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PART I

ITEM 1. BUSINESS.

THE DIAGNOSTIC IMAGING SERVICES INDUSTRY

Overview

Diagnostic imaging involves the use of less-invasive techniques to generate representations of internal anatomy that can be recorded on film or
digitized for display on a video monitor. Diagnostic imaging procedures facilitate the early diagnosis of diseases and disorders, often minimizing
the cost and amount of care required for patients and healthcare providers. Diagnostic imaging procedures include: magnetic resonance imaging
(MRI), computed tomography (CT), positron emission tomography (PET), nuclear medicine, ultrasound, mammography, bone densitometry
(DEXA), general radiography (X-ray) and fluoroscopy.

The Centers for Medicare & Medicaid Services ( CMS ) estimate that national healthcare spending on healthcare services and products in 2003
was approximately $1.7 trillion and expect that spending will grow, at an annual average rate of approximately 7.3% through 2013. As a share of
gross domestic product, healthcare spending is projected to reach 18.4% by 2013, up from its 2002 level of 14.9%. The American College of
Radiology estimates that over 543 million diagnostic imaging procedures were performed in the United States during 2003, the most recent year
for which data is available. In addition, according to the Medicare Payment Advisory Commission ( MedPAC ), the volume of imaging services
provided to Medicare patients grew at an average annual rate of 9% between 1999 and 2002.

We believe that the diagnostic imaging services industry will continue to grow as a result of:

The Escalating Demand for Healthcare Services from an Aging Population. There has been strong demand for healthcare services due to an
aging population in the United States. According to the United States Census Bureau, one of the fastest growing segments of the population is
the baby boom group ranging from 45 to 64 years of age. This group is expected to include approximately 79 million persons by 2010. We
believe the aging population will help drive the growth for diagnostic imaging procedures over the coming years because diagnostic imaging
utilization tends to increase as a person ages.

The Increasing Role of Diagnostic Imaging in Healthcare. Advanced imaging equipment and modalities are allowing physicians to diagnose a
wide variety of diseases and injuries quickly and accurately without exploratory surgery or other surgical or invasive procedures, which are
usually more expensive, involve greater risk to patients and result in longer rehabilitation time. We believe that future technological advances
will continue to enhance the ability of radiologists to diagnose and influence treatment. For example, MRI techniques, such as magnetic
resonance spectroscopic imaging, are used to show the functions of the brain and to investigate how epilepsy, AIDS, brain tumors, Alzheimer s
disease and other abnormalities affect the brain. In addition, advanced imaging systems are gaining wider acceptance among payors, as they are
increasingly seen and accepted as a tool for reducing long-term healthcare costs.
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Greater Consumer Awareness of and Demand for Preventive Diagnostic Screening. Diagnostic imaging is increasingly being used as a
screening tool for preventive care. Consumer awareness of and demand for diagnostic imaging as a less-invasive and preventive screening
method has added to the growth in diagnostic imaging procedures. Consumers are now more aware of the advanced procedures that are available
to them and are requesting them as preventive procedures from their physicians and healthcare providers. We believe that, with increased
technological advancements, there will be greater consumer awareness of and demand for diagnostic imaging procedures as preventive and
less-invasive procedures for early diagnosis of diseases and disorders.

An Increased Number of High-End Procedures That Utilize Advancements in Technology. Technological advancements include: PET and
PET/CT scanners, which provide greater accuracy in the diagnosis and follow-up of therapy for cancer patients as well as earlier diagnosis of
Alzheimer disease; magnetic resonance spectroscopic imaging, which can differentiate malignant from benign lesions; magnetic resonance
angiography, which can produce three-dimensional images of body parts and assess the status of blood vessels; and enhancements in
teleradiology systems, which permit the digital transmission of radiological images from one location to another for interpretation. Additional
improvements in imaging technologies, contrast agents and scanning capabilities are leading to new, less invasive methods of diagnosing
diseases. For example, these improvements are aiding in detecting blockages in the heart s vital arteries, liver metastases, pelvic diseases and
certain vascular abnormalities without exploratory surgery.

The market for diagnostic imaging services is growing at a healthy rate, but it is highly competitive, with low barriers to entry and it requires a
great deal of capital. As such, we believe the key success factors are: (1) adopting a disciplined and rigorous return on capital approach to all
investment decisions; (2) a radiologist friendly business model; (3) overcoming both the radiologist and technologist labor shortage; (4) common
information systems; and (5) utilizing partnership structures when appropriate.

The Radiologix, Inc. website address is www.radiologix.com, which provides access to the Company s Exchange Act reports.
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Diagnostic Imaging Modalities

The principal diagnostic imaging modalities include the following:

Magnetic Resonance Imaging. MRI utilizes a strong magnetic field in conjunction with low energy electromagnetic waves that are processed by
a computer to produce high-resolution, three-dimensional, cross-sectional images of body tissue, including the brain, spine, abdomen, heart and
extremities. Unlike CT and conventional X-rays, MRI does not utilize ionizing radiation, which can cause tissue damage in high doses. A typical
MRI examination takes from 20 to 45 minutes. MRI systems are priced in the range of $1.0 million to $2.0 million.

Computed Tomography. CT utilizes a computer to direct the movement of an X-ray tube to produce multiple cross-sectional images of a
particular organ or area of the body. CT is used to detect tumors and other conditions affecting bones and internal organs. It is also used to detect
the occurrence of strokes, hemorrhages and infections. CT provides higher resolution images than conventional X-rays, but generally not as well
defined as those produced by magnetic resonance. A typical CT examination takes from 15 to 45 minutes. CT systems are priced in the range of
$0.7 million to $1.2 million.

Positron Emission Tomography. PET/CT combines the technology of both Positron Emission Tomography and Computed Tomography. CT s
advanced algorithms allow the physician to see precise patient anatomy while advanced PET technology captures the metabolic activity of cells.
The fused image provides a highly accurate profile of a disease, helping to effectively plan the course of treatment. PET/CT scanners are priced
in the range of $1.8 million to $2.2 million.

Nuclear Medicine. Nuclear medicine utilizes short-lived radioactive isotopes that release small amounts of radiation that can be recorded by a
gamma camera and processed by a computer to produce an image of various anatomical structures or to assess the function of various organs
such as the heart, kidneys, thyroid and bones. Nuclear medicine is used primarily to study anatomic and metabolic functions. Nuclear medicine
systems are priced in the range of $300,000 to $400,000.

Ultrasound. Ultrasound imaging utilizes high-frequency sound waves to develop images of internal organs, fetuses and the vascular system.
Ultrasound has widespread applications, particularly for procedures in obstetrics, gynecology and cardiology. Ultrasound systems are priced in
the range of $90,000 to $200,000.

Mammography. Mammography is a specialized form of radiology utilizing low dosage X-rays to visualize breast tissue and is the primary
screening tool for breast cancer. Mammography procedures and related services assist in the diagnosis and treatment planning for breast cancer.
Mammography systems are priced in the range of $70,000 to $100,000.

Bone Densitometry. Bone densitometry uses an advanced technology called dual-energy X-ray absorptiometry, or DEXA, which safely,
accurately and painlessly measures bone density and the mineral content of bone for the diagnosis of osteoporosis and other bone diseases. Bone
densitometry systems are priced in the range of $40,000 to $90,000.
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General Radiography (or X-ray) and Fluoroscopy. X-rays utilize roentgen rays to penetrate the body and record images of organs and structures
on film. Fluoroscopy utilizes ionizing radiation combined with a video viewing system for real time monitoring of organs. X-ray and
fluoroscopy are the most frequently used imaging modalities. Digital X-ray systems add computer image processing capability to traditional
X-ray images. X-ray systems are priced in the range of $50,000 to $150,000.

OUR COMPANY

Overview

We are a leading national provider of diagnostic imaging services through our ownership and operation of freestanding, outpatient diagnostic
imaging centers. We utilize sophisticated technology and technical expertise to perform a broad range of imaging procedures, such as MRI, CT,
PET, nuclear medicine, ultrasound, mammography, DEXA, X-ray and fluoroscopy. As of December 31, 2004, we owned, operated or
maintained an ownership interest in imaging equipment at 76 locations, with imaging centers located in 10 states, including primary operations
in the Mid-Atlantic; the Bay Area, California; the Treasure Coast area, Florida; Northeast, Kansas; and the Finger Lakes (Rochester) and
Hudson Valley areas of New York state. We offer multi-modality imaging services at 52 of our diagnostic imaging centers, which provide
patients and referring physicians access to advanced diagnostic imaging services in one convenient location.

We also provide administrative, management and information services to certain radiology practices that provide professional services in
connection with our diagnostic imaging centers and to hospitals and radiology practices with which we operate joint ventures. The services we
provide leverage our existing infrastructure and we believe improve the profitability, efficiency and effectiveness of the radiology practice or
joint venture.

For the year ended December 31, 2004, we performed over 1.6 million diagnostic imaging procedures and generated service fee revenue of
$251.3 million. In addition, we generated net cash flows from operating activities of $27.3 million for the year ended December 31, 2004.
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Competitive Strengths / Business Strategy

Our focus is on the following five goals:

Provide exceptional service

Increase market share

Enhance our partnership with physicians

Reduce denial rates

Build the best teams with the best people

Provide exceptional service. We provide a broad range of diagnostic imaging services within our primary operations. Our 52 multi-modality
centers enable us to offer one-stop shopping to payors, referring physicians and patients. In our experience, referring physicians and payors
prefer to enter into relationships with diagnostic imaging providers that offer a broad spectrum of services at convenient locations, benefiting
referring physicians and patients who require more than one type of diagnostic imaging procedure. From January 1, 2002 to December 31, 2004,
we spent approximately $74 million on diagnostic imaging equipment and leasehold improvements to enhance our diagnostic imaging centers
and increase the number of modalities offered per center. We continue to focus on enhancing our operations and increase procedure volume and
revenue at our existing centers by:

expanding referring physician, hospital and payor relationships;

increasing patient referrals through targeted marketing efforts; and

leveraging our multi-modality offerings to increase the number of high-end procedures performed.

Increase market share. We have a concentrated presence in our primary operations, which enables us to offer patients, referring physicians and
payors a higher degree of responsiveness and convenience than independent operators or hospitals and consequently drive organic growth. We
provide flexible scheduling, convenient locations and expanded hours of operation, as well as the expeditious delivery of radiology reports to
referring physicians. The 70 centers in our primary operations generated 96% of our service fee revenue for the year ended December 31, 2004.
We believe that payors contract with us because of our strong market presence, the high quality of our services and our ability to provide a single
point of contact and centralized administration. In addition, our leading position enables us to increase our procedure volume, optimize
equipment utilization, benefit from economies of scale in purchasing and negotiation of payor contracts and leverage our administrative and
information technology infrastructure in our primary operations.
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Enhance our partnership with physicians. In our primary operations, we contract with leading radiology practices to provide professional
radiology services in connection with our diagnostic imaging centers. We believe that our affiliation with these leading radiology practices
enhances our reputation with referring physicians and their patients. We also provide administrative, management and information services to
certain radiology practices. In light of an ongoing shortage of radiologists, we believe that our contractual relationships with large, established
radiology practices are important to maintaining our high quality service.

Reduce denial rates. Our revenue base comprises a diverse mix of payors, including managed care organizations, Medicare, Medicaid, private
and other payors. For the year ended December 31, 2004, revenue generated at our diagnostic imaging centers consisted of 62% from managed
care payors, 29% from Medicare and Medicaid, and 9% from private and other payors. In addition, we have experienced relatively stable
pricing, with modest increases in most markets and across most modalities. We believe our payor diversity and multi-modality service offerings
mitigate our exposure to possible unfavorable reimbursement trends within any one-payor class and to modality-specific rate changes. In
addition, we have further mitigated our exposure to unfavorable reimbursement trends by creating a list of the top five reasons that payors deny
submitted claims and have developed best practices to address these reasons. As a result of these efforts, we reduced our denial rate from 12.6%
in 2003 to 10.9% in 2004. This denial reduction effort will continue in 2005.

Build the best teams with the best people. We have a highly experienced management team lead by one of our founders, CEO Sami Abbasi. Our
senior management team has an average of approximately 20 years of healthcare services experience. We believe management has positioned
the Company to (1) achieve disciplined volume and service fee revenue growth in our primary operations and (2) explore accretive acquisition
and development opportunities.
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To facilitate the achievement of the above goals, we have committed to spend approximately $14.0 million through the second quarter of 2006
($11.0 million of which we plan to spend for capital expenditures in 2005) to implement a comprehensive Radiology Information System/Picture
Archival Communications System (RIS/PACS) common platform among all our facilities. We refer to this initiative as our Radiologix Enhanced
Workflow And Record Distribution or  REWARD Program. We expect this program to significantly enhance operational efficiencies by: (1)
standardizing processes and protocols across the Company, (2) automating, accelerating and simplifying workflow, (3) improving the capture of
front-end data including billing and patient scheduling information (4) providing more timely digitized images and records to referring
physicians and (5) reducing film and storage costs.

We have also recently promoted a Regional Vice President from one of our primary operations to Senior Vice President of Development and
increased our development budget in order to explore and evaluate acquisition and development opportunities.

Diagnostic Imaging Centers

The Company operates through two segments: our primary operations and our Questar subsidiary operations.

The Company s primary operations consist of owning and operating diagnostic imaging centers and providing administrative, management and
information services to the contracted radiology practice groups under long-term agreements that provide professional interpretation and
supervision services in connection with the Company s diagnostic imaging centers and to hospitals and radiology practices with which the
Company operates joint ventures.

The Company s Questar subsidiary operations consist of short-term agreements with radiology practice groups. These operations have different
characteristics from our primary operations, including location, market concentration, contracting leverage, capital requirements, the single
modality nature of most of the centers and the structure of the management service agreements with physicians.

Additional information related to the number and locations of our diagnostic-imaging centers within our two operating segments is set forth
below:

Diagnostic Imaging Centers

Joint

Owned Venture

Primary Operations Centers Centers Other
Mid-Atlantic Baltimore, MD/Washington Metro Area 24 10

Finger Lakes Rochester, NY 4 1
Hudson Valley Rockland County, NY 5 3
Bay Area San Francisco/Oakland/San Jose, CA 17

Northeast Kansas Topeka and Northeast KS 1 1

Treasure Coast St. Lucie County, FL 4
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Primary operations 55 11 4
Questar operations ~ Multiple locations (1) 6
Total 61 11 4

(1) Includes diagnostic imaging centers in Arizona, California, Colorado and Minnesota that are not integrated into our primary market
operations.

At December 31, 2004, we operated 463 diagnostic imaging units in 76 centers. These include 60 fixed MRI units, 48 CT units, 3 PET units, 4
PET/CT units, 23 nuclear medicine cameras, 95 ultrasound units, 69 general mammography units, 1 digital mammography unit, 29 DEXA units,
90 x-ray units and 41 fluoroscopy units. The average age of our MRI units is 4.1 years, CT units 3.9 years and our PET units, 1.6 years.

To increase the convenience of our diagnostic imaging centers to patients, we implement market-wide scheduling systems where practical. In
these instances, each diagnostic imaging center in a market area can access the patient appointment calendar of other centers in the market area.
Each center also can schedule patient appointments at other centers within the network. This system permits each of our centers within a market
area to efficiently allocate time available at our diagnostic imaging centers within that market area and to meet a patient s appointment time, date
or location preferences.

We focus on providing quality patient care and service to ensure patient and referring physician satisfaction. Our development of comprehensive
radiology networks permits us to invest in technologically advanced imaging equipment, including MRI, open MRI, spiral CT and PET. Our
consolidation of diagnostic imaging centers into coordinated networks improves response time, increases overall patient accessibility, permits us
to standardize certain customer relations procedures and permits us to develop best practices for our diagnostic imaging centers. We seek the
input and participation of the
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contracted radiology practices to which we provide administrative, management and information services to develop best practices and to
improve productivity and the quality of services. By focusing on further improving and, where appropriate, standardizing the operations of our
diagnostic imaging centers, we believe that we can increase patient and referring physician satisfaction, which should lead to increased referrals
and increased utilization of our diagnostic imaging centers.

Payment for diagnostic imaging services comes primarily from managed care payors, governmental payors (including Medicare and Medicaid),
private and other payors. Our centers are principally dependent on our ability to attract referrals from primary care physicians, specialists and
other healthcare providers. The referral often depends on the existence of a contractual arrangement with the referred patient s health benefit
plan. The following table illustrates our approximate payor mix, based on revenue generated at our diagnostic imaging centers, for the years
ended December 31, 2004, 2003 and 2002:

Payor 2004 2003 2002

Managed Care 62% 63% 64%
Medicare and Medicaid 29% 28% 27%
Private and Other 9% 9% 9%

For the years ended December 31, 2004, 2003 and 2002 approximately 6%, 6% and 4%, respectively, of our diagnostic imaging center revenue
was generated from capitated arrangements.

Contracted Radiology Practices

We contract with radiology practices to provide professional services, including supervision and interpretation of diagnostic imaging procedures
performed in our diagnostic imaging centers. We do not engage in the practice of medicine nor do we employ physicians. The radiology
practices maintain full control over the provision of professional radiological services. The contracted radiology practices generally have
outstanding physician and practice credentials and reputations; strong competitive market positions; a broad sub-specialty mix of physicians; a
history of growth and potential for continued growth; and a willingness to embrace our strategy for the delivery of diagnostic imaging services.

We have two models by which we contract with radiology practices: a comprehensive services model and a technical services model. Under our
comprehensive services model, we enter into a long-term agreement with a radiology practice group (typically 40 years). Under this
arrangement, in addition to obtaining technical fees for the use of our diagnostic imaging equipment and the provision of technical services, we
provide management services and receive a fee based on the practice group s professional revenue, including revenue derived outside of our
diagnostic imaging centers. Under our technical services model, which relates primarily to our Questar subsidiary operations, we enter into a
shorter-term agreement with a radiology practice group (typically 10 to 15 years) and pay them a fee based on cash collections from
reimbursements for imaging procedures. In both the comprehensive services and technical services models, we own the diagnostic imaging
assets, and, therefore, receive 100% of the technical reimbursements associated with imaging procedures. Additionally, in most instances, both
the comprehensive services and the technical services models contemplate an incentive technical bonus for the radiology group if the net
technical income exceeds specified thresholds.

The agreements with the radiology practices under our comprehensive services model contain provisions whereby both parties have agreed to
certain restrictions on accepting or pursuing radiology opportunities within a five to 15-mile radius of any of our owned, operated or managed
diagnostic imaging centers at which the radiology practice provides professional radiology services or any hospital at which the radiology
practice provides on-site professional radiology services. Each of these agreements also restricts the applicable radiology practice from
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competing with us and our other contracted radiology practices within a specified geographic area during the term of the agreement. In addition,
the agreements require the radiology practices to enter into and enforce agreements with their physician shareholders at each radiology practice
(subject to certain exceptions) that include covenants not to compete with us for a period of two years after termination of employment or
ownership, as applicable.

Under our comprehensive services model, we have the right to terminate each agreement if the radiology practice or a physician of the
contracted radiology practice engages in conduct, or is formally accused of conduct, for which the physician employee s license to practice
medicine reasonably would be expected to be subject to revocation or suspension or is otherwise disciplined by any licensing, regulatory or
professional entity or institution, the result of any of which (in the absence of termination of this physician or other action to monitor or cure this
act or conduct) adversely affects or would reasonably be expected to adversely affect the radiology practice.

Under our comprehensive services model, upon termination of an agreement with a radiology practice, depending upon the termination event,
we may have the right to require the radiology practice to purchase and assume, or the radiology practice may have the right to require us to sell,
assign and transfer to it, the assets and related liabilities and obligations associated with the professional and technical radiology services
provided by the radiology practice immediately prior to the termination. The purchase price for the assets, liabilities and obligations would be
the lesser of their fair market value or the return of the consideration received in the acquisition. However, the purchase price may not be less
than the net book value of the assets being purchased.
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The agreements with most of the radiology practices under our technical services model contain non-compete provisions that are generally less
restrictive than those provisions under our comprehensive services model. The geographic scope of and types of services covered by the
non-compete provisions vary from practice to practice. Under our technical services model, we generally have the right to terminate the
agreement if a contracted radiology practice loses the licenses required to perform the service obligations under the agreement, violates
non-compete provisions relating to the modalities offered or if income thresholds are not met.

Our contractual relationships with two radiology groups ended in June 2004 (M&S Imaging Associates, P.A. in San Antonio) and January 2005
(WB&A Imaging, P.C. in the Mid-Atlantic).

Sales and Marketing

We selectively invest in marketing and sales resources and activities in an effort to attract new patients, expand business relationships, grow
revenue at our existing centers and maintain present business alliances and contractual agreements. Marketing activities include organizing and
presenting educational programs on new applications and uses of technology to referring physicians, developing and conducting customer
service programs and proactively calling managed care organizations and third-party insurance companies to generate additional contracts.

Government Regulation and Supervision

General. The healthcare industry is highly regulated, and we can give no assurance that the regulatory environment in which we operate will not
change significantly in the future. Our ability to operate profitably will depend in part upon us, the contracted radiology practices and their
affiliated physicians obtaining and maintaining all necessary licenses, certificates of need and other approvals and operating in compliance with
applicable healthcare regulations. We believe that healthcare regulations will continue to change. Therefore, we monitor developments in
healthcare law and modify our operations from time to time as the business and regulatory environment changes. Although we intend to continue
to operate in compliance, we cannot ensure that we will be able to adequately modify our operations to address changes in the regulatory
environment. MedPAC recently recommended proposals that seek more effective use of imaging services while controlling costs. Private payors
have also begun adopting policies to control imaging costs. Although we believe we are well-positioned for these changes there is no guarantee
that we will ultimately benefit from them.

Licensing and Certification Laws. Ownership, construction, operation, expansion and acquisition of diagnostic imaging centers are subject to
various federal and state laws, regulations and approvals concerning licensing of centers, personnel, certificates of need and other required
certificates for certain types of healthcare centers and major medical equipment. Free-standing diagnostic imaging centers that provide services
not performed as part of a physician office must meet Medicare requirements to be certified as an independent diagnostic testing facility to bill
the Medicare program. We may not be able to receive the required regulatory approvals for any future acquisitions, expansions or replacements,
and the failure to obtain these approvals could limit the market for our services.

Fee-Splitting; Corporate Practice of Medicine. The laws of many states, including many of the states in which the contracted radiology practices
are located, prohibit us from exercising control over the medical judgments or decisions of physicians and from engaging in certain financial
arrangements, such as splitting professional fees with physicians. These laws and their interpretations vary from state to state and are enforced
by state courts and regulatory authorities, each with broad discretion. A component of our business has been to enter into service agreements
with radiology practices. We provide management, administrative, technical and other non-medical services to the radiology practices in
exchange for a service fee. We structure our relationships with the radiology practices, including the purchase of diagnostic imaging centers, in a
manner that we believe keeps us from engaging in the practice of medicine or exercising control over the medical judgments or decisions of the
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radiology practices or their physicians or violating the prohibitions against fee-splitting. State regulatory authorities or other parties may assert
that we are engaged in the corporate practice of medicine or that the payment of service fees to us by the radiology practices constitutes fee
splitting. If such a claim were successfully asserted, we could be subject to civil and criminal penalties and could be required to restructure or
terminate the applicable contractual arrangements. This result or our inability to successfully restructure our relationships to comply with these
statutes could jeopardize our business strategy.

Medicare and Medicaid Reimbursement Program. Our revenue is derived through our ownership, operation and management of diagnostic
imaging centers and from service fees paid to us by contracted radiology practices. During the year ended December 31, 2004, approximately
29% of our revenue generated at our diagnostic imaging centers was derived from government sponsored healthcare programs (principally,
Medicare and Medicaid).

In 2004, Congress legislated an increase (fee schedule update) of approximately 1.5% in the overall reimbursement rates for physician and
outpatient services, including diagnostic imaging services. Combined with increased valuation of some radiology procedure relative value units,
overall reimbursement for our services increased slightly beyond the 1.5% rate for 2004. Our

Table of Contents 16



Edgar Filing: RADIOLOGIX INC - Form 10-K

Table of Conten

diagnostic imaging centers are principally dependent on our ability to attract referrals from primary care physicians, specialists and other
healthcare providers. The referral often depends on the existence of a contractual agreement with the patient s health benefit plan. In 2004, we
continued to experience utilization requirements from third party payors, which provide conditions that must be met before a referral for our
services can be made.

Medicare and Medicaid Fraud and Abuse. Federal law prohibits the knowing and willful offer, payment, solicitation or receipt of any form of
remuneration in return for, or to induce, (i) the referral of a person, (ii) the furnishing or arranging for the furnishing of items or services
reimbursable under the Medicare, Medicaid or other governmental programs or (iii) the purchase, lease or order or arranging or recommending
purchasing, leasing or ordering of any item or service reimbursable under the Medicare, Medicaid or other governmental programs. Enforcement
of this anti-kickback law is a high priority for the federal government, which has substantially increased enforcement resources and is likely to
continue increasing such resources. The applicability of the anti-kickback law to many business transactions in the healthcare industry has not
yet been subject to judicial or regulatory interpretation. Noncompliance with the federal anti-kickback legislation can result in exclusion from
the Medicare, Medicaid or other governmental programs and civil and criminal penalties.

We receive fees under our service agreements for management and administrative services, which include contract negotiation and marketing
services. We do not believe we are in a position to make or influence referrals of patients or services reimbursed under Medicare, Medicaid or
other governmental programs to radiology practices or their affiliated physicians or to receive referrals. However, we may be considered to be in
a position to arrange for items or services reimbursable under a federal healthcare program. Because the provisions of the federal anti-kickback
statute are broadly worded and have been broadly interpreted by federal courts, the government could take the position that our arrangements
with the contracted radiology practices implicate the federal anti-kickback statute. Violation of the law can result in monetary fines, civil and
criminal penalties, and exclusion from participation in federal or state healthcare programs, any of which could have an adverse effect on our
business and results of operations. While our service agreements with the contracted radiology practices will not meet a safe harbor to the
federal anti-kickback statute, failure to meet a safe harbor does not mean that agreements violate the anti-kickback statute. We have sought to
structure our agreements to be consistent with fair market value in arms length transactions for the nature and amount of management and
administrative services rendered. For these reasons, we do not believe that service fees payable to us should be viewed as remuneration for
referring or influencing referrals of patients or services covered by such programs as prohibited by statute.

The Stark Law prohibits a physician from referring Medicare or Medicaid patients to an entity providing designated health services, including,
without limitation, radiology services, in which the physician has an ownership or investment interest or with which the physician has entered

into a compensation arrangement. The penalties for violating the Stark Law include a prohibition on payment by these governmental programs

and civil penalties of as much as $15,000 for each violative referral and $100,000 for participation ina circumvention scheme.

Under CMS regulations, radiology and certain other imaging services and radiation therapy services and supplies are included in the designated
health services and supplies subject to the self-referral prohibition. Included are the professional and technical components of any diagnostic test
or procedure using X-rays, ultrasound or other imaging services, CT, MRI, radiation therapy and diagnostic mammography services (but not
screening mammography services). The regulations, however, exclude from designated health services: (i) X-ray, fluoroscopy or ultrasonic
procedures that require the insertion of a needle, catheter, tube or probe through the skin or into a body orifice; (ii) radiology procedures that are
integral to the performance of, and performed during, nonradiological medical procedures; (iii) nuclear medicine procedures; and (iv) invasive or
interventional radiology, because the radiology services in these procedures are merely incidental or secondary to another procedure that the
physician has ordered.

The Stark Law provides that a request by a radiologist for diagnostic radiology services or a request by a radiation oncologist for radiation
therapy, if such services are furnished by or under the supervision of the radiologist or radiation oncologist pursuant to a consultation requested
by another physician, does not constitute a referral by a referring physician. If these requirements were met, the Stark Law self-referral
prohibition would not apply to such services. The effect of the Stark Law on the radiology practices, therefore, depends on the precise scope of
services furnished by each such practice s radiologists and whether such services derive from consultations or are self-generated. We believe that
(other than self-referred patients) all of the services covered by the Stark Law provided by the contracted radiology practices derive from
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requests for consultations by non-affiliated physicians and therefore are exempt from the Stark Law.

In addition, we believe that we have structured our acquisitions of the assets of existing practices, and we intend to structure any future
acquisitions, to comply with the anti-kickback and Stark Law and regulations. Specifically, we believe the consideration paid by us to physicians
to acquire the tangible and intangible assets associated with their practices is consistent with fair market value in arms length transactions and is
not intended to induce the referral of patients. Should any such practice be deemed to constitute an arrangement designed to induce the referral
of Medicare or Medicaid patients, then our acquisitions could be viewed as possibly violating anti-kickback and self-referral laws and
regulations. A determination of liability under any such laws could have an adverse effect on our business, financial condition and results of
operations.
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All Medicare carriers routinely perform audits of Medicare claims. These carriers are contracted by CMS to adjudicate and pay Medicare claims.
Although there were none, an unsatisfactory audit of any of our diagnostic imaging centers or contracted radiology practices could result in
significant repayment obligations, exclusion from the Medicare, Medicaid, or other governmental programs and/or civil and criminal penalties.

Federal regulatory and law enforcement authorities have increased enforcement activities with respect to Medicare and Medicaid fraud and
abuse regulations and other reimbursement laws and rules, including laws and regulations that govern our activities and the activities of the
contracted radiology practices. Our or the contracted radiology practices activities may be investigated, claims may be made against us or the
contracted radiology practices and these increased enforcement activities may directly or indirectly have an adverse effect on our business,
financial condition and results of operations.

State Anti-kickback and Physician Self-referral Laws. All of the states in which our diagnostic imaging centers are located have adopted a form
of anti-kickback law and almost all of those states have also adopted a form of Stark Law. The scope of these laws and the interpretations of
them vary from state to state and are enforced by state courts and regulatory authorities, each with broad discretion. Generally, state laws cover
all referrals by all healthcare providers for all healthcare services. A determination of liability under these laws could result in fines and penalties
and restrictions on our ability to operate in these jurisdictions.

Federal False Claims Act. The Federal False Claims Act provides, in part, that the federal government may bring a lawsuit against any person
whom it believes has knowingly presented, or caused to be presented, a false or fraudulent request for payment from the federal government, or
who has made a false statement or used a false record to get a claim approved. The Federal False Claims Act further provides that a lawsuit there
under may be initiated in the name of the United States by an individual who is an original source of the allegations. The government has taken
the position that claims presented in violation of the federal anti-kickback law or Stark Law may be considered a violation of the Federal False
Claims Act. Penalties include civil penalties of not less than $5,500 and not more than $11,000 for each false claim, plus three times the amount
of damages that the federal government sustained because of the act of that person. We believe that we are in compliance with the rules and
regulations that apply to the Federal False Claims Act. However, we could be found to have violated certain rules and regulations resulting in
sanctions under the Federal False Claims Act, and if we are so found in violation, any sanctions imposed could result in fines and penalties and
restrictions on and exclusion from participation in federal and state healthcare programs that are integral to our business.

Healthcare Laws and Regulations. Healthcare laws and regulations may change significantly in the future. We continuously monitor these
developments and modify our operations from time to time as the regulatory environment changes. We cannot assure you, however, that we will
be able to adapt our operations to address new regulations or that new regulations will not adversely affect our business. In addition, although we
believe that we are operating in compliance with applicable federal and state laws, neither our current or anticipated business operations nor the
operations of the contracted radiology practices has been the subject of judicial or regulatory interpretation. We cannot assure you that a review
of our business by courts or regulatory authorities will not result in a determination that could adversely affect our operations or that the
healthcare regulatory environment will not change in a way that restricts our operations.

Health Insurance Portability and Accountability Act of 1996. In an effort to combat healthcare fraud, Congress enacted the Health Insurance
Portability and Accountability Act of 1996 ( HIPAA ). Under HIPAA, a healthcare benefit program includes any private plan or contract affecting
interstate commerce under which any medical benefit, item or service is provided. A person or entity that knowingly and willfully obtains the

money or property of any healthcare benefit program by means of false or fraudulent representations in connection with the delivery of

healthcare services is subject to a fine and/or imprisonment. In addition, HIPAA authorizes the imposition of civil money penalties against

entities that employ or enter into contracts with excluded Medicare or Medicaid program participants if such entities provide services to federal

health program beneficiaries. A finding of liability under HIPAA could have a material adverse effect on our business, financial condition and

results of operations.
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Further, the Administrative Simplification provisions of HIPAA required the promulgation of regulations establishing national standards for,
among other things, certain electronic healthcare transactions, the use and disclosure of certain individually identifiable patient health
information, and the security of the electronic systems maintaining this information. These are commonly known as the HIPAA transaction and
code set standards, privacy standards, and security standards, respectively.

The administrative provisions of HIPAA direct the federal government to adopt national electronic standards for automated transfer of certain
healthcare data between healthcare payors, plans and providers. HIPAA is designed to enable the entire healthcare industry to communicate
electronic data using a single set of standards, thus eliminating all nonstandard formats currently in use. Our contracted radiology practices and
diagnostic imaging centers are covered entities under HIPAA, and as such, must be in compliance with the privacy standards and the HIPAA
electronic data interchange mandates. The security

10
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standards must be established by April 21, 2005. A failure in our continued ability to comply with HIPAA standards or the discontinuance of
CMS or payor contingency plans could cause us to experience a delay in its claims processing by its payors or lead to a large number of rejected
or denied claims. Either of these results may slow our cash collections and increase our accounts receivable days sales outstanding. In addition,
it could materially affect our short-term revenues, or our business, financial condition and results of operations.

Although our electronic systems are HIPAA compatible and consistent with the HIPAA regulations, we cannot guarantee that enforcement
agencies or courts will not make interpretations of the HIPAA standards that are inconsistent with ours, or the interpretations of the contracted
radiology practices or their affiliated physicians. A finding of liability under the HIPAA standards may result in criminal and civil penalties.
Noncompliance also may result in exclusion from participation in government programs, including Medicare and Medicaid. These actions could
have a material adverse effect on our business, financial condition, and results of operations.

Many states recently have adopted statutes and regulations that are similar to the HIPAA privacy standards. In some cases these restrictions are
difficult to harmonize with the federal regulations.

Compliance Program. We implemented a program to monitor compliance with federal and state laws and regulations applicable to healthcare
entities. We have appointed a compliance officer who is charged with implementing and supervising our compliance program, which includes

the adoption of (i) Standards of Conduct for our employees and affiliates and (ii) an Ethics Process that specifies how employees, affiliates and
others may report regulatory or ethical concerns to our compliance officer. We believe that our compliance program meets the relevant standards
provided by the Office of Inspector General of the Department of Health and Human Services. An important part of our compliance program
consists of conducting periodic reviews of various aspects of our operations and that of the contracted radiology practices. We also conduct
mandatory educational programs designed to familiarize our employees with the regulatory requirements and specific elements of our

compliance program.

Insurance Laws and Regulation. Certain states have enacted statutes or adopted regulations affecting risk assumption in the healthcare industry,
including statutes and regulations that subject any physician or physician network engaged in risk-based managed care contracting to applicable
insurance laws and regulations. These laws and regulations may require physicians and physician networks to meet minimum capital
requirements and other safety and soundness requirements. Implementing additional regulations or compliance requirements could result in
substantial costs to us and the contracted radiology practices and limit our ability to enter into capitated or other risk-sharing managed care
arrangements.

Competition

The market for diagnostic imaging services is competitive. We compete principally on the basis of our reputation, our ability to offer multiple
modalities, our conveniently located centers and our ability to provide cost-effective, high-quality diagnostic imaging services. We compete
locally with groups of radiologists and non-radiologist physician practices, established hospitals, clinics and certain other independent
organizations that own and operate imaging equipment. Our major national competitors include Alliance Imaging, Inc., InSight Health Services
Corp., Medical Resources, Inc., and MedQuest, Inc. Some of our local or national competitors that provide diagnostic-imaging services may
now or in the future have access to greater financial resources than we do and may have access to newer more advanced equipment.

Each of the contracted radiology practices under our comprehensive services model has entered into agreements with its physician shareholders
and full-time employed radiologists that generally prohibit those shareholders and radiologists from competing for a period of two years within
defined geographic regions after they cease to be owners or employees, as applicable. In most states, a covenant not to compete will be enforced
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only:

to the extent it is necessary to protect a legitimate business interest of the party seeking enforcement;

if it does not unreasonably restrain the party against whom enforcement is sought; and

if it is not contrary to public interest.

Enforceability of a non-compete covenant is determined by a court based on all of the facts and circumstances of the specific case at the time
enforcement is sought. For this reason, it is not possible to predict whether, or to what extent, a court will enforce the contracted radiology
practices covenants. The inability of the contracted radiology practices or us to enforce radiologists non-compete covenants could result in
increased competition from individuals who are knowledgeable about our business strategies and operations.

We may not be able to compete effectively for the acquisition of diagnostic imaging centers, joint venture opportunities or other outsourcing

relationships. Our competitors may have better-established operating histories and greater resources than we do. Competitors may make it more

difficult to complete acquisitions or joint ventures on terms beneficial to us.

11
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Corporate Liability and Insurance

We may be subject to professional liability claims including, without limitation, for improper use or malfunction of our diagnostic imaging
equipment. We maintain insurance policies with coverages that we believe are appropriate in light of the risks attendant to our business and
consistent with industry practice. We also require the contracted radiology practices to maintain sufficient professional liability insurance
consistent with industry practice. However, adequate liability insurance may not be available to us and the contracted radiology practices in the
future at acceptable costs or at all.

Providing medical services entails the risk of professional malpractice and other similar claims. The physicians employed by the contracted
radiology practices are from time to time subject to malpractice claims. We structure our relationships with the practices under our agreements
with them in a manner that we believe does not constitute the practice of medicine by us or subject us to professional malpractice claims for acts
or omissions of physicians in the contracted radiology practices. Nevertheless, claims, suits or complaints relating to services provided by the
contracted radiology practices may be asserted against us in the future, including malpractice.

Any claim made against us not fully covered by insurance could be costly to defend, result in a substantial damage award against us and divert
the attention of our management from our operations, which could have an adverse effect on our financial performance. In addition, claims
might adversely affect our business or reputation.

The contracted radiology practices maintain professional liability insurance coverage primarily on a claims made basis. This insurance provides
coverage for claims asserted when the policy is in effect, regardless of when the events that caused the claim occurred. The contracted radiology
practices are required by the terms of the service agreements to maintain medical malpractice liability insurance consistent with minimum limits
mandated in their hospital contracts or by applicable state law.

We maintain general liability and umbrella coverage in commercially reasonable amounts. Additionally, we maintain workers compensation
insurance on all employees. Coverage is placed on a statutory basis and responds to each state s specific requirements.

We have assumed and succeeded to substantially all of the obligations of some of the operations that we have acquired. Therefore, claims may
be asserted against us for events that occurred prior to our acquiring these acquisitions. The sellers of the operations that we have acquired have
agreed to indemnify us for certain claims. However, we may not be able to collect payment under these indemnity agreements, which could
affect us adversely.

Employees

As of December 31, 2004, we had approximately 2,500 employees, 64 of whom were based at our corporate headquarters with the remainder
based at our regional offices and diagnostic imaging centers. We believe that our relationship with our employees is good.

ITEM 2. PROPERTIES.
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Radiologix s corporate headquarters are located at 3600 JP Morgan Chase Tower, 2200 Ross Avenue, Dallas, Texas 75201-2776, in
approximately 26,000 square feet occupied under a lease, which expires on September 30, 2011.

We also have a regional office of approximately 39,000 square feet occupied under a lease in Baltimore, Maryland which expires on September
30, 2012.

ITEM 3. LEGAL PROCEEDINGS.

We are not currently subject to any material litigation nor, to our knowledge, is any material litigation threatened against us. All of our current
litigation is (1) expected to be covered by liability insurance or (ii) not expected to materially adversely affect our business. Some risk exists,
however, that we could subsequently be named as a defendant in additional lawsuits or that pending litigation could materially adversely affect
us.

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

Radiologix did not submit any matters to a vote of security holders during the fourth quarter of 2004.

12
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PART II

ITEM 5. MARKET FOR REGISTRANT S COMMON EQUITY, RELATED STOCKHOLDER MATTERS AND ISSUER PURCHASES OF
EQUITY SECURITIES.

Radiologix s common stock is listed on the American Stock Exchange under the symbol RGX. The following table sets forth the high and low
sale prices per share of the common stock for the years ended December 31, 2004 and 2003 as reported by the American Stock Exchange.

HIGH LOW

2004

First Quarter $420 $3.25
Second Quarter $465 $331
Third Quarter $4.68 $3.30
Fourth Quarter $453 $2.99
2003

First Quarter $2.81 $1.75
Second Quarter $433 $1.95
Third Quarter $4.51 $2.98
Fourth Quarter $3.69 $2.79

As of the close of business on March 1, 2005, the last reported sales price per share of Radiologix s common stock was $4.80 and approximately
77 shareholders owned Radiologix common stock of record. This number does not include persons whose shares are held by a bank, brokerage
house or clearing company, but does include the banks, brokerage houses and clearing companies.

No cash dividends have been paid on Radiologix s common stock since the organization of Radiologix and Radiologix does not anticipate paying
dividends in the foreseeable future. Radiologix currently intends to retain earnings for future growth and expansion opportunities.

The Company has a $12.0 million convertible junior subordinated note, which matures July 31, 2009, and bears interest, payable quarterly in
cash or payment in kind securities, at 8.0%.

13

Table of Contents 25



Edgar Filing: RADIOLOGIX INC - Form 10-K

Table of Conten

ITEM 6. SELECTED FINANCIAL DATA.

The following selected historical financial data is derived from Radiologix s consolidated financial statements for the periods indicated and, as
such, reflects the impact of acquired entities from the effective dates of such transactions. The information in the table and its notes should be
read in conjunction with Management s Discussion and Analysis of Financial Condition and Results of Operations and with Radiologix s
consolidated financial statements and their notes included elsewhere in this report.

SELECTED CONSOLIDATED FINANCIAL DATA

(IN THOUSANDS, EXCEPT PER SHARE DATA)

YEAR ENDED DECEMBER 31,

2004 (a) (b) 2003 (c) 2002 2001 (d) 2000
SERVICE FEE REVENUE $ 251,291 $ 242,038 $ 256,344 $ 256,334 $ 223453
COSTS AND EXPENSES:
Cost of services 158,613 149,034 145,049 138,715 123,322
Equipment lease 17,660 17,230 15,653 18,357 15,196
Provision for doubtful accounts 22,337 20,228 21,540 22,877 32,795
Depreciation and amortization 24,750 25,537 24,568 22,037 20,412
Gross profit 27,931 30,009 49,534 54,348 31,728
Severance and Other Related Costs 405 1,568 978
Corporate General and Administrative 18,919 15,335 15,172 14,336 10,571
Impairment of Goodwill, Intangible and Long-lived
Assets 14,558 523 794
Merger Related Costs 1,000 1,772
Supplemental Incentive Compensation 615
Loss on Early Extinguishment of Debt 4,730
Interest Expense, Net 16,974 17,670 18,388 14,911 17,250
Gain on Sale of Operations (4,669)
Income (loss) before Equity in Earnings of
Unconsolidated Affiliates, Non-Operating Income,
Minority Interest in Consolidated Subsidiaries,
Income Taxes and Discontinued Operations (18,256) (5,087) 14,202 18,756 2,135
Equity in Earnings of Unconsolidated Affiliates 2,865 4,082 4,568 5,017 4,275
Non-Operating Income 1,300
Minority Interests In Income of Consolidated
Subsidiaries (791) (748) (1,185) (1,092) (948)
INCOME (LOSS) BEFORE INCOME TAXES AND
DISCONTINUED OPERATIONS (16,182) (1,753) 17,585 23,981 5,462
Income Tax Expense (Benefit) (5,848) (701) 7,034 9,592 2,192
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INCOME (LOSS) FROM CONTINUING
OPERATIONS

Discontinued Operations:

Income (loss) from discontinued operations before
income tax

Income tax expense (benefit)

Income (loss) from discontinued operations

NET INCOME (LOSS)

EARNINGS (LOSS) PER COMMON SHARE:
Income (loss) from continuing operations  basic
Income (loss) from discontinued operations  basic

Net income (loss) basic

Income (loss) from continuing operations  diluted
Income (loss) from discontinued operations  diluted

Net income (loss) diluted

WEIGHTED AVERAGE SHARES
OUTSTANDING:

Basic

Diluted

(10,334) (1,052) 10,551 14,389 3,270
(13,128) (11,519) 342 931) 1,771
(5,426) (4,608) 137 (372) 708
(7,702) 6,911) 205 (559) 1,063
(18,036) (7,963) 10,756 13,830 4333
(0.48) (0.05) 0.50 0.74 0.17
(0.35) (0.32) 0.01 (0.03) 0.05
(0.83) (0.37) 0.51 0.71 0.22
(0.48) (0.05) 0.47 0.68 0.17
(0.35) (0.32) 0.01 (0.02) 0.05
(0.83) (0.37) 0.48 0.66 0.22
21,789,517 21,724,165 20,957,026 19,559,185 19,494,959
21,789,517 21,724,165 23,967,427 22,652,372 19,808,520

(a) Service fee revenue and equity in earnings of unconsolidated affiliates were reduced by $9.1 million and $286,000, respectively, due to a
change in estimating contractual adjustments, in the fourth quarter of 2004.
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(b) Cost of services for the year ended December 31, 2004 includes: (i) $315,000 for lease termination costs related to diagnostic equipment
no longer in use; (ii) $200,000 to write-off software costs associated with canceling a software contract and (iii) $295,000 for a litigation
settlement.

(c) Cost of services for the year ended December 31, 2003 includes: (i) $546,000 to meet HIPAA compliance requirements, (ii) $775,000
associated with self reporting certain lease agreements terms to the U.S. Department of Health & Human Services Office of the Inspector
General (OIG), (iii) $300,000 for a legal settlement, and (iv) $363,000 for financing costs related to an amendment of the credit facility.

(d) Non-operating income in 2001 represents $1.3 million for partial consideration for an early termination of management services provided
at certain imaging centers not owned or operated by the Company.

AS OF DECEMBER 31,

2004 2003 2002

(in thousands)
Balance Sheet Data:

Working capital $ 65,387 $ 74,050 $ 60,450
Total assets 254,071 279,514 296,091
Long-term debt and capital lease obligations 158,519 162,075 166,249
Convertible notes 11,980 11,980 11,980
Stockholders equity 42916 60,684 68,367

ITEM 7. MANAGEMENT S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS OF OPERATIONS.

Overview

The discussion and analysis presented below refers to and should be read in conjunction with the consolidated financial statements and related
notes appearing elsewhere in this Form 10-K.

Our results may be impacted by variability due to changes in modality mix and the volume of procedures performed, physician referral and
vacation patterns, the impact of hospital and physician-affiliated imaging centers that compete in our primary and Questar operations, the timing
and negotiation of managed care and service contracts, the availability of technologists and other personnel resources, and trends in receivable
collectibility. We are impacted by seasonality in that referring physicians and technologists often schedule vacations in the summer months
which typically results in a decline in our volumes and service fee revenue while increasing cost of services as we contract for the services of
temporary technologists at higher rates.

We are a leading national provider of diagnostic imaging services through our ownership and operation of free-standing, outpatient diagnostic
imaging centers. We utilize sophisticated technology and technical expertise to perform a broad range of imaging procedures, such as magnetic
resonance imaging (MRI), computed tomography (CT), positron emission tomography (PET), PET/CT, nuclear medicine, ultrasound,
mammography, bone densitometry (DEXA), general radiography (X-ray) and fluoroscopy. For the year ended December 31, 2004, we derived
83% of our service fee revenue from the ownership, management and operation of our imaging center network and 17% of our service fee
revenue from administrative, management and information services provided to contracted radiology practices. As of December 31, 2004, we
owned, operated or maintained, through our two operating segments, an ownership interest in imaging equipment at 76 locations, with imaging
centers located in 10 states, including (1) primary operations in the Mid-Atlantic; the Bay Area, California; Treasure Coast, Florida; Northeast,
Kansas; and the Finger Lakes (Rochester) and Hudson Valley markets in New York state; and (2) Questar operations with imaging centers
located in Arizona, California, Colorado and Minnesota.
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As disclosed in our 2004 Form 10-Q for the nine months ended September 30, 2004, we expected to finalize a retrospective collection analysis
of our accounts receivable in the fourth quarter of 2004. Accordingly, in connection with our December 2004 year-end closing process, we did
finalize this retrospective collection analysis. This retrospective process represents an enhancement to our methodology for estimating the
amount of contractual adjustments and provision for doubtful accounts necessary to reduce gross revenue (billed charges) and gross receivables
to net amounts realizable from managed care, Medicare, Medicaid, private and other payors. This enhanced methodology is based on the
matching of cash collections to billed charges by month of service. In connection with our provision for doubtful accounts, we continue to record
this expense based on historical write-offs which has not significantly changed. As a result of the above process, we increased contractual
adjustments by $9.1 million resulting in a corresponding decrease in service fee revenue and accounts receivable in the fourth quarter of 2004 to
reflect the change in estimate of net realizable value.
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Service fee revenue from our primary operations is comprised primarily of billed charges for both the technical and professional components for
services performed, reduced by estimated contractual adjustments and by amounts retained by contracted radiology practice groups for their
professional services, pursuant to our medical services agreements. Under these medical services agreements, the Company provides contracted
radiology practices with the facilities and equipment used in its medical practice, assumes responsibility for the management of the operations,
and employs substantially all of the non-physician personnel utilized by the contracted radiology practices. In connection with operations related
to our Questar subsidiary, service fee revenue is comprised primarily of billed charges for technical services performed at our Questar imaging
centers reduced by estimated contractual adjustments. Revenue is recognized once services are performed by contracted radiology practices, the
imaging centers, or both. The provision for doubtful accounts related to established charges is reflected as an operating expense rather than a
reduction of revenue. Our patient accounting system currently does not record contractual adjustments at the time of billing. Instead, adjustments
for contractual adjustments and doubtful accounts are estimated based on historical collection experience using a retrospective collection
analysis, payment versus charge schedules and accounts receivable aging models. As these factors change, changes in estimates are made in the
appropriate period. We expect to implement a system in fiscal 2005 that will allow us to estimate and record contractual adjustments at the time
of billing at our primary operations.

The Company s service fee revenue is dependent upon the operating results of the contracted radiology practice groups and diagnostic imaging
centers. Where state law allows, service fees due under the medical services agreements for the contracted radiology practice groups are derived
from two distinct revenue streams: (1) a negotiated percentage of the professional revenues, reduced by certain expenses (non-physician salaries
and benefits, rent, depreciation, insurance, interest and other physician costs), as defined in the medical services agreements; and (2) 100% of the
adjusted technical revenues as defined in the medical service agreements up to a designated ceiling at which point certain of the medical services
agreements provide for a technical bonus to the contracted radiology practice groups for a percentage amount in excess of this ceiling. In states
where the law requires a flat fee structure, the Company has negotiated a base service fee, which approximates the estimated fair market value of
the services provided under the medical services agreements and which is renegotiated each year to equal the fair market value of the services
provided under the medical services agreements.

Our diagnostic imaging centers are also principally dependent on our ability to attract referrals from primary care physicians, specialists and
other healthcare providers. The referral often depends on the existence of a contractual arrangement with the referred patient s health benefit
plan. The Company has contracts with health benefit plans representing many of the patients in the markets we serve.

A summary of our volumes and service fee revenue follows (in thousands):

For the Year Ended
December 31,
2004 2003 2002
High end volumes (1) 377 360 341
Other volumes 1,183 1,141 1,106
Professional component $ 41969 $ 46,576 $ 51,010
Technical component 209,322 195,462 205,334
Service fee revenue $251,291 $242,038 $256,344

(1) Defined as MRI, PET and CT procedures.
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Capitation revenue of $15.1 million, $13.9 million and $10.3 million in 2004, 2003 and 2002, respectively, is included in service fee revenue
above. For the years ended December 31, 2004, 2003 and 2002, approximately 6%, 6% and 4%, respectively, of our diagnostic imaging center
service fee revenue was generated from capitated arrangements. Of this 6%, two-thirds relates to contracts with two physician groups and the
remainder relates to two contracts with one managed care payor.

Our charge masters at individual subsidiaries are generally set at approximately two times the current Medicare fee schedule because we are
generally paid the lower of (1) billed charges, (2) a negotiated flat rate or (3) a multiple of the current Medicare fee schedule. Additionally,
because the majority of our managed care payor contracts have fixed rates, we generally do not raise charge master pricing (gross charges). It is
our policy that proposed price (gross charge) increases to any subsidiary charge master must be approved in writing by the Vice President of our
Patient Services Group.

For fiscal 2005, we estimate that we may receive from $800,000 to $1,100,000 in additional service fee revenue due to changes to the Medicare
fee schedules that were effective with the November 1, 2004 Federal Register.

Contracted rates that we received under managed care contracts (excluding capitation arrangements and Blue Cross Blue Shield contracts) in
fiscal 2004 were up approximately 2% in 2004. In fiscal 2005, we expect our managed care contract rates (including those rates for Blue Cross
and Blue Shield payors, which are major payors for us in several markets) to remain relatively constant compared to rates received in fiscal
2004.
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Results of Operations

Our primary operations consist of owning and operating diagnostic imaging centers and providing administrative, management, information, and
other services to certain contracted radiology practice groups. These contracted radiology practice groups provide professional interpretation and
supervision services to our diagnostic imaging centers and to hospitals and joint ventures in which we participate. Our services are designed to
leverage our existing infrastructure and improve radiology practice groups or joint venture profitability, efficiency and effectiveness. We also
operate primarily single modality imaging centers through our subsidiary, Questar. Because of different characteristics from our primary
operations, including location, market concentration, contracting leverage, and capital requirements, the single modality nature of most of the
centers and the structure of the management service agreements with physicians related to the Company s Questar operations, senior
management makes resource allocation decisions separately for Questar and our primary operations.

Effective October 31, 2004, we entered into a definitive agreement to purchase, for $15.5 million in cash, diagnostic imaging equipment and an
equipment financing right that was granted prior to the formation of Radiologix and to assume certain equipment leases. As a result of this
acquisition, we recorded a $13.9 million intangible asset for this equipment financing right, which we are amortizing over 18 years, the
remaining accounting life of the underlying medical services agreement (initially 25 years).

Under this financing right, the seller had a perpetual right to finance certain types of equipment on behalf of Radiologix and to charge the
Company usage-based rent on these pieces of equipment. Service fee revenue is not affected as a result of this purchase. Instead, this acquisition
eliminates expenses that previously varied based on volume resulting in incremental reductions in equipment lease expense as volume increases.
If this transaction had been effective on January 1, 2004 instead of October 31, 2004, we estimate that cost of services would have increased by
$500,000, equipment lease expense would have decreased by $4.5 million, depreciation and amortization would have increased by $1.4 million
and pre-tax loss would have decreased by $2.6 million for the year ended December 31, 2004.

Year Ended December 31, 2004 Compared to Year Ended 