The proceeds from the sale were used lo repay a portion of our former term loan facility.

Financing Activities In July 2001, we Issued $125 million of 11% senior notes at a discount of 6.5% from the principal amount.
Our senior notes are unsecured and will mature on May 1, 2008, Interest is payable semi-annually in arrears on May 1 and
November 1. Among the covenants under the bond indenture is a requirement to offer to repurchase notes from our annual excess
cash flow, as defined, or from the proceeds received from the sale of assets. In August 2001, we repurchased in the open market
$3.0 millien principal amount of outstanding senior notes, leaving $122 milion outstanding under our senfor notes as of December 31,
2001, Such repurchases in the open market are permitted under the bond indenture and may be applied to reduce the amount
required to be repurchased, al 100% of the principal amount, under the annual excess cash flow repurchase covenant. The August
2001 repurchase fully satisfied the excess cash fiow repurchase covenant for 2001, The annual excess cash flow repurchase
covenant required no repurchases in 2003 and 2002, and no principal was otherwise repald. We are bound by a number of
covenants set forth in our senior notes Indenture. Negative covenants in such instruments limit our ability to, among other things,
incur indebtedness anc liens, pay dividends, repurchase shares, enter into merger agreements, make investments, engage in new
business activities unrefated to our current business or sell assets.

In Juty 2001, from the proceeds of the senior notes, we completed the repurchase of all outstanding shares of our prefarred
stock, retired one million common stock warrants and repaid all amounts putstanding under our former bank credit faciliies and
subordinated acquisition notes. The resufting net gain of $739,000 was included in net eamings available to common sharehclders
in 2001,

in September 2002, we terminated our then existing revolving bank credit facilty. In October 2002, wa entered into a new
revolving credit facility with a borrowing capacity of the lesser of $35 million or 80% of eligible accounts raceivable. The facility is
collateralized by cash, accounts receivable, inventories, intellectual property and certain other of our assets. Borrowings under this
facility bear interest at the LIBOR rate plus 2.9%, and the facility requires a non-utilization fee of 0.6% of the unused bomowing
capacity. Interest and the commitment fee are payable monthly. The facility is effective until October 2005. Thereafter, the term will
be automatically extended for annual successive periods unless either party provides nofice to the contrary not less than B0 days
prior to the end of the period. As of December 31, 2003, $2.4 million was outstanding and $29.4 million was available for
barrowing under this credit facility. Under the revolving credit facility, we are required to maintain certain financial ratios. As of
December 31, 2003, we were in compliance with the financia! covenants in our revolving credit facility and our senior notes.

Proceeds were recaived from participants under our stock purchase and stock option plans tetaling $816,000, $1.9 million
and $3.9 million in 2003, 2002 and 2001, respectively.




Other Factors Affecting Liquidity The following sets forth our future minimum payments required under contractual obligations
as of December 31, 2003:

. Payments Ous by Year
(Amounts in thousands) Total 2004 2005-2008 2007-2008 Thereafter
Long-term debt obfigations $125,00 $ 673 $ 2418 $122,000 3 -
Capital lease obligations 334 159 168 7 -
Operating lease obligations 23,003 5224 85% 6,139 3,045
Purchase obligations BG6 862 4 - -
Acquisition obligation™ ) 20,471 20,471 - - -
T se s S8 SiB4E $3089

" As described above, we have the opticn to pay a portion of this obligation in common stock.

Capital expenditures of approximately $10 million are sstimated in 2004 as we continue to enhance our computer information
systerns. interest payments of $13.4 milton under our senior note will be payable In 2004,

Effective March 5, 2003, we entered into an interest rate swap agreement with a bank involving $50 milion of our 11% senior
notes, which mature in 2008, Under this arrangement, the bank would pay us an 11% fixed rate of interest semi-annually in arrears
on May 1 and November 1. We would pay the bank semi-annually in aears on May 1 and November 1, a variable rate of interest
based on the six-month LIBOR rate plus 7.535% (determined at the end of the period), The variable rate at December 31, 2003
of 8.7542% reflects a rate reduction of 2.2458%. Efiective August 18, 2003, we entered intc a second interest rate swap agree-
ment with the same bank for an additional $25 million of our senior notes with terms &5 described above, except that the vanable rate
of interest for this sacond agreement is based on the six-month LISCR rate plus 6.7450% (also determined at the end of the period),
The variable rate at December 31, 2003 of 7.96842% reflects a rate reduction of 3.0358%. Both transactions were considered to
be hedges against changes in the fair value of our fixed-rate debt obligation and are used ‘o lower our overall borrowing rates. In
January 2004, both interest rate swaps were terminated, resulting in a net balance of approximately $300,000, which will be
amortized into income as an increase to interest expense over the remaining term of the senlor notes (through May 2008).

AHer the swaps were terminated in January 2004, we entered into a new interest rate swap agreement with the bark with a
notional amount of $75 million, Under this amangement, the bank will pay us an 11% fixed rate of interest semi-annually in arrears
on May 1 and November 1, We will pay the bank semi-annually in amrears on May 1 and November 1 a variable rate of interest
based on the six-month LIBOR rate plus 7.100% (determined at the end of the period). Under the swap agreements, we are
required fo maintain cash coflateral with the bank. The collateral requirement is determined based on an initial base amount of
$1.5 million, and varies based on fluctuations in market exposure. As of December 31, 2003, the collatera! totaled $1.7 million,

We believe thal our cash, other fiquld assets, operating cash flows and revolving credit facility, taken fogether, will provide
adequate resources to fund ongoing operating reguirements, planned capital expenditures and contractual obligations through
at least 2004, '

On QOctober 3, 2003, we filed a universal shelf registration statement on Form 5-3 with the Commission refating to $150 million
of common stock, preferred stock, debt securitiss, depositary shares, warrants and units. The regisiration statement became effec-
tive on October 28, 2003. We may publicly offer these securities from time to time at prices and on terms to be determined at the
time of the relevant offerings. We believe that the shelf registration statement will assist in providing us with flexibility In raising debt
and/or equity financing. There can be no assurance, however, that financing will be available in amounts or on terms acceptable o
us, if at all. Any sale of additional equity or convertible securities covered by the registration statement could result in additiona)
gilution to our stockholders,
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CRITICAL ACCOUNTING ESTIMATES . .. .. -
A critical accounting estimate meets two criteria: (1) # requires assumptions about highly uncertain matters; and (2} there would be a
material effect on the financial statements irom either using a different, also reasonable, amount within the range of the estimate in
the current period or from reasonably fikely period-io-peried changes in the estimate, Our critical accounting estimates ane as follows:

Revenue Recognition and Allowances for Uncollectible Accounts Revenues for our Women's Health segment are generated
by providing services through patient service centers. Revenues from this segment are recognized as the related services are
rendered and are net of contractual allowances and related discounts. Our Health Enhancement segment provides senvices through
its patient senice centers, provides supplies to patients primarily on & mail-crder basis, and designs, develops, assembles, pack-
ages and distributes diabetes products. Revenues for services are recognized when services are provided, and revenues from
product sales are recognized when products are shipped. Revenues from this segment are recorded ret of contractual allowances
and other discounts.

Our clinical services and our supply business are reimbursed on a fee-for-service or per item basis. Cther aspects of disease
management, however, are paid for primarily on the basis of () monthly fees for each employee or member enrclted in a heatth plan,
(i) each member identified with a particular chronic disease or condition under contract, (jii) each member enrofled in our program
or (iv) a fixed rate per case. Billings for certain services cccur In advance of services being performed. Such amounts are recorded
as uneamed revenue in the balance sheet and revenue is recognized as senvices are performed. Some of the contracts for these
services provide that a portion of our fees is at risk subject to our performance against these financial cost savings and clinical
criteria. Thus, a portion of our revenues is subject to confimation of our performance against these financial cost savings and
clinical criteria. Estimates for performance under the terms of these contracts and other factors affecting revenue recognition are
accrued in the period the services are provided and adjusted in future periods when final settlement is determined. These estimates
are continually reviewed and adjusted as information refated to performance levels and associated fees become available. These
seviews and adjusiments have not resulted in a material reduction in any recent period of revenue previously reported. For 2003,
less than 5% of our revenues were at risk under these amangements.

A significant portion of our revenues is billed to third-party reimbursement sources. Accordingly, the uitimate collectibility of a
substantial portion of our trade accounts recelvable is susceplible to changes in third-party reimbursement policies. in addition, the
collectibility of all of our accounts recelvable varies based on payor mix, general economic ¢onditions and other facters. A provision
for doubtful accounts is made for revenues estimated to be uncollectible and is adjusted periodically based upon our evaluation of
current industry conditions, historical coliection experience, recoveries of amounts previously provided, industry reimbursement
trends, audit activity and other refevant factors which, in the opinion of management, deserve recognition in estimating the aliowance
for uncollectible accounts. The evaluation is performed at each reporting period for each operating unit with an overall assessment
at the corsolidated level. The evaluation of the monthly estimates of revenues estimated to be uncollectible has not resulted in material
adjustments in any recent period; however, special charges have resulted from certain specific circumstances affecting collectibility.
While estimates and judgments are involved and factors impacting collectibility may change, management believes adequate
provision has been made for any adjustments that may result from final determination of amounts to be collected.

Goodwill and Identifiable Intangible Assets As of December 31, 2003, we reported goodwill and identifiable intangible assets
at carrying amounts of $180.5 million and $1.1 milllon, respectively. The total of $151.6 millon represents approximately 46% of
total assets as of December 31, 2003. Our identifiable intangible assets are amortized over their respective estimated useful lives.
Our goodwill is no longer amortized to expense.

We review goodwill and identifiable intangibles for impairment annually and whenever events or changes in circumstances
indicate that the carrying value may not be recoverable. In testing for impairnent, we calculale the fair value of the reporting units
to which the goodwill and identifiable intangibles relate based on the present value of estimated future cash flows. Based on
the evaluation, management concluded that no impairment of recorded goodwill and intangibles exists at December 31, 2003. The




approach utilized is dependent on a number of factors including estimates of future revenues and costs, appropriate discount rates
and other variables. We base our estimates on assumptions that we believe to be reasonable, but which are unpredictable and
inherently uncertain. Therefore, future Impairments could result if actual results differ from those estimates.

Accounting for Income Taxes We account for income taxes using an asset and liabliity approach. Deferred income taxes are
recognized for the tax consequences of "temporary differences” by applying enacled stalutory tax rates applicable to future years
to differences between the financial statement carrying amounts and the tax bases of existing assets and iiabilities and net operat-
ing loss and tax credit carryforwards. Additionally, the effect on deferred taxes of a change in tax rates is recognized in eamings in
the period that includes the enactment date.

The income tax expense of $5.2 milion for 2003 reflected a higher expense than the statutory rate due to state income taxes,
various non-deductible permanent differences between tax and financial reporting and a higher foreign income lax rate. The income
tax benefit of $4.5 million for 2002 reflected a lower benefit than the statutory tax rate due to state income taxes and various non-
deductible permanent differences between tax and financial reporting. The tax provision recorded for 2001 was $8.1 million. Cash
outflows for incorme taxes in 2003 and 2002 totaled $1.2 milion and $247,000, respeclively, being comprised of federal allemative
minimum taxes, stale and foreign taxes. As of December 31, 2003, our remaining net operating losses of $72.6 million, the tax
effect of which is reflected on the balance sheet In the deferred tax asset, will be avallable to offset future taxable income. Based
on projections of taxable income in 2004 and future years, management believes that it is more likely than not that we will fully realize
the value of the recorded deferred income tax assets. The amount of the deferred tax asset considered realizable, however, could
be reduced if estimates of future taxable income during the carryforward period are reduced.

The above listing is not intended to be a comprehensive [ist of all of aur accounting policies. In many cases, the accounting
treatment of a paricular transaction is specifically dictaled by generally accepted accounting principles, with no need for manage-
ment's judgment in their application. There are also areas in which management’s judgment in sefecting any available alternative
would not produce a materially different resull. See the Notes to Consolidated Financial Statements which contain add:tional
accounting policies and cther disclosures required by generally accepted accounting principles.

Our senior management has discussad the development and selection of the accounting estimates, and this disclosure, with
the Audit Committee of our Board of Directors.

RECENTLY ISSUED ACCOUNTING STANDARDS i e o i ot o
tn November 2002, the Emerging Issues Task Force reached a cansensus on issue No. 00-21, Revenue Arangements with Multipl
Defverables with respect to determining when and how to allocate revenue from sales with muttiple deliverables. The Issue No. 00-21
consensus provides a framework for determining when and how to allocate revenue from sales with multiple deliverables based on
a determination of whether the multiple defiverables qualify to be accounted for as separate unils of accounting. The consensus is
effective prospectively for arrangements entered into in fiscal periods beginning afier June 15, 2003. While we have revenue
arangements with multiple deliverablas, the adoption of this consensus did not, nor is it expected to have, a matedal impact on our
consolidated results of operations, financial position or cash fiows.

in December 2002, the Financial Accounting Standards Board {*FASB") issued Statement of Financial Accounting Standards
("SFAS") No. 148, Accounting for Stock-Based Compensation - Transition and Disclosure - an amendment of FASE Statement
No. 123 ("SFAS 1487. SFAS 148 amended SFAS No. 123, Accounting for Stock-Based Compensation ("SFAS 123, to provide
altemative methods of transition for a voluntary change io the fair value-based-method of accounting for stock-based employee
compensation. This Statement permits two additiona! transition methods for entities that adopt the fair-value-based method of
accounting for stock-based employee compensation. Both of those methods avoid the ramp-up effect arising from prospective
application of the fair-value-based method. In addition, to address concems raised by some constituents about the lack of compa-
rability caused by mutliple transition methods, SFAS 148 does not permit the use of the original SFAS 123 prospective method of
fransition for changes fo the fai-vafue-based method made in fiscal years beginning after December 15, 2003.
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In addition, SFAS 148 amended the disclosure requirements of SFAS 123 to require prominent disclosures in both annual and
interim financial statements about the method of accounting for stock-based employee compensation and the effect of the method
used on reported results. In the absence of a single accounting method for stock-based employee compensation, SFAS 148
requires disclosure of comparable information for all companies regardless of whether, when, or how an entity adopts the preferable,
fair-value-based method of accounting. SFAS 148 improves the prominence and clarity of the pro forma disclosures required by
SFAS 123 by prescribing a specific tabular format and by requiring disclosure in the *"Summary of Significant Accounting Policies”.
In addiion, SFAS 148 improves the fimeliness of those disclosures by requiring their inclusion in financial reports for
Interim periods. We have elected not to adopt the fair-vahie-based method of accounting, and therefore provides the pro forma dis-
closures required by SFAS 123 and SFAS 148, Ouwr disclosures In the Notes to Consclidated Financigl Statements contain all of
the new disclosure requirements.

In January 2003, the FASB issued FASB Interpretation No. 46, Consolidation of Variable interest Entities (FIN 46). In general, a
variable interest entity is a corporation, partnership, trust, or any other legal structure used for business purposes that elther does
not have equity investors with voting rights or has equity investors that do not provide sufficient financial resources for the entity to
support its activities. FIN 46 requires a variable interest entfly to be consolidated by a compary if that company is subject to a majority
of the risk of loss from the variable Interest entity's activities or entitied to receive a majority of the entity’s residual retums or both.
We believe that we have na interests in variable interest entities that will require disclosure or consolidation under FIN 46,

In Aprit 2003, the FASB issued SFAS No. 148, Amsndment of Statement 133 on Derivative hstruments and Hedging Activities
("SFAS 1497). SFAS 149 amended and clarified accounting for derivative instruments, including certain derivative instruments
embedded in other contracts, and for hedging activities under SFAS No. 133, Actounting for Darvative Instruments and Hedging
Actiities ("SFAS 133"). SFAS 149 amended SFAS 133 regarding implementation issues raised in elation to the application of the
definition of a derivative, particulady regarding the meaning of an ‘underying" and the charactenstics of a derivative that contains
financing components. The amendments set forth In SFAS 148 improve financial reporting by requiring that contracts with compa-
rable characteristics be accounted for similarty. In particular, this Statement clarifies under what circumstances a contract with an
initial net investment meets the characteristic of a dervative as discussed in SFAS 133. In addition, it clarifies when a derivative
contains a financing component that warrants special reporting in the statement of cash flows. SFAS 149 was effective for
contracts entered into or modified after June 30, 2003. The adoption of this Statement did not have any significant impact on our
financial condition or results of operations.

In May 2003, the FASB issued SFAS No. 150, Accounting for Certain Financigl instruments with Characteristics of both Liablities
and Equity (*SFAS 150"). SFAS 150 establishes standards for how an issuer classifies and measures certain fingncial instruments
with characteristics of both liabilities and equity. It requires that an issuer classify a financial instrument that Is within its scope as
tiability {or an asset in some circumstances). Many of those instruments were previously classified as equity. This Statement was
developed in response ‘o concemns expressed about issuers' classification in the statement of financial position of certain financial
instruments that have characteristics of both liabilities and equily, but that have been presented either entirely as equity or between
the liabilities section and the equity section of the balance sheet. SFAS 150 wilt have no effect on the balance sheet presentation
of our debt and equity financial instruments.

FORWARD-LQOKING STATEMENTS . ... .. . . ...

This Annual Report, including the information incorporated by reference herein, contains varlous forward-looking statements and
information that are based on the Company's beliefs and assumptions, as well as information currently available {o the Company.
From time to time, the Company and iis officers, directors or employees may make other oral or written statements (including state-
ments in press releases or other announcements) that contain forward-looking statements and information. Without limiting the
generdlity of the foregoing, the words *believe,” *anticipate,” "estimate,” “expect,” "intend,” ‘plan,” *seek” and similar expressions,
when used in this Annual Report and in such other statements, are intended to identify forward-looking statements, although some
statements may use other phrasing. All statements that express expectations and projections with respect to future matters, inchuding,
without limitation, statements relating to growth, new lines of business and general optimism about future operating results, are




forward-looking statements. All forward-tooking statements and information in this Annual Report are forward-looking statements
within the meaning of Section 27A of the Securities Act of 1933, as amended, and Section 21E of the Securities Exchange Act
of 1934 (the "Exchange Act"), as amended, and are intended to be covered by the safe harbors created thereby. Such forward-
looking statements are not guarantees of future performance and are subject to risks, uncertainties and other factors that may cause
the actual results, performance or achievements of the Company to differ materially from historical results or from any results
expressed or implied by such forward-looking staterments. Such factors include, without limitation: (i) changes in reimbursement
rates, policies or payment practices by third-party payors, whether initiated by the payor or legislatively mandated, or uncoflectible
aoccounts in excess of current estimates; (i} the loss of major payors o customers or failure to receive recuring orders from
customers of the mail-order supply business; (i) termination of the Company's exclusive supply agreement with Nipro Corporation
or failure to continue the agreement on the terms cusrently in effect; (iv) impairment of the Company's rights in intellectual property;
(v) increased or more effective competition; (vi) new technologies that render obsolete or non-competitive products and services
offered by the Company; (vii} changes in or new interpretations of laws or regulations applicable to the Company, its cusiomers or
referral sources or failure to comply with existing laws and regulations; (viii) increased exposure to professional
negligence liability; {ix) difficulties in successfully integrating recently acquired businesses into the Company’s operations and uncer-
tainties related to the future performance of such businesses; {x) losses due to foreign cumency exchange rate fiuctuations or
deterioration of economic conditions in foreign markets; (x)) changes in company-wide ar business unit strategies and changes in
patient therapy mix; {xi) the effectiveness of the Company's advertising, marketing and promotional programs; (xii) market acceptance
of the Company’s disease management products and the Company's ability to sign and implement new disease management
contracts; (xiv) inabllity to successfully manage the Company's growth; (xv) acquisitions that strain the Company's financial and
operational resources; (xvi) inability to forecast accurately or eflect cost savings and dinical cutcomes improvements or penalties for
non-performance under the Company's disease management contracts or to reach agreement with the Company's disease
management customers with respect to the same; (xvii) inability of the Company's disease management customers to provide
timely and accurate data that is essential to the operation and measurement of the Company's performance under its disease man-
agement contracts; (xvii) increases in interest rates and (xix) financial penalties for failure to achieve expected cost Savings or
clinical outcomes in the Company's disease management business; (xx) changes in the number of covered lives enrolled in the
health ptans with which the Company has agreements for payment; (d) the availability of adequate financing and cash flows to
fund the Company's capital and other anticipated expenditures, including the contingent consideration payable in connection with
the acquisition of QO; (xxil) higher than anticipated costs of deing business that cannot be passed on to customers; (odi) pricing
pressures; {odv) interruption in the supply or increase in the price of drugs used in the Company's Women's Heatth business;
{0ov) information technology failures or obsolescence or the inabilty to effectively intagrate new technologies; (xxvi) inventory
obsolescence; (i) the outcome of legal proceedings or investigations invelving the Company, and the adequacy of insurance covemge
in the event of an adverse judgment; (ooviii) competition for staff, and (xxix) the risk factors discussed from time to time in the
Company’s SEC reports, including but not limited to, its Annual Report on Form 10-K for the year ended December 31, 2003.
Many of such factors are beyond the Company's ability to control or predict, and readers are cautioned not te put undue refiance
on such forward-looking staterments. The Company disclaims any obligation o update or review any forward-looking statements
contained in this Annual Repori or in any statement referencing the risk factors and other cautionary statements set forth in this
Annua! Repart, whether as a result of new information, future events or otherwise, except as may be required by the Company's
disclosure abligations in filings it makes with the Securities and Exchange Commission (the "Commission”) under federal securities laws.

QUANTITATIVE AND QUALITATIVE DISCLOSURE ABOUT MARKET RISK . ... . e

We are exposed to market risk from changes i interest rates on long-term debt and foreign currency exchange rate risk.

Qur primary interest rate risk relates to our interest rate swap facilities, which are based on the six-month LIBOR rate. Two
swaps with a combined notional amount of $75 million were terminated in January 2004. Ater the swaps were terminated, we
entered into a new Interest rate swap agreement with the bank with a notional amount of $75 million. Under this arrangement, which
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matures in 2008, the bank will pay us an 11% fixed rate of interest. We will pay the bank a variable rate of interesi based on the
six-month LIBOR rate plus 7.1000%. Based on the LIBOR rate as of December 31, 2003, the rate would have been 8.3192%.
The annual benefit under the interest rate swap is estimated to be approximatety $2.0 milien, based on the LIBOR rate as of
December 31, 2003. A hypothetical two percentage point increase in the LIBOR rate for a duration of one year would result in
additional interest expense of approximately $1.5 million.

Our operations oulside the United States, with sales denominated in currencies other than the U.S. dollar {primarily in
Germany), generated approximately 16% of total revenues in the year ended December 31, 2003, In the normal course of
business, these operations are exposed to fluctuations in curency vahes. In addition, we have certain receivables and payables
denominated in currencies other than the U.S. dollar, primarily the euro. We do not consider the impact of currency fluctuations to
represent a significant risk and have chosen not to hedge its foreign currency exposure. Based on results of 2003 and balances as
of December 31, 2003, a hypothetical 10% change in the cumency exchange rates would impact annual pre-tax eamings by
approximately $900,000.

RECONCILIATION OF NON-GAAP FINANCIAL MEASURES. . o i s o s e

Years ended Dacember 31, 2003 2002 2001
Reconcilation of opereting eamings (loss) as reported lo operating eamings
befora special charges and amortization of intangibles:

Operating eamings (kss) $24,918 $ (3,399 $24,647
Speciat charges included in operating eamings:
Charges from restructure and termination of retirement plan - 14,247 -
Witte-off of cbsolete technology investments and other assets - 585 -
Additional accounts recefvable reserves - 1,996 -
Retirement of note receivable from former executive - 2,473 -
Amortization of intangibles 560 560 9,827
Operating eamings before special charges and amortizaton of infangibles $25,478 $ 16,462 $34,474

Reconcilation of net earnings (loss) available to common shereholdars as reported
to net earnings avzilable to common shereholders before special itams:

Net earnings (loss) available ta comman shareholders $ 7,306 $(16,326) $ 5,561
Special charges, net of tax - 16,607 356
Loss from discontinued operations, net of tax - 682 1,240
Net gain on repurchases of preferred stock - - (739
Net eamings available to common sharehokders before special ilems $ 7,308 $ 963 $ 6418

Reconcilstion of net earnings (loss) per diluted common share to
net eamings per diluted common share before spacial items:

Net eamings (loss) per diluted common share $ oM $ (1.75) $ 062
Sperial chamges, net of tax - 1.78 0.04
Loss from discontinued operations, net of tax - 0.07 0.14
Net gain on repurchases of preferred stock - - {0.08)
Net eamings per diluted common share before special items $ ont % 010 $ 072
Schedule of $Spacial Charges:
Charges from restructure and fermination of retiement plan $ - $ 14,247 $ 737
Write-off of obsolete technology investments and other assets - 3,068 (94)
Additional accounts recevable reserves - 1,895 -
White-off of unamortzed loan costs - 692 -
Retirement of note recetvable from former executive - 2473 -
Other o - - 3
Total special charges - 2,476 640
Income tax benefit - (5,869) (284)

Total special charges, net of tax o $ - $ 16,607 $ 3B




Consolidated Balance Sheets
Amounts in thousands, excapt per share amounts

December 31, » 2003
Assots
Cument assets:
Cash and cash equivalents $ 9008
Short-term investmenis -
Trade accounts receivable, less allowances of $7,357 and
$7.661 at December 31, 2003 and 20072, respectively 82,822
Other receivables 3,76%
Inventories 27,312
Prepaid expenses 6871
Deferred income taxes . 6,664
Total current assets ' 116,436
Property and equipment, net 30,750
Intangible assets, net 151,555
Defemed income taxes 26,524
Other assets . 817

e e rmm e e e o e - WA ——— e = - -

Liabilities and Shareholders’ Equity

Current liabilties:
Current instaliments of fong-tem debt $ 832
Accounts payable, principally frade 4,007
Accrued liabiities ) . 41,208
Total current liabilies 83,055
Long-term debt, excluding current Instaliments 121,070
Other long-term liabilities 5,810
Total tabities - 209,835

Common sharehoiders' equity:
Common stock, $.01 par value. Authorized 25,000 shares; Issued and

outstanding 10,189 and 10,051 at December 31, 2003 and 2002, respectively 102
Additional paid-in capital 313.008
Accumulated deficht (150,08%)
Accumulated other comprehensive eamings (loss), net of income taxes 402

Total common shareholders' equity 123,547

Commitments and contingencies (Notes 3, 8,9 and 10)
$ 333,482

See accompanying notes to consolidated financial statements.

$ 5500
140

49,693
2,547
26,757
7,582
5018
97,237
26,76
130571
30,848
6,035

$ 743
35177
18,761
54,681

118215
473
177,627

101
311,062
(197,31

(12)
113,780

. $2o 407
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Consolidated Statements of Operations
Amounts in thousands, except per share amounts

Years ended Decernber 31,

Revenues
Net revenues from services
Net sales of products
Total revenues

Cost of reverues
Cost of services
Cost of goods sold
Total cost of revenues
Seling and administrative expenses
Charges from teamination of retirement plan
Provision for doubtiul accounts
Amortization of intangitle assets
Tota! operating expenses
Operating eamnings (koss) from continuing operations
Interest income
Interest expense
Other income (expense), net
Eamings {loss) from continuing eperations before income taxes
Income tax benefit (expense)
Eamings (loss) from continuing aperations
Loss from discontinued operations, net of income taxes
Loss on disposal of discontinued operations, net of income taxes
Net eamings (loss)
Redeemable preferred stock dividends
Accretion of Series B redeemable preferred stock
Net gain on repurchases of preferred stock

_ Net eamings (loss) avaiable to common shareholders

Net eamings {loss) per common share:
Basic
Continuing operations
Discontinued operations

Diluted:

Continuing operations
Discontinued operations

Weighted average shares outstanding:
Basic
Dituted

See accompanying notes to consolidated financial statements.

2003

$251,209
75,638
326,847

140,558
50,325
180,923
101,837
8,608
560
301,929
24918
484
{14,327)
1,457
12,632
(5,226)
7,306

$ om

$ on

10,132
10,361

2002

$209,350
68,281

277631

117,035
47,263
164,208
91,970
14,247
9,955
560
281,030
(3,399
416
{14,042
(3,119)
(20,144)
4,500
(15,644)
(124)
(558)
(16,326)

$(16,326)

$ (169
©on
$ (1.79)

$ (1.68)
0.07
$ (178

9,309
8,309

2001

$19513

3

8,870
263,983

101,789
43,696
145,685
76,249
7575
9,897
239,336
04,647
384
(10.392)
(639)
14,000
(6,075)
7,925
(455)
(785}
6,685
(1,638}
(225)
738

5561

6.78
(0.14)
0.64

Q.76
(0.14)
0.62

B748
8,992




Consolidated Statements of Cash Flows
Amounts in thousands

Years ended December 31,
Cash Flows from Operating Activities:
Net earnings {loss}
Loss from discontinued operations, net of income faxes
Eamings (loss} from continuing aperations
Adjustments to reconcile to net cash provided by operating activities:
Depreciation and amortization
Amortzation of debt discount &nd expenses
Provision for doubtful accounts
Deferred tax expense (benefit)
Non-cash charges from termination of retirement plan
Proceeds from fermination of interest rate swap agreements
Non-cash loss on setflement of note receivable
Non-cash write-off of computer software
Gain on sale of investment
Changes in assels and Habilities, net of effect of acquisitions:
Trade accounts receivable
Inventories
Prepaid expenses
Other current assets
Intangible and other noncument assets
Accounts payable
Accrued gnd other liabilites
Net cash provided by continuing operations
Net cash provided by discontinued operations
Net cash provided by cperating activities
Cash Flows from Investing Activities:
Purchases of property and equipment
Purchases of property and equipment refated to discontinued operations
Acquisition of businesses, net of cash acquired
Proceeds from sales of short-term investments
Purchases of investments, net
Proceeds from disposition of business
Net cash provided by (used in) investing activities
Cash Flows from Financing Activities:
Net borrawings (repayments) under credd agreement
Proceeds from issuance of debt
Principal repayments of long-term debt
Proceeds from issuance of common stock
Proceeds from issuance of senior notes
Repurchase of redeemable preferred stock
Repurchases of common stock end warrants
Preferred stock dividend payments
Net cash provided by {used in) financing activities
Efiect of exchange rate changes on cash and cash equivalents
Netincrease (decrease) in cash and cash equivalents
Cash and cash equivalents at beginning of year
Cash and cash equivalents atend of year
Supplemental disclosures cf cash paid for:
Interest
_.Incometaxes - _
Supplernental disclosure of noncash investing and financing eclivities:
. Equipment acquired under capital lease obligations

Sea accompanying notes 1o conselidated financial statements.

2003

$ 7.306

7,308

8,260
1,092
8,609
2,763

{56)

(,427)
(681)
m
(929)
{1,363)
. 5,840
1,890
12015
128
12,143

(11,512

{603)
154
N

(12,888)

2418
1,919
(1,923)

B16

3,180
1,073
3,508
5,500

$ 8008

. $13970
% 1185

$ 17

2002
$(16,326)
682
(15,644)

7513
1,903
9,956

(5|8w)
9,409
3,053
2,508
2,494

(6,342)
(5.307)
(QI?“)
1201
(2,140)
12,249
7,078
19,880
642
20522

{16,100
{3,526}

{19,626)

1462
Q7
1,858

1,303
1,318
3517
1,883

. 8,550

312445
397

8 »®5

(19,509}
(4,271}
{3,388}
(1,552)
(1,311

1,369
550
7947
3,056
11,003

(8,386)
(n

18,076
9673

{72,669)
1.013
(19,069)
3,892
111,840
(40,931)
{4,346)
(2.438)
(22,608)

{1.932)
3915
$ 1983

$ 9428,

$ 1,184

V8.
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Consolidated Statements of Shareholders' Equity and Comprehensive Earnings (Loss)

Amounts in thousands

Balance, January 1, 2001
Issuance of common stock:
Exercise of employee stock options
Employee stock purchase plan
Conversion of subordinated debentures
Tax beneft from exercise of
employee stock options
Repurchase of common stock
Repurchase of wamants
Accretion of Series B redeemable
prefemed stock
Dividends ¢n redeemable oreferred stock
Net gain on repurchase of preferred stock
Net eamings
Change in foreign currency translation
adjustment, net of income taxes
Change in unrealized appreciation on
available-for-sale securibes, net of tax
Balance, December 31, 2001
Issuance of comman stock:
Exercise of employee stock options
Employee stock purchase plan
Acquisition of businesses
Tax benefit from exercise of employee
stock options
Refirement of note receivable from sharehcider
Net loss
Change in foreign cumency transtation
adjustment, net of Income taxes
Change in unrealized appreciation on
available-for-sale securities, net of tax
Balance, December 31, 2002
{ssuance of common stock:
Exercise of employee stock options
Employee stock purchase plan
Acquisition of businesses
Tax benefit from exercise of employes
stock options
Net eamings
Change in foreign cumency transtation
adjustment, net of income taxes
Change in unrealized appreciation on
available-for-sale securibies, net of fax
Balance, December 31, 2003

Common Stock

Shares
8,71
171

40
2

(€2

8,927
81

10
1,158

(125)

16,051

2
4

-

10,189

See accompanying notes to consolidated financial statements.

Amourt
$ 88
2

M

M

$102

Additionz)
Paid+in Captal
$288,900

3510
380
411

700
(875)
{3,370)

(225)

739

260,070

1.5
215
19,828

250
(1,026)

311,052

442
74
1,220

10

$313,098

Accumutated

${186,082)

(181,035)

{16,326)

(197,361)

$(190,055)




Accumutated Other

_ Comprehensive Eamings (Loss)
Transtation Adpstment Unreaized Appreciation
$(562) 4
{164) -
- )]
(7% _ #
688 -
- ®
38) 5
440 -
- (28)
$a02 $ -

Notes Receivable
and Accrued Interest
from Shareholder

$(3,535)

Total Common
Sharehalders' Equity

$ 98,850

3512
380
M

700
(876)
(3,370

(225)
(1 I538)
739
6,685

(164)

M
o

1,716
215
19,840

250
2,508
(18,326}
688

®
13,780

442
74
1,22

10
1,306

440

@8
$123,547

Comprehensive
Eamings (Loss)

$ 6685
{164)

0

...3BoM

$(16,326)

688

®

.. X15,646)

$ 7,308

(26)
$ 7720




Notes to Consolidated Financial Statements
Amounts in thousands, excapt share and per share amounts

1 summary of SIGNIF}CANT ACCOUNTING POLICIES

a. Business Matria Healthcare, Inc. {"the Company®) is a comprehensive, integrated disease management company, offering its
services to employers, health plans, Medicare and Medicald programs, pharmaceutical companies and patients. Disease manage-
ment encompasses a broad range of services aimed at controlling healthcare costs through proactive management of care. The
Company's strategy is to provide cost-saving solutions for many of the mos! costly medical conditions and chronic diseases, including,
diabetes, cardiovascular diseases, respiratory disorders, obstetrical conditions, cancer, depression, chronic pain and hepatitis C. The
Company's disease management programs seek {o lower healthcare costs and improve patient cutcomes through a broad range of
disease management, mail-order supply and clinical services. The Company Is also a leading designer, developer, assembler and
distributer of products for the diabetes market. See Note 2 for a summary of acquisitions and Note 12 for the detail of
revenues, operating eamings, identifiable assets, depreciation and amoriization and capital expenditures of the Company's
reportable business segments.

b. Basis of Financial Statement Presentation The consolidated financial statements have been prepared in conformity with
accounting principles generally accepted in the United States. In preparing the consolidated financial statements, management is
required to make estimates and assumptions that affect the reported amounts of assets and liabilities as of the date of the ¢consol-
idated balkince sheets, and revenues, other income and expenses for the periods. Actual resuits could differ from those estimates.

The consolidated financial statements include the accounts of the Company and all of its majority-owned subsidiaries and
partnerships. All significant intercompany balances and transactions have been eliminated in consolidation.

c. Cash and Cash Equivalents Cash and cash equivalents consist of cash and interest-bearing deposits. The Company
considers all highly liquid debt instruments with maturities of three months or less when purchased to be cash equivalents, other
than those amounts designaled for other than cument operations. Cash and cash equivalents include $2,338 and $1,399 as of
December 31, 2003 and 2002, respectively, for MHI Insurance, Ltd., the Company's wholly-owned captive insurance company.
Such amounts are available to settla claims for certain insured risks.

d. Revenue Recognition and Aliowances for Uncollectible Accounts Revenues for the Women's Health segment are
generated by providing services through patent service centers. Revenues from this segment are recognized as the related services
are rendered and are net of contractual allowances and related discounts. The Health Enhancement segment provides
senvices through its patient service centers, provides suppfies to patients primarily on a mail order basis, and designs, develops,
assembles, packages and distributes diabetes products to original equipment manufacturers and distrbutors. Revenues for services
are recognized when services are provided and revenues from product sales are recognized when products are shipped. Revenues
from this segment are recorded net of contractual and other discounts.

The Company’s clinical services and supply businesses are reimbursed on a fee-for-service or per item basis. Other aspects
of disease management, however, are paid for primarily on the basis of (i) monthly fees for each employee or member enrofled in
a health plan, (i) each member identified with a particular chronic disease or condition under confract, (iii} each member enrolled
in the Company's program or (v} e fixed rate per case. Billings for certain services occur in advance of services being performed.
Such amounts are recorded as unearned revenue in the consolidated balance sheets, and revenue is recognized as services
are performed. Some of the contracts for these services provide that a portion of the Company's fees is at risk subject to the
Company's performance against financial cost savings and clinical criteria. As a resuit, a portion of the Company’s revenues is
subject to confirmation of the Company’s performance gainst these financial cost savings and clinical criteria. Estimates for
performance under the terms of these contracts and other factors affecting revenue recognition are accrued in the period the
services are provided and adjusted in future periods when final setflement is determined. These estimates are continually reviewed
and adjusted as information refated to performance levels end associated fees become available.




A significant portion of the Company's revenues is billed to third-party reimbursement sources. Accordingly, the ultimate
cellectibility of a substantial portion of the Company's trade accounts receivable is susceptibie 1o changes in third-party reimburse-
ment policies. in addition, the collectibility of all of the Company's accounts receivable varies based on payor mix, general economic
conditions and other factors. A provision for doubtful accounts Is made for revenues estimated to be uncollectible and is adjusted
pericdically based upon the Company's evaluation of current industry conditions, historical collection experience, recoveries
of amounts previous'y provided, industry relmbursement frends, audit activity and other relevant factors which, in the opinion of
management, deserve recognition in estimating the allowance for uncollectible accounts.

e. Other Receivables Other receivables include amounts due from customers and others not directly related to the delvery of
goods and services, as well as amounts due from vendors under rebate programs. Estimates of amounts due from vendors under
various rebate programs are made each reporting period. Amounts vary based on the programs coffered at the time, the volume of
Company purchases and sales, as well as other factors.

t. Concentration of Cradit Risk Financial instruments, which potentially expose the Company to concentrations of credit risk,
consist primarily of accounts receivable from third-party payors. The collectibility of accaunts receivable from third-party payors is
directly affected by condilions and changes in the insurance industry and govemnmental programns, which are taken into account by
the Company in computing and evaluating its aliowance for uncollectible accounts.

g. Inventories Inventories, which consist primarily of disposable medical products, drugs and patient supphes, are stated at the
lower of cost (first-in, first-out) or market (net realizable value).

h. Advertising Costs In accordance with American Instiute of Certified Public Accountants Statement of Position 93-7
("SOP 93-7"), direct-response advertising and related costs for the Company's Health Enhancement segment are capitalized and
amortized to selling and administrative expense in propartion to expected future revenues. Management assesses the realizability of
the amounts of direct-response advertising costs reported as assets at each balance sheet date by comparing the carrying amounts
of such assets to the estimated remaining future net benefits estimated to result directly from such advertising.

Capitalized direct-response advertising cosis, net of accumulated amortization, of $2,824 and $4,469 were included in
prepaid expenses in the accompanying consolidated balance sheets at Cecember 31, 2003 and 2002, respectively. The Company
expenses in the period incurred all other adverising and promotion costs that do not meet the requirements for capitalization
under SOP 93-7, Total advertising expense was $1,737, $2,806 and $1,109 for the years ended December 31, 2003, 2002
and 2001, respectively.

i. Property and Equipment Property and equipment is stated at cost, less accumulated depreciation and amortization.
Depreciation is provided primarily on the straight-line method aver the estimated useful lives of the assets ranging from three to
ten years. Amortization of teasehold improvements and leased equipment is recorded over the shorter of the lives of the related
assets or the lease terms, Depreciation and amortization expense for property and equipment was $7,700, $6,953 and $5,371 for
the years ended December 31, 2003, 2002 and 2001, respectively.




Notes to Consolidated Financial Statements
Amourts in thousands, except share and per share amounts

Property and equipment are summerized as follows:

December 31, 2003 2002
Computer hardware and software $34,587 $28,621
Medical equipment 11,158 11,318
Machinery, cffice equipment and fodures 9,688 8,842
Leasehold improvements 3,117 3,033
58,545 51,820

Less accumulated depreciation and amortization 21,758 25,104
' $30,790 $96,716

j. Intangible Assets A summary of intangible assets follows:

December 31, 2003 2002
Goodwill $179,240 $157,174
Other intangible assets 3,863 3,800
183,103 160,874

Less accumulated amortization 31,548 30,403
: $151,355 $130.571

Intangible assets consist of goodwill and other intangible assets, primarily resulting from the Company's acquisitions (see Note 2),
The net unamortized balance of goodwill as of December 31, 2003 was $160,492. In 2001, goodwill was amortized using the
straight-line method ever periods ranging from eight o 15 years resulting in $9,267 of amortization expense.

Cther intangible assets consist of customer fists and executive noncompete agreements. The net unamortized balance of these
identifiable intangible assets as of December 31, 2003 was $1,063. These costs are amortized on a streight-line basis over
periods ranging from five to ten years, Amortization expense for the years ended December 31, 2003, 2002 and 2001 was
$560 in each year, Estimated amortization expense for the five succeeding years is $200 each year,

In June 2001, the Financial Accounting Standards Board ("FASE") issued Statement of Financial Accounting Standards (*SFASY)
No. 141, Business Combinations ("SFAS 1417 and SFAS No. 142, Goodwill and Other intangible Assets ("SFAS 1427, SFAS 141
requires that the purchase method of accounting be used for all business combinations initiated or completed after
June 30, 2001 and specifies criteria intangible assets acquired in a purchasa method business combination must meet to be
recogn'rzéd and reported apart from goodwill. SFAS 142 requires that goodwill and intangible assets with indefinite usefut lives no
longer be amortized, but instead be tested for impaimment at ieast annually in accordance with the provisions of SFAS 142, SFAS 142
also requires that Intangible assets with estimable useful lives be amortized over their respective estimated usefu! lives to their
estimated residual values, and reviewed for Impairment in accordance with SFAS No. 144, Accounting for the Impaimment or Disposal
of Long-Lived Assets ("SFAS 1447,

The Company adopted the provisions of SFAS 141 in 2001 and SFAS 142 effective January 1, 2002, SFAS 141 required,
upon adoption of SFAS 142, that the Company evaluate its existing goodwill and intangible assets that were acquired in prior pur-
chase business combinations and make any necessary reclassifications in order to conform with the new criteria in SFAS 141 for
recogndion apart from goodwill. Upon adoption of SFAS 142; the Company also was required to reassess the useful ives and residual
values of all intangitle assets acquired, and to make any necessary amortization period adjustments.

The Company evaluated the fair values of the reporting units identified under the provisions of SFAS 141 and SFAS 142 as
of December 31, 2003 and 2002 and concluded that no impaiment of recorded goodwill exists. As a result, no impairment of
goodwill was recorded ir. 2003 or 2002




The changes in the carrying values of goodwil for the year ended December 31, 2003 were as follows:

Health Women's

] Enhancement Heajth

Carrying value at Janvary 1, 2003 $126,329 $2,682

Additionat goodwill from acquisitions (Note 2) 22,066 -

Tax benefi of addilional deductible goodwil (385) -
Canying valus at December 31,2003 7 §147.810  $2.682

Total
$129,011
22,068

(585)

$130482

In connection with the adoption of SFAS 142, the Company also reassessed the usefui fives, residual values and dassification
of its identifiable Intangible assets and determined that they continue to be appropriate. The components of identifiable intangible

assels were as follows;

Oecember 31, ] ] 2003
Gross carrying amounts:
Patient fists $ 3,300
Non-compete agreement 500
Other 63
3,863
Accumulated amortization (2,800)

The recanciliation of reported net eamings {loss) adjusted for the adoption of SFAS 142 is as follows:

Years ended December 31, 2003 2002
Net earnings (loss) available to common sharehotders
As reported $7,306 $(16,326)
Add back: Goodwill amortization, net of tax . - -
Adjusted net eamings (oss) avallabie to common sharehoiers $7305  $(163%6)
Net earnings (loss) per common share
Basic:
As reported $ 072 $ (.79
Add back: Goodwilt amortization, net of tax - -
... Adjusted net eamings (ioss) per common share ... son $ O™ .
Diluted:
As reported $on $ (1.75)

Add back: Goodwill amortization, net of tax - -
_Adjusted net earnings (Joss) per commaon share | jon $ (1.79)

$1.080

2002

$3,300
500

3,800

(2.240)
$1,560

2001

$ 5581
5,246

. $10807,

$ 064
060
3.1

$ 062
0.8
$ 120

k. long-Lived Assets and Long-Lived Assets to Be Disposed Of In August 2001, the FASB issued SFAS 144, which
supersedes both SFAS No. 121, Accounting for the impaimnent of Long-Lived Assets and for Long-Lived Assets to be Disposed Of
(*SFAS 1217 and the accounting and reporting provisions of Accounting Principles Board ("APB") Opinion No. 30, Reporting the
Results of Operations — Reporting the Effects of Disposal of a Segment of & Business, and Extreordinary, Unusual ang Infrequently Occurming
Events and Transactions (*Opinion 307 for the disposal of a segmenl of a business (as previously defined in that Opinion). SFAS 144
retain the fundamental provisions in SFAS 121 for recognizing and measuring impairment losses on long-lived assets held for use
and long-lived assets to be disposed of by sale, while also resobing significant implementation issues associated with SFAS 121,
For example, SFAS 144 provides guidance on how a long-lived asset that is used as part of a group should be evaluated for




Notes to Consolidated Financial Statements
Amounts in thousands, except share and per share amounta

impairment, establishes criteria for when a long-lived asset is held for sale, and prescribes the accounting for a long-lived asset that
will be disposed of cther than by sale, SFAS 144 retains the basic provisions of Opinlon 30 on how to present discontinued oper-
ations in the income statement but broadens that presentation lo include a companent of an entity (rather than a segment of a business}.
The Company adopted SFAS 144 on January 1, 2002, SFAS 144 had no impact on the Company's financial stalements.

|. Income Taxes The Company accounts for income taxes using an asset and liability approach, Deferred income laxes are
recognized for the tax consequences of “temporary differences® by applying enacted statulory tax rates applicable to future years
to ditferences between the financial statement cerrying amounts and the fax bases of existing assets and liabilities and net operating
loss and tax credit carryforwards. Additionally, the effect on deferred taxes of a change in tax rates is recognized in earnings in the
period that includes the enactment date.

m. Fair Velue of Financial Instruments The canying amounts and estimated fair values of the Company's financial
instruments are as follows:

December 31, 2003 2002
Carrying Falr Carrying Fair
Amount Value Amount Value
Senior notes (see Notes 3 end 4) $115,036 $131,150 $115,288 $109,190
Interest rate swap amangement (see Note 4} $ 1,188 $ 1,198 $ - % -

The camying amount of the senior notes is net of the unamortized discount. The carrying amount of the senior notes at
December 31, 2003 included a $1,198 reduction to reflect the fair value of the interest rate swap amangement that was effective
in hedging the fair valus of the senior notes. The estimated fair value of the senior notes is based upon the quoted market price of
the senior notes. The estimated fair value of the interest rate swap arrangements represented the amount that the Company would
pay o terminate the agreement, taking into account cumrent interest rates at December 31, 2003. The Company's other financiat
instruments approximate fair value due to the short-term nature of those assets and liabilities.

n. Accrued Liabilities Accrued liabilities are summarized as follows:

December 31, 2003 2002
Acuisition obligation (sea Note 2) . $20,471 .
Accrued compensation and related Eabilites 7,985 5,131
Accrued income taxes 3722 2,464
Accrued interest 2,101 2,309
Other 6,927 7,857
$41,208 $18,761

0. Stock Option Plans As described in Note 7, the Company offers various stock option plans for its employees, officers,
independent contractors and consuttants. The Company accounts for those plans under the recognition and measurement principles
of APB Opinion No, 25, Accounting for Stock issued to Employees, and related Interpretations, No stock-based employee compen-
sation cost is reflected in net earnings, as all options granted under those plans had an exercise price equal to the market value of
the undertying common stock on the date of grant.




The following table illustrates the effect on earnings (oss) from continuing operatiens and earnings (loss) per share from
continuing operations if the Company had applied the fair value recognition provisions of SFAS No. 123, Accounting for Stock-Based

Compensation (“SFAS 123", to stock-based employee compensation.

Years ended December 31, __ e 2008 2002 . 2001
Eamings (loss) from continuing operations avalable to common sharehoiders $ 7,306 $(15,644) $ 6,80
Deduct: Stock-based employee compensation expense detemmined under
fair-value-based method for afl awards, net of refated tax effects (1579 (1,290) (1.014)
Pro forma earmings (loss} from contnuing operations available
. Yo gommon sharehoiders $5727 $16934) | _ _ $5787
Eamings (loss) per common share from continuing operations:
Basic - as reported $ 072 $ (1.68) $ 078
Basic - pro forma $ 0.57 $ (1.82) $ 066
Diluted - &s reported $ 0N $ (1.68) $ 06
Ciluted — pro forma_ .8 oss C5_089 $ 065

-

p. Net Eamings (Loss) Per Share of Common Stock Basic net earnings (loss} per commen share are based on the weighted
average number of common shares outstanding. Diluted net earnings (loss) per common share are based on the weighted average
number of common shares outstanding and dilutive potential common shares, such as dilstive stock options and warrants, deter-
mined using the treasury stock method, and dilutive convertible preferred shares, determined using the if-converted method. All
outslanding warrants and coavertible preferred stock were repurchased in July 2001 (see Note 6).

The computations for basic and diluted net earnings (loss) per common share are as follows:

Years ended Decerper 31, 2003 L 200 2001
Basic
Eamings (oss) from conlinuing operalions $ 7,306 $(15,644) $7,995
Discontinued operations:

Loss from disconfinued operations, net of income taxes - (124) (455)

Loss on disposal of discontinued operations, net of income taxes - (558) (785)
Net eamings {loss) 1,306 (16,326) 6,685
Redeemable preferred stock dividends - - (1.838)
Accretion on Series B redeemable preferred stock - - (225)
Net gain on repurchases of prefered stock . - - 739
Net eamings (loss) avalable to common shareholders $ 1306 _Hi63%) 85561
Weighted average number of common shares outstanding _ 10,132 9,308 8,748
Net eamings (loss) per common share;

Conlinuing operations $ om2 $ (168 $ 078

Discentinued operations o . - (0.07 {14

$ on Sy $ 064

LOC3 Fmror siznoe 4T
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Years ended Decamber 31, ) ) 2003 . 2002 2001
Dihuted
Net eamings (loss) available to common shareholders $ 7.306 £(16,326) $5,551
Dividends on convertible preferred shares ) i - o - %
Net eamings (toss) for diluted calculation $ 7306 $(16,326) $5,586
Shares: . T '
Weighted average sumber of common shares outstanding 10,132 9,308 8,748
Shares issuable from assumed exercise of options and wamants 229 - 209
Convertible preferred stock - - ) 35
B 10361 8309 8,992
Net eamings (loss) per common share:
Centinuing cperations $ on $ (1.68) %076
Discontinued operations - .00 0.14)
$ on $ (0m) 1062

The cakulation of diluted eamings {Joss) per share excludes 565,000, 1,375,000 and £9,000 shares in the years ended
December 31, 2003, 2002 and 2001, respectively, since the effect of assumed exercise of the related options wouid be antidilutive.

q. Comprehensive Eamings (Loss) Comprehensive earnings (loss) generally include all changes in equity during a period except
those resutting from investments by owners and distributions to owners. Comprehensive eamings (loss) consist of net eamings (loss),
foreign currency transtation adjustments (net of income taxes) and changes In unreaiized appreciation on available-for-sale sacurities
{net of income taxes).

r. Reclassifications Certain amounts in the 2002 and 2001 ¢onsdiidated financial statements have been reclassified to conform
fo presentations adopted in 2003,

2 acauisimions

On September 30, 2002, the Company acquired afl of the issued and outstanding stock of Quality Oncalogy, Inc. ("Q0%), a national
provider of cancer disease management services, for consideration valued for financial statement purposes at $19,751. Under the
terms of the agreement, the Company initially paid $3,255 in cash and issued approximately B90,000 shares of common stock,
An additional 42,000 shares were issued in February 2003 pursuant to a purchase price adjustment. Additional financial consideration
will be paid in 2004 based upon Q0’s 2003 operating results. Management currently estimates that the additional consideration will
be $20,471. However the final amount may be adjusted based on the results of a final audit and resolution, The additional consid-
eration will be payable, at the Company's option, in cash, shares of commeon stock or a combination thereot, provided that the lesser
of 20% of the payment or $10,000 must be paid in cash, The Company's December 31, 2003 balance sheet reflects the assets
acquired and kiabilities assumed in this transaction, including goodwill of $4C,616, Of this amount, $38,870 is deductible for income
tax purposes as it is amortized. Results of cperations of QO have been included in the consolidated statement of operatians of the
Company effective October 1, 2002,

Eftective June 14, 2002, the Company acquired MarketRing.com, Inc. {"MarketRing"), a healthcare information technology
company. For financia! statement purposes, the acquisition was recorded at fair value of $4,087 and was paid by the issuance of
approximately 268,000 shares of commaon stock. In 2002, the Company recorded goodwill of $2,787 related to this acquisition. In
2003, the Company issued approximately 26,000 additional shares related to the acquisition. Certain shares had been held
in escrow through June 2003 as security for certain indemnification obligations of MarketRing under the related merger agreement,




and additional shares were issued upon the exercise of MarketRing stock options assumed. An additional $419 of goodwill was
recorded in 2003 related to the acquisition. The Company’s financial statements include the operations of MarketRing commencing
on June 14, 2002,

In 2003, the Company purchased the assets of a healthcare management firm specializing in case and utilization management
for the total consideration, net of cash acquired, of $603. Total cash paid related to acquisitions in 2002, net of cash acquired,
was $3,526.

3 LonG-TERM DEBT

Long-term debt is summarized as follows:

December 31, ) 2003 2002
Unsecured 11% senior notes, net of unamortized discount of $5,766 and $6,712 at

December 31, 2003 and 2002, respectively, plus unamortzed deferred gains resulting

from fermination of interest rate swaps of $2,243 and $2,747 at December 31, 2003

and 2002, respectively; interest payable semi-annually and maturing May 2008 $118,477 $118,035
Revolving credit facilty; inferest at LIBOR plus 2.9% payable monthly; currently effective

until October 2005 2,418 -
Capital lease obigations; interest ranging from approximately 1% to 18% with vaious

monthly payments and maturing at various dates through March 2007 (Note 9) 334 N
Other debt; interest at rates ranging from approximatety 3% to 4%; payable in

monthly instaliments through May 2004 673 532

Totat long-term debt 121,902 118,958

Less current instaliments ) {832) (743)

Long-term debt, excluding current instafiments $121,070 hens

On July 9, 2001, the Company issued $125,000 of 11% senior notes at a discount of 6.5% frem the principal amount.
Interest is payable semi-annually in amears on May 1 and November 1. Among the covenants under the bond indenture is a require-
ment to repurchase notes from the Company's annual excess cash flow, as defined, or from the proceeds received from asset sales,
See Note 14 for supplemental guarantor and non-guarantor financial informalion provided in connection with these senior notes.

In September 2002, the Company terminated its existing revolving bank credit facility. In October 2002, the Company entered
into a new revoiving credit facility with a borrowing capacity of $35,000, The facility provides for a borrewing base of 80% of eligible
accounts receivable. The faclity s collateralized by cash, accounts receivable, inventories, intellectual property and certain other
assets of the Company. Borrowings under this facility bear interest at the LIBOR rate plus 2.9% and the facility requires a
non-utilization fee of 0.5% of the unused bormowing capacity. Interest and the commitment fee are payable monthly. The facility is
effective until October 2005, Thereafter, the term will be automatically extended for annual successive periods unless either parly
provides notice to the contrary not less than 60 days prior to the end of the period. The balance outstarding under this agreement
as of December 31, 2003 was $2,418. There was no balance outstanding under the agreement as of December 31, 2002,

The senfor noles indenture and the new credit facifity set forth a number of covenants binding on the Company. Negative
covenants in such instruments limit the ability of the Companty to, among other things, incur indebtedness and fiens, pay dividends,
repurchase shares, enter info merger agreements, make investments, engage in new business activittes unrelated to the Company's
current business or sell assets. In addition, under the new credit facility, the Company is required to maintain certain financial ratios.
As of December 31, 2003, the Company is in compliance with the financial covenants in its credit instruments.




Notes to Consaclidated Financial Statements
Armounts in thousands, except share and per share amounts

Approximate aggregate minimum annual payments due on leng-term debt, excluding the unamortized discount and deferred
gains on interest rate swaps, for the five years subseguent to December 31, 2003 are as follows:

2004 $ 832
2005 2,523
2006 63
2007 7
2008 _ 122,000

$125,425

4 DERIVATIVE FINANCIAL INSTRUMENTS

In June 1998, the FASB issued SFAS No. 133, Accounting for Derivative Instruments and Hedging Activities ("SFAS 133"). SFAS 133
requires all derivatives to be recorded on the balance sheet at fair value and establishes accounting treatment for certain
hedge transactions.

Effective March 5, 2003, the Company entered into an interest rate swap agreement with a bank involving $50,000 of the
Company's 11% senior notes, which mature in 2008, Under this arrangement, the bank would pay the Company an 119% fixed rate
of interest semi-annually in amears on May | and November 1. The Company would pay the bank semi-annually in arears on May 1
and November 1 & variable rate of interest based on the six-month LIBOR rate plus 7.535% (determined at the end of the period).
The variable rate at December 31, 2003 of 8.7542% reflects a rate reduction of 2.2458%. Effective August 18, 2003, the
Company entered info a second inferest rate swap agreement with the same bank for an additional $25,000 of the Company’s
senior notes with terms as described above, except that the varisble cate of interest for this second agreement is based on the
six-month LIBOR rate plus 6.7450% (also determined at the end of the period). The variable rate at December 31, 2003 of
7.9642% reflects a rate reduction of 3.0358%. Both transactions were considered to be hedges against changes in the fair value
of the Company's fixed-rate debt obligation and are used to lower the Company's overall borrowing rates. In January 2004, both
interest rate swaps were terminated, resulting in a net batance of approximately $300, which will be amortized into income as an
increase to interest expense over the remaining term of the senior notes {through May 2008),

After the swaps were terminated in January 2004, the Company entered into a new Interest rate swap agreement with the
bank with a notional ameunt of $75,000. Under this amangement, the bank will pay the Company an 11% fixed rate of interest
semi-annually in amears on May 1 and November 1, The Company will pay the bank semi-annually in arrears on May 1 and
November 1 a varlable rate of interest based on the six-month LIBOR rate plus 7.1000% (determined at the end of the period).
Under the swap agreements, the Company is required to maintain ¢ash collateral with the bank. The collateral requirement is deter-
mined based on an initial base amount of $1,500 and varies based cn fluctuations in market exposure. As of December 31, 2003,
the coliateral totated $1,742 of which $927 is included in ‘other assets' on the consofidated balance sheet, and $815 Is included
in cash and cash equivalents.

In 2002, the Company terminated previous interest rate swap agreements and received proceeds from the counter parly banks
of $3,053, which is being amortized into income as a reduction of interest expense over the remaining term of the senlor notes
{through May 2008).




5 incomE Taxes

The provision (benefit} for income taxes consisted of:

Years ended December 31, B 2003
Current tax provision:
U.S. federal $ -
State and local 33
Non-U.S. _ 2430
Total current tax provision 2,483
Deferred tax provision {benefil):
U.S. federal 2,248
State and local 515
Non-U.S, ) -
Tota! defesred tax provision (benefi) 2,763
Total income tax expense (beneft) I L

Below is a reconciliation of the expected income tax expense (benefit) - (based on the U.S. federal stafutory income tax rate

of 35% in 2003 and 34% In 2002 and 2001} to the actual income taxes:

Years ended December 31, o 2003
Computed expected income tax expense {benefif) $4,388
Effect of:
State and local income taxes, net of federal effect 356
Non-U.S. municipal taxes and tax rate differences 431
Nondeductbie axpenses 313
Nontaxable income of caplive insurance subsidlary 2712
Other, net 12
Income tax expensa (benefi) L L e

At December 31, 2003 and 2002, the deferred income tax assets consist of future tax benefits attributable to:

December 31,

Deferred income tax assets:
Curent:
Allowance for doubtful accounts
Accruals and reserves not deducted for tax purpeses
Deferred gain from terminations of interest rate swaps

Non-current:
Accrugls and resenves not deducied for lax purposes
Depreciaton and amertization
Supplemental executive retirement plan
Deferred gain from teminations of interest rate swaps
Net operating loss camyforwards
Credit camyforwards
Cther

_ Total defened income tax assets

2002

s -
21
1,285
1,306

(4,874)
(532)

(5,806)
$4,500

2002
$(6,849)

(801}
150
3,077
(266}
(11}
86,500

2003

$ 2,820
3,848
158
6,664

118
(6,148)
.M

674
27,13
2,043

26,524
$33,108

200

£ -
535
1,032
1,567

4,241
67

4,508

36075,

2001
$4,760
529
140
669

(23)

... 30075

$ 2943
1,879
196
5018

473
(1.379)
1,454
873
20,401
2,460
297
30,848
$35,866
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Based on prjections of taxable income in 2004 and future years, management believes that it is more likely than not that the
Company wili fully rea!ze the value of the recorded deferred income tax assets. The amount of the deferred {ax asset considered
realzable, however, could be reduced if estimates of future taxable income during the carryforward period are reduced.

At December 31, 2003, the Company had the following estimated operating loss carryforwards available for federal income
tax reporting purposes to be applied against future taxable income with the comesponding tax year of expiration:

2010 $ B370
M 36617
2012 1,824
2018 414
2019 355
2020 436
2021 462
202 1,029
202 13,871

$72,648

The Company slso has available eltemative minimum tax (*AMT") credit camyforwards of approximalely $2,043 available to
offset regular income tax, if any, In fulure years. The AMT credit canyforwards do not expire. The AMT net operating loss
carryforward s approximately $51,229,

The Company undergoes audits of its various tax returns from time to fime and has several audits currently in process. The
Company records refunds from audits when receipt is assured and assessments when the loss is probable.

6 REDEEMABLF PREFERRED STOCK . . o

in 1999, the Company issued 10,000 shares of 4% Series A corwertible redeemable preferred stock and issued 35,000 shares of

B% Series B redeemable preferred stock with attached wamants to purchase 1,000,000 shares of tha Company's common stock.
In July 2001, from the proceeds of the senior notes (ses Note 3), the Company completed the repurchase of all autstanding

shares of its redeemable preferred stock and retired alf common stock warrants, The resulting net gain of $739 was included in net

eamings available to common shareholders in 2001,

7 COMMON SHAREHOLDERS' EQUITY
Stock Option Plans During 2002, the Board of Directors of the Company adopted the 2002 Stock Incentive Plan for employees,
officers, independent contractors and consultants of the Company. The 2002 Stock Incentive Plan has three components: e stock
option component, a stock bonus/stock purchase component and a siock appreciation rights component. Options, stock bonuses
and rights to purchase the Company's common stock may be granted to exercise or purchase an aggregate of not more than
250,000 shares of the Company's cormmon stock (subject to adjustment to reflect certaln acquisitions). The 2002 Stock Incentive
Plan contains a $100 Emitation on the aggregate fair market value of incentive stock options which first become exercisable by an
optionee in any calandar year, Also, the maximum number of shares of stock with respect to which stock appreciation rights
or options to acquire stock may be granted, or sales or bonus grants of stock may be made, to any individual per calendar year shall
not exceed 100,000 shares {subject to adjustment to reflect certain corporate acquisitions}. The term of each option is 10 years
from the date of grant. The options are exercisable based on established performance goals and are fully vested at four years.
During 2001, the Board of Directors of the Company adopted the 2001 Stock Incentive Plan for employees, officers,
independent contractors and consultants of the Company. The 2001 Stock Incentive Plan also has three components: a stock
option companent, a stock bonus/stock purchase component and a stock appreciation rights component. Under the terms of this




plan, a total of 250,000 shares of common stock were reserved for issuance. The 2001 Stock !ncentive Plan contains a
$100 Limitation on the aggregate fair market value of incentive stock options that become exercisable by an individua! in any
calendar year, Additicnally, the maximum number of shares of stock with respect to which stock appreciation rights or options to
acquire stock may be granted, or sales or bonus grants of stock may be made, to any individual per calendar year shall not exceed
100,000 shares. The term of each option is 10 years from the date of grant. The options are exercisable based on established
performance geals and are fully vested at four years.

During 2000, the Board of Directors of the Company adopted the 2000 Non-employee Director Stock Option Plan, which
provides for the issuance of non-qualified stock options 1o the Company's non-employee directors. Under the terms of this plan, as
amended in 2002, a total of 112,500 shares of common stock were reserved for issuance. The options are granted with an exercise
price equal {o the fair market value of the Company’s common stock on the date of grant and vest monthly over 12 months from
the date of grant. The term of each option is ten years from the date of grant.

The weighted average fair value of the individua! options granted during 2003, 2002 and 2001 is estimated at $8.17, $9.15
and $9.12, respectively, on the date of grant. The falr values for those years were determined using the Black-Scholes option-pricing
mode! with the fellowing assumptions.

2003 2002 2001

Dividend yield None Nene None
Volatiity 2% T4% 60%
Risk-free interest rate 2.97% 3.82% 4.55%

Expected fife . 5 Years 5 Years § Years

A summary of stock option transactions under these plans is shown below:
2003 2002 2001

Weighted Weighted! Weighted

Average Average Average

Exerclse Exercise Exerrise

Shares Price Sheres Prce Shares Price

Outstanding at beginning of year 1,374,892 $18.02 1,438,471 $20.04 1,048,344 $22.41

Granted §63,886 13.28 477,434 14.51 651,831 16.54

Exercised (29,404) 15.04 81217 2113 {171,476) x.70

Canceled {186,839) 20.54 (450,796) 19.95 (90,228) 2095
Outstandngatendofyesr  _ _ _ 1722735  $1621 137489 $IB02 1438471 92004

Exercisable stendof year 889,916  $19.95 538,870 $22.40 643,601 $22.95

The following table summarizes information concemning outstanding and exercisable options at December 31, 2003;

Options outstanding Options exercisable

Weighted
Average Weighted Weighted
Remaining Average Average
Range of Shares  Contractual Exercise Shares Exercise
Exertise Price QOutstanding  Life (years) Price Exercisable Price
$ 6.85 - $10.00 496,384 80 $ 867 78,104 $ 908
$10.00 - $20.00 711,062 74 16.23 169,326 15.71
$20.00 - $30.00 473,762 6.1 22.39 285,238 23.55
$30.00 - $40.00 41,527 36 3469 37,248 34.40

1,722,735 .. 569916
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Employee Stock Purchase Plan The Company maintains an Employse Stock Purchase Plan (the "Purchase Plan) to encourage
awnership of its common stock by employees. The Purchase Plan provides for the purchase of up to 250,000 shares of the
Company's common stock by eligible employees of the Company and its subsidiaries. Under the Purchase Plan, the Company may
conduct an offering each fiscal quarter of its common stock to eligible employees. The paricipants in the Purchase Plan can elect
to purchase common stock at the lower of 85% of the fair market value per share on either the first or last business day of the
quarter, limited to 8 maximum of either 10% of the employee's compensation or 250 shares of common stock per quarter. A par-
licipant immediately ceases to be & participant in the Purchase Plan upon termination of his or her employment for any reason.
Buring 2003, 2002 and 2001, respectively, 40,828, 10,270 and 39,539 shares of common stock were issued under the Purchase
Pian. Compensation costs related to this plan as determined under SFAS 123 were insignificant to the Company's consolidated
statements of operations for each of the years in the three-year period ended December 31, 2003,

Shareholders’ Rights Plan In connection with the 1996 merger of Tokos Medical Corporation (Delaware) and Healthdyne, Inc.,
the Company established a Shareholders' Rights Agreement. if a person or group acquires beneficiaf ownership of 15% or more
of the Company's outstanding commoan stock or announces a tender offer or exchange that would result in the acquisition of a ben-
eficial ownership of 20% or more of the Company’s outstanding common slock, the rights detach from the common stock and are
distributed to shareholders as separate securities. Erch right entities its holder to purchase one ane-hundredth of & share (a unif)
of common stock, at a purchase price of $244 per unit. The rights, which do not have voting power, expire on March 9, 2006 unless
previously distributed and may be redeemed by the Company In whole at a price of $0.01 per right any time before and within ten
days after their distribution, If the Company Is acquired in a merger or other business combination iransaction, or 50% of its assets
of eamings power are sold at any time after the rights become exercisable, the rghts entitie a hoider to buy a number of common
shares of the acquiring company having a markel value of twice the exercise price of the right. i a person acquires 20% of the
Company's common stock or if a 15% or larger holder merges with the Company and the common stock Is not changed or
exchanged in such merger, of engages in self-dealing transactions with the Company, each right not owned by such holder becomes
exercisable for the number of common shares of the Company having a market value of twice the exercise price of the right,

Retirement of Note Receivable from Shareholder Selling and administrative expenses for 2002 included a non-cash charge
of $2,508 related to the retirement of a $3,500 note receivable from a former executive acquired from a predecessor organization.
The note, which matured on June 30, 2002, stipulated that the balance could be settied in full by surender of collateral consisting
of 125,000 shares of the Company's common stock, The settlement generated a charge equa’ o the difference between the book
value of the note and the closing market value on June 30, 2002 of the 125,000 shares.

8 EMPLOYEE BENEFIT PLANS

The Company maintains a 401(k) defined contribution plan for the benefit of its employees. The Company's obligation for
contributions under the 4Q1(k) plan is limiled 1o each participant's contdbution but not more than 3% of the participant's
compensation. Discretionary Company conlributions are affowed under the plan. Contributions to the plan in the years ended
December 31, 2003, 2002 and 2001 were approximately $1,018, $887 and $830, raspectively.

During 1997, the Company established a split-doffar life insurance contract for the benefit of a certain select group of senior
management. Under the terms of the contract, the participanis or their beneficiaries were entitled to the greater of the contract’s
cash sumender value or the contract's targeted benefit, less insurance premiums paid by the Company, On December 31, 2002,
the Company terminated the contracts for certain former employees and the Company's Chairman, President and Chief Executive
Officer and restructured the contracts for other current employees by replacing the splil-dollar life insurance contracts with a
Supplemental Executive Retirement Plan (*SERP"). Under the SERP plan, individual trust accounts were opened and funded equal
to Ihe December 31, 2002 nat present value of the targeted benefit under the prior split-dollar plan. Benefits vest under the SERP




based on age and years of service with 100% vesting obtained at age 55 and 15 years of service. Earier vesting may occur upon
a change in control or other events as defined in the agreement. The Company recorded a charge of $14,247 in connection with
the termination and restructuring of the split-dollar ptan. The amount represented the net present value of the targeted benefits
under the plan {including tax mitigation amounts} of approximately $13,668, and $579 related to transaction costs and the net
shortfall in the refund of cumulative premiums paid by the Company. The Company satisfied its obligations to participants by rein-
quishing its collateral interests in the split-dollar policies and through net incrementa payments of approximately $3,086 {the effect
of which was mitigaled by the eimination of future premium obligations of $3,684). In 2003, $170 was expensed related to the
SERP and an additional $846 is expected to be expensed over the next eigh! years of expected senvice by the respective cument
employees. During 2002 and 2001, the Company paid $2,754 in each year in insurance premiums related to these split-doltar life
insurance contracts. At December 31, 2002, the cash surrender values of the insurance contracts of the current employees of
$2,019 was recorded in *other assets,” the amounts to be paid in 2003 to the former employeses of $1,804 was recorded in
*accrued liabilities.” The ongoing fiability under the new SERP plan as of December 31, 2003 and 2002 was $4,654 and $3,737,
respectively, and is recorded in “cther long-term liabilities® on the consclidated balance sheets. The fair value of the assets in the
SERP of 53,949 at December 31, 2003 is recorded in “cther assets.”

g COMMITMENTS

The Compan)r is commltled under noncancelable Iease agreements for Iacﬂmes and equlpment Future minimum operahng Iease
payments and the present value of the future minimum capital lease payments as of December 31, 2003 are as follows:

QOperating Capttal
Years ending December 3%, . Leases Leases
2004 $ 5224 $176
2005 ’ 4,664 107
2006 3927 65
2007 3,434 7
2008 T 9,706 -
Thereafter . 3,049 -
Less interest @1
Present value of future minimum capita! fease payments S - $3H

Amontization of capital leased assets is included in depreciation expense. Rental expense for cancelable and noncancelable
leases was approximately $6,444, $6,290 and $5,747 for the years ended December 31, 2003, 2002 and 2001, respectively.

1 0 CONTINGENCIES AND CONCENTRATlONS

The Company and fts subsndlanes are mvolved in various claims and lega] adnons an5|ng in the ordmaty course oi busmas !n the
opinion of management, based in part on the advice of counsel, the ultimate disposition of these matters will not have a material
adverse effect on the Company's consolidated balance sheet, resuits of operations or fiquidity.

The Company's subsidiary, Facet Technologies, LLC, currently purchases virtuzlly al of the components for its products from
one supplier, who has been a suppfier to Facet for more than 15 years. Under the agreement, some terms, such as pricing, are
negotiated annually whie others, such as the exclusivity arrangement, are renewable after longer periods. The exclusivity provisions
of the agreement will expire May 2004, Termination of this agreement could cause an interruption in supply and a possible loss of
sales, which would affect operating results adversely.




Notes to Consolidated Financial Statements
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11 QUARTERLY FINANCIAL INFORMATION - UNAUDITED

Presented below is a summary of the upaudited consolidated quartery fmancm] mformabon for the years ended December 31 ‘2003
and 2002.

Quarter ) . Fourth Third Secord First
2003:
Revenues $ 86,453 $81,908 $80,299 $78,187
Net eamings $ 2,066 $ 2,376 $ 1,744 $ 1,120
Net eamings per dituted common share $ 020 $ 023 $ 017 $ 011
2002:
Revenues $71688 $71,352 $69,403 $65,188
Net eamings (loss)
Continuing operations $(15,976) $ (565) $ (791 $ 1,618
Discontinued operations - (682) - -
Total $(15,976) $(1,247) $ {72 $ 1618
Net eamings (loss) per diluted common share
Contincing operations $ (159 $ (0.06) $ (0,08 $ 047
Discontinued operations - (0.08} - -
Total $ (159 $ (014} $ .08 $ 017

The sum of the four quarterly net eamings (loss) per diluted common share amounts may not equal the annual amount reflected
on the consolidated statements of operations due to the timing of quartery net earnings (loss) relative to the timing of the issuance
of shares resulting from acquisitions and due to rounding.

1 2 BUSINESS SEGMENT INFORMATION

The Companys operating segments represent the bus:ness umh for whtch management regu!any reviews dlscrete ﬁnenmal
information and evaluates performance based on operaling eamings of the respective business unit. The Company has aggregated
the business units inlo reportable business segments based on common economic and market characteristics.

The Company has two reportable business segments: Health Enhancement and Women's Health. The Health Enhancement
segment is compnised of the Company’s disease menagement programs and the diabetes product design, develapment and assembly
operation. The Company currently offers disease management services for diabetes, cardiovascular disease, respiratory disorders,
cancer, depression, chronic pain and hepatitis C. As part of the diabetes and respiratory disorder compliance management process,
the Company pravides prescription and non-prescription drugs and supplies used by diabetes and respiratory patients in the man-
agement of their conditions, primarily on a mail-order basis through the Company's pharmacy, laboratory and supplies divisions of
the Health Enhancement segment. The Health Enhancement segment also includes Facet Technologies, LLC, a leading designer,
developer, assembler and distributor of products for the diabetes market. The Women's Health segment offers a wide range of
clinical and disease management services designed to assist physicians and payors in the cost-effective management of maternity
patients. The segment manages patients with gestational diabetes, hypertension, hyperemests, anticoagulation disorders and those
experiencing or at nsk for preterm \aber.

The accounting policies of the segments are the same s those described In the summary of significant accounting policies
for the ¢consolidated entity. Cperating earnings of the Health Enhancement segment were reduced by the amortization of goodwill
of $8,703 for the year ended December 31, 2001, Operating eamings of the Women's Health segment were reduced by the
amortization of goodwill of $564 in the year ended December 31, 2001, As discussed in Note 1(j), no amortization of goodwill was
recorded for the years ended December 31, 2003 and 2002, Severance and related costs of $1,740 and $503 were incurred in




the Health Enhancement and Women's Health segments, respectively, during the year ended December 31, 2002. Operating
eamings (Joss) by business segment exclude interest income and interest expense. An allocation of corporate expenses for shared
services has been charged to the segments,

Summarized financial information as of and for the years ended December 31, 2003, 2002 and 2001 by business
segment follows:

Earnings floss} from coctinuing
. Revenues operations before income saxes
2003 2002 201 2003 2002 200
Hezlth Enhancement $232,453 $178,535 $1859,872 $ 20,980 § 9T $ 15,608
Women's Health 94,423 98,158 104,234 13,393 12,564 16,887
imtersegment sales (29 {62) (123 - - -
Total segments 326,847 277.631 263,983 34313 22,285 30,495
Generel corporate - - - {9,455) (05,684) {7,848)
Interest expense, net - - - (13,843) {13,626) (10,008)
Other income (expense), net - ) - - 1,457 (3,119 (639)
e = o 3328847 277631 $263083  §12832 0044 $14000
. [dentifiable assets . . Depreciation and amortization
R . 2003 2002 2001 2003 2002 2001
Heatth Enhancement $254,688 $210,880 $169,827 $ 4420 $ 3,002 $ 10,635
Women's Heatth 30,563 30,336 36,081 2,303 2,310 2,885
General corporate 4220 50,131 64,715 1,837 2,141 1678
e . . $3%3482 §21407  $260623  § 8260 5 7813 $15198
Capiial expenditures
2003 002 2001
Heatth Enhancement $ 7280 $ 12,785 $ 4,291
Women's Health 2,856 2131 3739
General coporate ) 1378 1214 426

$11612  $16300

The Company's revenues from operations outside the U.S, were approximately 18%, 17% and 15% of total revenues in 2003,
2002 and 2001, respectively. No single customer accounted for 10% of consolidated net revenues in 2003, 2002 or 2001.

13 DISPOSITION OF BUSINESS . .
In February 2001, the Company completed the sale of the business and certain assets of QDS and received cash proceeds totaling
approximately $18,000. The accounts receivable of QDS, totaling approximately $8,800 at December 31, 2000, were excluded
from the sale. In 2001 and 2002, cash flows from collections of QDS' accounts receivable, less costs of collection were $3,056
and $642, respectively. The remaining $125 of accounts receivable, as of December 31, 2002, was collected in 2003, In 2001,
the Company reflected an estimated loss from discontinued operations and a loss on disposal of discontinued operations fotaling
approximately $1,240, net of income taxes. An additional loss, net of income taxes, of approximately $682 was recorded in 2002
as a result of greater than expected costs of collection and fower than expected cash receipts from the retzined receivables, The
accompanying consolidated financial statements reflect QDS as a discontinued operation for ali periods presented,
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The operating results of discontinued operations are as follows:

Years ended Dacember 31, 2002 2001
Revenues $ - $8 -
Loss from operations, net of income tax benefd of $76 gnd $275 in 2002 and 2001, respectively $(124) $ (455)
Loss on disposal of discontinued operations, net of income tax benefit of $342 and

$485 in 2002 end 2001, respectively (558) (785)
Loss from discontinved operations 5662 #1,240)

1 4 SUPPLEMENTAL GUARANTOR/NON-GUARANTOR FINANCIAL INFORMATION

Supplemental F nancual mformaﬂon is bemg prowded in connection mth the Companys private oﬂeﬂng of 11% senior notes (see
Note 3). The senior notes are unconditionally guaranteed by the Company and its domestic subsidiaries, Al guarantees are joint
and several. Each of the damestic and foreign subsidiaries is 100% owned by the Company.

The following financial information presents the consolidating condensed balance sheets, statements of operations and cash
flows of the Company, the guarantor domestic subsidiaries on a combined basis and the non-guarantor foreign subsidiaries on a
combined basis.

Consolidating Condensed Balance Sheets (Unaudited)

Guarantor Non-Guarantor

Matria Domestic Foreign
Dacembar 31, 2003 Healthcare, inc. Subsidiaries ] Subsid-asies Efiminations Consolidated
Assets
Cash and cash equivalents $ 3m $ 2,89 $ 2901 5 - $ 9,008
Trade accounts receivab'e, net 17,571 38,922 6,329 - 62,822
Inventories 1,908 13,405 11,999 - 27,312
Other cument assets 9,445 7,452 397 17,294
Total current assets 32,135 62,675 21,626 - 116,436
Property and equipment, net 9,565 20,451 714 - 30,790
Intanglble assets, net 2,682 144,285 4,578 - 151,555
investment in subsidiaries 148,810 - - {148,810) -
Deferred income taxes 26,522 2 - - 26,524
Other fong-term assets . 188 224 - - 8177
_ $ 227,667 $227,647 $ 26,978 $(148,810) $ 333,482
Liabilities and Shareholders’ Equity
Current instaflments of long-term debt $ 15 $ 57 $ - $ - $ 83
Other current fiabilities 36,309 32,809 13,025 - 82,22
Total current liabilities 37,084 32,948 13,025 - 83,055
Long-term debt, excluding cument instafiments 118,937 132 2,001 - 121,070
Intercompary 20,525 (3,993) (16,532) - -
Other long-term Fabilties 5,500 310 - - 5,810
Total fiabilties 182,046 29,395 (1,506) - 208,935
Common Sharehoklers’ Equity
Common stack 102 - - - 102
Additional paid-in capital 313,098 144,232 4,578 {148,810) 313,098
Accumudiated eamings {defici() @n, 103 62,230 18,885 - {190,055)
Other 3,591 8,210) 5021 . - 402
Tatal common shareholders' equity 45,621 198,252 28,484 {148,810} 123,547

_$ 227,687 $227,647 $ 26,978 $148.810) $ 333482

e




Consolidating Condensed Balance Sheets (Unaudited)

Matria
December 31, 2002 * Healtheare, Inc.
Assets
Cash and cash equivalents 3 1919
Short-term investments 140
Trade accounts receivable, net 18,002
Inventories 2,194
Other current assels 7.058
Tota) cument assets 29,353
Property and equipment, net 8,100
Intangible assets, net 2,682
Investment in subsid aries 127,889
Deifered income taxes 30,848
Ctter long-term assets 5,629
rre a—— - — [ e — $205'501
Liabilities and Shareholders’ Equity -
Current instaliments of lang-term debt $ 680
Other cument fiabilities 17,746
Total current liabilites 18,426
Long-term debt, exduding current insta'iments 114,162
Intercompany 2,861
Other long-term Babiiities 4,547
Total Eabilities o 139,986
Common Shareheiders' Equity
Common stock 10%
Additional paid-in capita! N1052
Aceumulated eamings (deficif) (045,209
Other 3,591
Total commeon shareholders’ equity 65,515
3205501

Guarantor
Domestic
Subsidiaries

$ 2,080

26,514
15,737
7,147
51,478
17,021
123,111

406

- $192016_

$ &
26,058
26,121
a7
12,074
184
38,478

123,111
38,593
8,164)

153,540

$192016

Consolidating Condensed Statements of Operations (Unaudited)

Maira
For the Year Ended December 31, 2003 Heatthcare, Inc.
Revenues $ 84,423
Cost of revenues 42,601
Selling and administrative expenses 53121
Provision for doubtful accounts 3,195
Amortization of intangible assets -
Operating earnings (loss) (4,494)
interest income (expense), net (13,574)
Other income (expense), net 1,350
Eamings (loss) before income taxes {16,718}
income tax benefit (expense}) {5,223}
_Neteamings fos9) $21941)_

Guarantor
Domestic
Subsidiaries
$172,702
101,820
41,560
5,384
360
23578
87

(9)
23633
2

Lyner

Non-Guarentor
Foraign
Subsidianes

$ 1,501
5177
B,826

202
16,406
595
4,778

$1779

$ -
10,134
10,134
3,866
(14,935)

(83%)

4,778
13,275
4,561
22614
.3

MNon-Guarantor
Foreign
Subsidiaries
$59,751
46,531
7,156
30
200
5,834
(336}
116
5,615
5

$5610

Eliminations

{127,889

$ -

(127,889)
(127,889)
$(127,889)

Eliminations
$(29)
(29)

L 2EE)

Consolidated

$ 5500
140
49,693
96,757
15,147
97.237
26,716
130,571
30,848
6,035
_$m1407

$ 143
53,938
54,681

118,215
4731
177,627

101

311,052
(197,361)
(12)

113,780
_$m.407

Consolidated

$326,847
190,923
101,837
4,609
580
24918
(13,843)
1,457
12,532
{5,228)
.5 136
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Cansolidating Condensed $Statements of Operations (Unaudited)

Matria
For the Year Ended December 31, 2002 Healthcare, Inc.
Revenues $ 98,161
Cast of revenues 43544
Selling and administrative expenses 55,502
Charges from temmination of retirement plen 14,247
Provision for doubthsl accounts 5,320
Amortization of intangible assets -
Ogperating eamings (oss) from
continuing operaticns (20,452)
Interest income (expense), net (13,248)
Other income (expense), net (1,119)
Eamings (loss) from continuing
operations before income faxes {34,819)
Income tax benefit (expense) 4,508

Eamings (loss} from continuing operations (30,313
Discontinued operations, ret of taxes -
Net eamings (loss) ) . $(30313)

Guarantor
Domestic
Subsidiarias
$133,501
84,032
30,998

4,635
360

13,476
{9
{1,926)

11,541
4
11,545
(682)
$ 10,863

Consolidating Condensed Statements of Operations (Unaudited)

Matria
For the Year Ended December 31, 2001 Healthcare, Inc,
Revenues $106.627
Cost of revenues 43,601
Selling and admiristrative expenses 52,209
Provision for doubtful accounts 5,451
Amoriization of infangible assets 564
Operating samings from continuing operations 4,802
Inferest income (expense), net (9.615)
Other income (expense), net (7386)
Eamings (loss) from continuing
operations before income taxes (5,549)
Income tax expense 6,068

Eamings (loss) from contiring operations (11,617)
Discontinued operations, net of taxes -
Nei earnings {foss) $(M.517

Guarantor
Domestic
Subsidiaries
$117,148
69,453
19,534
2,090
8,766
17,305

9

5

17.319
17.319

(1,240)
$ 16,079

Non-Guarantar
Fareign
Subsidiaries
$46,031
36,784

5,470

200

3,577
(369)
79

3,134
(19
3,124

$ 3124

Non-Guarantor
Foreign
Subsidiaries
$40,685
33,108
4,508

M

497

2,540
{402)

92

2,230
7
2223

$ 2223

Eliminations

$ (62
©2)

Eliminations

$477)
(@7

Consolidated

$277,631
164,298
91,970
14,247
9,855
560

(3:399)
(13.626)
(3,119

{20,144)
4500
(15,644)
{682)
$(16,326)

Consalidated

$263,983
145,685
76,249
7,575
9,827
24,647
{10,008)
(639)

14,000
6,075
7,925

{1,240

$ 6685




Consolidating Condensed Statements of Cash Flows {Unaudited)

Matria
For the Yeas Ended December 31, 2003 Healthcare, Inc.
Cash Flows from Qperating Activities;
Net cash provided by continuing operations $(17,336)
Net cash provided by discontinued operations -
Net cash provided by {used in) operating activities (17,336)
Cesh Flows from Investing Activities:
Purchases of property and equipment {4,232}
Purchase of investments (927)
Proceeds from sales of shot-term investments -
Acquisition of business, net of cash acquired -
Net cash used in investing activities (5,159)
Cash Flows from Financing Activities:
Net borrowings under credit agreement 2418
Proceeds from issuance of debt 1,919
Principal repayments of long-term debt @n
Proceeds from issuance of common stock . 818
Met cash provided by {used in) financing activities 5,116
Effect of exchange rate changes on cash and cash equivalents -
Net change in intescompany balances 18,532
Net increase in cash and cash equivalents 1,153
Cash and cash equivalents af beginning of year 2.058
Cash and cash equicdents atendofyear  __ ~  § 3211

Consolidating Condensed Statements of Cash Flows {Unaudited)

Matria
For the ‘Year Ended December 31, 2002 Healthcare, Inc.
Cash Flows from Operating Activities:
Net cash provided by {used in) continuing operations $3,557)
Net cash provided by discontinued operations . -
Net cash provided by (used in) operating actvilies (3,567
Cash Flows from Invasting Activities:
Purchases of property and equipment (3.345)
Acquisition of businesses, net of cash acquired -
_Met cash used in investing actities (3,345)
Cash Flows from Financing Activities:
Proceeds from issuance of debt 1,462
Prircipal repayments of long-term debt 689
Proceeds fiom issuance of common stock 1,858
Net cash provided by (used in} financing activities 4,009
Effect of exthange rate changes on cash and cash equivalents -
Met change in intercompany bafances 3,503
Nei increase in cash and cash equivalents 600
Cash and cash equivalents at beginning of year 1,319

Cashand cash equivalents at end of year ~  ~ _ $1819

Guarantor
Comestic
Subsidiaries

$ 24220
128
24,348

{6,851)
154

(603)

{7,300)

(16,122)
955
1,941

$.28%8

Guarantor
Domestic
Subsidiarias

$18,117
642
18,759

(12,391)
(3526)
(15917)

(133
{133
(1,164)

1,545
535

32080

Non-Guarantor
Foreign
Subsidiaries

$5131

5131

(429}

(429)

{1,965)
(1,965)
1,073
{2,410)
1,400
1,501
$2,901

Non-Guarantor
Fereign
Subsidiaries

$5,330

5,330

(384)

(364)

{2,573)

2573)
1,318
2,339)
1,372
120

L Lsso

Consciidated

$

12,015
128
12,143

(11,812}

{827)
154
{603}

(12,888)

$

2418
1,919
(1,973)

816
3,180
1,073
3,508
5,500

8,008

Consolidated

$

5

19,880
642
20,522

(16,700}
(3,526)
{18,626)

1,462
2,017
1,858
1,303
1318
3,517
1,983
5,500
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Consolideting Condensed Stetements of Cash Flows (Unaudited)

Guaranter Non-Guarantor

Matria Domestic Foreign
For the Year Ended December 31, 2001 Healthcers, Inc. Subsidiafies Subskiiaries Consolicated
Cash Flows from Operating Actlvities:
Net cash provided by (used in) continuing operations $ 164 $ 95m $01,728) $ 7947
Net cash provided by discontinued operations . - 3,066 - 3,056
Net cash provided by (used in) operating activities 164 12,567 (1.728) 11,008
Cash Flows from Invasting Activities;
Purchases af property and equipment (4,071 (4,208) (124) (8403
Proceeds from disposition of business - 18,076 - 18,076
Net cash provided by (used in) investing activities’ {4,071 13,868 (124) 9,673
Cash Flows from Financing Activities:
Proceeds from issuance of senior notes 111,840 - - 111,940
Net repayments under credit agreement (72,669 - - (72,669)
Proceeds from issuance of debt 1,013 - - 1,013
Principal repayments of long-term debt (18,895) (174) - (19,069)
Proceeds from issuance of common stock 3,892 - - 3,852
Repurchases of common stock and warrants {4,346) - - {4,346}
Repurchases of redeemable preferred stock (40,931 - - (40,931)
Preferred stock dividend payments (2,438) - - (2,438)
Met cash used in financing activities (22,434) {174) - (22,608)
Effect of exchange rate changes on cash and cash equivalents - - - -
Net change in infercompany balances 26,136 {26,771) 635 -
Nel decrease in cash and cash equivalents {205) 610) {1,217) {1,932)
Cash and cash equivalents at beginning of year 1,524 1,045 1,346 3G

Cash and cash equivalents at end of year $ 1318 $ 53 $ 13 $ 1983




Independent Auditors’ Report

The Board of Directors and Shareholders

Matria Healthcare, Inc.:

We have audited the accompanying consolidated balance sheets of Matria Healthcare, Inc. and subsidiaries as of December 31,
2003 and 2002, and the related consolidated statements of operations, common shareholders’ equity and comprehensive earnings
(loss), and cash flows for each of the years in the three-year period ended December 31, 2003. In connection with our audits of
the consolidated financial statements, we also have audited the financial statement schedule of valuation and qualying accounts.
These consolidated financial statements and financial statement schedule are the responsibility of the Company's management, Qur
respansibility is 1o express an opinion on these consofdated financial statements and financial statement schedule based on
our audits.

We conducted our audits In eccordance with auditing standards generally accepted in the United States of America. Those
standards require that we plan and perform the audit to oblain reasonable assurance about whether the financial statements are
free of material misstatement, An audit includes examining, on a test basis, evidence supporting the amounts and disclosures in the
financial statements. An audit also includes assessing the accounting principles used and significant estmates made by manage-
ment, as well as evaluating the overall finantial statement presentation. We believe that our audits provide a reasonable basis for
our opinion.

In our opirion, tha consolidated financial statements referred to above present fairly, in al! matenal respects, the financial position
of Matria Healthcare, Inc. and subsidiaries as of December 31, 2003 and 2002, and the results of their operations and their cash
flows for each of the years in the three-year period ended December 31, 2003, in conformity with accounting principles generally
accepted in the United States of America. Also, in our opinion, the related financial statement scheduls, when considered in
relaticn to the basic consofidated financial statements taken as & whole, presents faidy, in all material respects, the information
set forth thesein.

As discussed in Note 1 fo the consolidated financial statements, effective January 1, 2002, the Company adopted Statement
of Financial Accounting Standards No. 142, Goodwill and Other intangible Asssts.

KPMe wp

KPMG, LLP
Atflanta, Georgia
February 13, 2004




Directors and Officers

DIRECTORS

Parker H. Petit
Chairman of the Board
and Chref Exscutive Officer
Matria Healthcare, 'nc.

Frederick E. Cooper

Chairman, Cooper Capital, LLC
formerdy President and Vice Chaiman
Flowers industries, Inc.

(Food Products)

Guy W. Miliner

Chairman, AssuranceAmerica Corp.
(Insurance)

Founder and fornerdy Chairman
Morrell Services

{Business Services)

The Honorabla Carl E. Sanders
Chairman

Troutman Sanders, LLP

(Law Firm)

Thomas S. Stribling

Presigent and Chisf Execulive Officer
Therics, Inc.

{Orthobiclogic Products)

Donald W. Weber
Private investor,

formerty President and Chief Executive Officer

Conte! Corporatior:
(Telecommunications)

Morris 8. Weeden
Retired Vice Chairman
Morton Thicko! Corporation
{Chemicals)

Frederick P. Zuspan, M.D.
Professor and Chaimnan Emeritus
Obstetrics and Gynecology

The Ohio State University

OFFICERS
Parker M, Petit

Chairman of the Board
and Chisf Executive Officer

Thomas S. Hall
Prasident and Ctief Cperating Officer

Thornton A, Kuniz, Ir.
Vice Prasident, Administration

Roberta L. McCaw
Vice President, Legal, General Counsel
and Secrefary

Stephen M. Mengert
Vice Presidant, Financa and Chis! Financial Officer

Yvonne V. Scoggins
Vice Prasident, Financial Planning and Anafysis




orporate Information

=i el T

R e R T SRR R

PRICE RANGE







