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PART I—FINANCIAL INFORMATION
ITEM 1—Condensed Consolidated Financial Statements

ROTECH HEALTHCARE INC. AND SUBSIDIARIES
UNAUDITED CONDENSED CONSOLIDATED BALANCE SHEETS

(In thousands)

Assets

Current assets:

Cash and cash equivalents

Accounts receivable, net

Other accounts receivable

Inventories

Prepaid expenses

Total current assets

Property and equipment, net

Intangible assets (less accumulated amortization of $4,731 at December 31, 2005 and $5,769 at

September 30, 2006)
Other goodwill
Reorganization value in excess of fair value of identifiable assets—goodwill
Other assets

Liabilities and Stockholders’ Equity
Current liabilities:
Accounts payable
Accrued expenses and other current liabilities, including dividends payable
Accrued interest
Deferred revenue
Deferred tax liabilities, net
Income taxes payable
Current portion of long-term debt
Total current liabilities
Deferred tax liabilities, net
Priority tax claim
Other long-term liabilities
Long-term debt, less current portion
Series A convertible redeemable preferred stock, stated value $20 per share, 1,000,000 shares
authorized, 249,196 and 248,846 shares issued and outstanding at December 31, 2005 and
September 30, 2006, respectively
Stockholders’ equity:

Common stock, par value $.0001 per share 50,000,000 shares authorized, 25,417,270 shares
issued and outstanding at December 31, 2005 and 25,481,270 shares issued and outstanding

at September 30, 2006
Additional paid-in capital
Retained earnings (deficit)

Total stockholders’ equity

Dec. 31, September 30,
2005 2006
$ 14,222 $ 12,886
75,475 82,302
973 1,452
9,206 9,285
4,557 3,900
104,433 109,825
148,168 150,556
20,583 20,256
42,044 43,935
692,154 163,154
11,302 13,299
$1,018,684 $ 501,025
$ 24,386 $ 26,123
25,436 19,708
7,246 818
9,258 10,442
10,717 —
1,646 1,184
634 1,093
79,323 59,368
31,574 —
3,476 2,592
573 531
328,880 381,050
5,343 5,230
3 3
504,559 505,187
64,953 (452,936)
569,515 52,254
$1,018,684 $ 501,025

See accompanying notes to unaudited condensed consolidated financial statements.
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ROTECH HEALTHCARE INC. AND SUBSIDIARIES
UNAUDITED CONDENSED CONSOLIDATED STATEMENTS OF OPERATIONS
(In thousands, except share and per share data)

Three months ended Nine months ended
September 30, September 30,
2005 2006 2005 2006
Net revenues $ 136,969 $ 127,218 $ 393,265 $ 371,537
Cost of net revenues:
Product and supply costs 24,864 24,525 69,937 73,530
Patient service equipment depreciation 11,956 11,202 36,655 33,532
Operating costs 6,276 5,757 17,400 18,332
Total cost of net revenues 43,096 41,484 123,992 125,394
Provision for doubtful accounts 3,963 3,464 13,015 10,900
Selling, general and administrative 72,217 71,858 217,410 225,724
Depreciation and amortization 4,611 3,948 13,600 13,039
Goodwill impairment — 80,000 — 529,000
Total costs and expenses 123,887 200,754 368,017 904,057
Operating income (loss) 13,082 (73,536) 25,248 (532,520)
Interest expense, net 7,994 9,544 23,782 26,687
Other income, net 177 397 620 578
Loss on extinguishment of debt — 1,212 — 1,212
Earnings (loss) before income taxes 5,265 (83,895) 2,086 (559,841)
Federal and state income tax expense (benefit) 2,162 — 860 (42,290)
Net earnings (loss) 3,103 (83,895) 1,226 (517,551)
Accrued dividends on redeemable preferred stock 113 113 338 338
Net earnings (loss) available for common
stockholders $ 2,990 $  (84,008) $ 888 $ (517,889)
Net earnings (loss) per common share—basic $ 0.12  $ (3.30) $ 0.04 $ (20.35)
Net earnings (loss) per common share—diluted $ 012  $ (3.30) $ 0.03 $ (20.35)
Weighted average shares outstanding—Dbasic 25,383,570 25,481,270 25,367,492 25,454,750
Weighted average shares outstanding—diluted 25,838,799 25,481,270 25,932,859 25,454,750

See accompanying notes to unaudited condensed consolidated financial statements.
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ROTECH HEALTHCARE INC. AND SUBSIDIARIES
UNAUDITED CONDENSED CONSOLIDATED STATEMENTS OF CASH FLOWS
(In thousands)

Net earnings (loss)

Adjustments to reconcile net earnings (loss) to net cash provided

by operating activities:
Provision for doubtful accounts
Depreciation and amortization
Loss on extinguishment of debt
Deferred income taxes
Goodwill impairment
Other reconciling adjustments

Changes in operating assets and liabilities:

Accounts receivable
Other receivables
Inventories

Prepaid expenses
Other assets

Accounts payable and accrued expenses

Capital leases
Accrued interest
Income taxes payable
Deferred revenue
Net cash provided by operating activities
Cash flows from investing activities:
Purchases of property and equipment
Business acquisitions
Net cash used in investing activities
Cash flows from financing activities:
Payments of long term borrowings, net
Payments of short term borrowings, net
Retirement of long term borrowings
Proceeds from short term borrowings, net
Proceeds from long term borrowings
Debt issuance costs
Payments of dividends on preferred stock

Changes in liabilities subject to compromise/priority tax

claim
Payments of capital leases
Net proceeds from stock option exercises

Net cash (used in) provided by financing activities
Increase (decrease) in cash and cash equivalents

Cash and cash equivalents, beginning of period
Cash and cash equivalents, end of period

Three months Three months Nine months Nine months
ended ended ended ended
September 30, September 30, September 30, September 30,
2005 2006 2005 2006
$ 3,103 $ (83.895) $ 1,226 $ (517.551)

3,963 3,464 13,015 10,900
16,567 15,763 50,255 48,014

— 1,212 — 1,212
2,156 — 855 (42,290)
— 80,000 — 529,000
(139) (173) (134) 387
(4,683) (9,548) (17,220) (17,727)
207 (688) (574) (479)
503 (142) (244) (78)
266 756 764 657
(519) 84 249 (462)
(2,535) 2,374 3,490 (1,826)
— (127) — 1)
6,821 (6,247) 6,816 (6,428)
(195) (7) 43) (462)
109 (30) (4,420) 1,184
25,624 2,796 54,035 4,010
(17,951) (13,367) (59,970) (46,825)
(3,893) _ (21,068) (1,816)
(21,844) (13,367) (81,038) (48,641)
(156) — (491) (219)
— (49,312) — (62,787)
— (42,013) — (42,013)
— 10,000 — 59,300
— 95,000 — 95,000
— (5,158) — (5,158)
— — (900) —
(138) — (988) (689)
— (36) — (139)
579 — 1,852 —
285 8,481 (527) 43,295
4,065 (2,090) (27,530) (1,336)
33,228 14,976 64,823 14,222
$ 37,293 $ 12,886 $ 37,293 $ 12,886

See accompanying notes to unaudited condensed consolidated financial statements.
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ROTECH HEALTHCARE INC. AND SUBSIDIARIES
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS
(Unaudited)
(In thousands, except share and per share data)

Basis of Presentation

The accompanying unaudited condensed consolidated financial statements include the accounts of Rotech Healthcare Inc. and
its subsidiaries and have been prepared in accordance with generally accepted accounting principles for interim financial
information and with the instructions to Form 10-Q. In the opinion of management, all adjustments, consisting of normal
recurring accruals, necessary for a fair presentation of the results of operations for the interim periods presented have been
reflected herein. Interim results are not necessarily indicative of results to be expected for the full year. For further information,
refer to the consolidated financial statements and notes thereto included in the Company’s Annual Report on Form 10-K for the
year ended December 31, 2005. Certain reclassifications have been made to prior period amounts to conform to the current
period presentation.

9 G EEINTS (L)

As used in these notes, unless otherwise specified or the context otherwise requires, references to “the Company”, “we”, “our
and “us” refer to the business and operations of Rotech Healthcare Inc. and its subsidiaries.

For all periods presented herein, there were no differences between net income and comprehensive income.

Accounting Policies and Recent Accounting Pronouncements

Use of Accounting Estimates: The preparation of financial statements in conformity with generally accepted accounting
principles in the United States of America requires management to make assumptions that affect the amounts reported in the
financial statements and accompanying notes. In general, management’s estimates are based upon historical experience,
information from third party professionals and various other assumptions that we believe to be reasonable under the facts and
circumstances. Actual results could differ from those estimates made by management.

Revenue Recognition: Revenues are recognized when persuasive evidence of an arrangement exists; delivery has occurred; the
Company’s price to the buyer is fixed or determinable; and collectibility is reasonably assured.

The Company’s rental arrangements generally provide for fixed monthly payments established by fee schedules for as long as
the patient is using the equipment and medical necessity continues (subject to capped rentals which limit the rental payment
period in some instances). Once initial delivery is made to the patient (initial setup), a monthly billing is established based on the
initial setup service date. The Company recognizes rental arrangement revenues ratably over the monthly service period and
defers revenue for the portion of the monthly bill which is unearned. No separate revenue is earned from the initial setup
process. The Company has no lease with the patient or third-party payor. During the rental period we are responsible for
providing oxygen refills and for servicing the equipment based on manufacturers’ recommendations. Revenues for the sale of
durable medical equipment and related supplies, including oxygen equipment, ventilators, wheelchairs, hospital beds and
infusion pumps, are recognized at the time of delivery. Revenues for the sale of nebulizer medications, which are generally
dispensed by our pharmacies and shipped directly to the patient’s home, are recognized at the time of shipment.

Revenues derived from capitation arrangements are insignificant.

Net Patient Service Revenues: Net patient service revenues are recorded at net realizable amounts estimated to be paid by
customers and third-party payors.

The Company’s billing system contains payor-specific price tables that reflect the fee schedule amounts, as available, in effect
or contractually agreed upon by various government and commercial payors for each item of equipment or supply provided to a
customer. Net patient service revenues are recorded based upon the applicable fee schedule.

The Company tracks collections and adjustments as a percentage of related revenues. Historical collection and adjustment
percentages serve as the basis for the Company’s provisions for contractual adjustments and doubtful accounts. The provision
for contractual adjustments is recorded as a reduction to net patient service revenues and consists of:

(1) Differences between the non-contracted third-party payors’ allowable amounts and our usual and customary
billing rate. The Company does not have contracts or fee schedules with all third-party payors. Accordingly, for non-
contracted payors where no fee schedule is available, the Company records revenue based upon its usual and
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customary billing rates. Actual adjustments that result from differences between the non-contracted third-party payors’
allowable amounts and our usual and customary billing rates are recorded against the allowance for contractual
adjustments and are typically identified and recorded at the point of cash application.

(2) Services for which payment is denied by governmental or third-party payors, or otherwise deemed non-billable by
the Company. Final payment under governmental programs, and most third-party contracts, is subject to administrative
review and audit. Furthermore, the complexity of governmental and third-party billing reimbursement arrangements,
including patient qualification and medical necessity requirements, may result in adjustments to amounts originally
recorded. Such adjustments may be recorded as the result of the denial of claims billed to governmental or third-party
payors, or as the result of the Company’s review procedures prior to submission of the claim to the governmental or third-
party payor. Actual adjustments that result from services for which payment is denied by governmental or third-party
payors, or otherwise deemed non-billable by the Company are recorded against the allowance for contractual adjustments.

The provision for contractual adjustments reduces amounts recorded through the Company’s billing system to estimated net
realizable amounts. The Company records the provision for contractual adjustments based on a percentage of revenue using
historical Company-specific data. The percentage and amounts used to record the provision for contractual adjustments are
supported by various methods including current and historical cash collections, as well as actual contractual adjustment
experience. This percentage, which is adjusted at least on an annual basis, has proven to be the best indicator of expected
realizable amounts.

The Company closely monitors its historical contractual adjustment rates, as well as changes in applicable laws, rules and
regulations and contract terms to help assure that provisions are made using the most accurate information it believes to be
available. Due to the nature of the industry and the reimbursement environment in which we operate, certain estimates are
required in order to record net patient service revenues at their net realizable values. Inherent in these estimates is the risk that
they may have to be revised or updated as additional information becomes available. Specifically, the complexity of many third-
party billing arrangements, patient qualification for medical necessity of equipment and the uncertainty of reimbursement
amounts for certain services from certain payors may result in adjustments to amounts originally recorded. Such adjustments are
typically identified and recorded at the point of cash application, claim denial or account review.

The provision for doubtful accounts is recorded as an operating expense and consists of billed charges that are ultimately
deemed uncollectible due to the patient’s or third-party payor’s inability or refusal to pay, as described below.

Provision for Doubtful Accounts: Medicare and most other government and commercial payors that provide coverage to the
Company’s customers include a 20 percent co-payment provision in addition to a nominal deductible. Co-payments are
generally not collected at the time of service and are invoiced to the customer or applicable secondary payor (supplemental
providers of insurance coverage) on a monthly billing cycle as products are provided. A majority of our customers maintain, or
are entitled to, secondary or supplemental insurance benefits providing “gap” coverage of this co-payment amount. In the event
coverage is denied by the third-party payor, the customer is ultimately responsible for payment of charges for all services
rendered by the Company.

Collection of receivables from third party payors and patients is our primary source of cash and is critical to our operating
performance. Our primary collection risk, with regard to doubtful accounts, relates to patient accounts for which the primary
insurance payor has paid, but patient responsibility amounts (generally deductibles and co-payments) remain outstanding. The
Company records a provision for doubtful accounts based on a percentage of revenue using historical Company-specific data.
The percentage and amounts used to record the provision for doubtful accounts are supported by various methods including
current and historical cash collections, actual write-offs, and accounts receivable agings. Accounts are written off against the
allowance for doubtful accounts when all collection efforts have been exhausted. We routinely review accounts receivable
balances in conjunction with our historical bad debt rates and other economic conditions which might ultimately affect the
collectibility of patient accounts when we consider the adequacy of the amounts we record as provision for doubtful accounts.
Significant changes in payor mix, economic conditions or trends in federal and state governmental health care coverage could
affect our collection of accounts receivable, cash flows and results of operations.

Accounts Receivable, net: Accounts receivable are presented net of allowances for contractual adjustments and doubtful
accounts. Allowances for contractual adjustments and doubtful accounts are initially recorded based upon historical collection
experience through the provisions for contractual adjustment and doubtful
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accounts, as described above. If the payment amount received differs from the net realizable amount, an adjustment is made to
the net realizable amount in the period that these payment differences are determined. Actual accounts receivable write-offs due
to contractual adjustments or accounts deemed uncollectible are applied against these allowance accounts in the normal course
of business. On a quarterly basis, the Company performs analyses to evaluate the estimated net realizable value of accounts
receivable. As a result of this quarterly review process, the allowances for contractual adjustments and doubtful accounts are
adjusted, as necessary, to reflect that estimated net realizable value. Specifically, the Company considers historical collection
data, accounts receivable aging trends, other operating trends and relevant business conditions.

Due to the nature of the industry and the reimbursement environment in which we operate, certain estimates are required in
order to record net revenues and accounts receivable at their net realizable values. Inherent in these estimates is the risk that they
may have to be revised or updated as additional information becomes available. It is possible that management’s estimates could
change, which could have an impact on operations and cash flows. Specifically, the complexity of many third-party billing
arrangements, patient qualification for medical necessity of equipment and the uncertainty of reimbursement amounts for certain
services from certain payors may result in adjustments to amounts originally recorded.

Recent Accounting Pronouncements: In December 2004, the Financial Accounting Standards Board (FASB) issued Statement
No. 123(R), Share Based Payment (Statement 123R). This statement revises FASB Statement No. 123, Accounting for Stock-
Based Compensation (Statement 123) and supersedes APB Opinion No. 25, Accounting for Stock Issued to Employees and
amends FASB Statement No. 95, Statement of Cash Flows. This statement requires companies to expense the fair value of
employee services received in exchange for an award of equity instruments, including stock options. Statement 123R also
provides guidance on valuing and expensing these awards, as well as disclosure requirements with respect to these equity
arrangements.

The Company adopted Statement 123R effective as of January 1, 2006. The Company is following the “modified prospective”
method of adoption of Statement 123R whereby earnings for prior periods will not be restated as though stock based
compensation had been expensed, rather than the “modified retrospective” method which would entail restatement of previously
published earnings. Statement 123R also requires the benefits of tax deductions in excess of recognized compensation cost to be
reported as a financing cash flow, rather than as an operating cash flow, but this will not have a significant impact on our cash
flow reporting. The impact of adoption of Statement 123R will depend on levels of share-based compensation, particularly stock
options, granted in the future and the fair value assigned thereto. As of December 31, 2005, all outstanding stock options were
fully vested. There was no impact on the Company’s results of operations or financial condition during the nine months ended
September 30, 2006 due to its adopting Statement 123R. The Company will grant additional options during the fourth quarter of
2006. The grant of these options will result in recognition of compensation expense in accordance with Statement 123R.

In July 2006, the FASB issued FASB Interpretation No. 48, Accounting for Uncertainty in Income Taxes (FIN 48), which
prescribes a recognition threshold and measurement process for recording in the financial statements uncertain tax positions
taken or expected to be taken in a tax return. Additionally, FIN 48 provides guidance on the derecognition, classification,
accounting in interim periods and disclosure requirements for uncertain tax positions. The accounting provisions of FIN 48 will
be effective for the Company beginning January 1, 2007. The Company is in the process of determining the effect, if any, the
adoption of FIN 48 will have on its financial statements.

In September 2006, the Securities and Exchange Commission (SEC) issued Staff Accounting Bulletin No. 108, Considering the
Effects of Prior Year Misstatements When Quantifying Misstatements in Current Year Financial Statements (SAB 108). SAB
108 provides guidance on how the effects of the carryover or reversal of prior year financial statement misstatements should be
considered in quantifying a current year misstatement. Prior practice allowed the evaluation of materiality on the basis of (1) the
error quantified as the amount by which the current year income statement was misstated (“rollover method”) or (2) the
cumulative error quantified as the cumulative amount by which the current year balance sheet was misstated (“iron curtain
method”). The guidance provided in SAB 108 requires both methods to be used in evaluating materiality. If applying the
provisions of SAB 108 results in errors that are deemed material, than such errors, along with any additional immaterial errors,
would be corrected through a cumulative effect adjustment. The cumulative effect of the correction would be reflected in the
opening balance sheet with appropriate disclosure of the nature and amount of each individual error corrected in the cumulative
adjustment, as well as a disclosure of the cause of the error and whether the error had been deemed to be immaterial in the past.
SAB 108 is effective for fiscal years ending on or after November 15, 2006, with earlier adoption encouraged. The Company
does not presently expect that the adoption of SAB 108 will have a material financial impact on its results of operation or
financial condition.



(3) Earnings Per Common Share

Basic earnings per share (EPS) are computed by dividing earnings attributable to common stockholders by the weighted average
number of common shares outstanding for the periods. Diluted EPS reflects the potential dilution of securities that could share in
the earnings, including stock options and stock awards, and are based upon the weighted average number of common and
common equivalent shares outstanding during the three months and nine months ended September 30, 2005 and 2006. Anti-
dilutive weighted average common equivalent shares including anti-dilutive stock options and the Series A convertible
redeemable preferred stock (Series A Preferred) on an “if converted” basis totaling 495,308 and 2,842,269 for the three months
ended September 30, 2005 and September 30, 2006, respectively, and 237,397 and 2,990,827 for the nine months ended
September 30, 2005 and September 30, 2006, respectively, are excluded from the computation of diluted EPS. The Company
uses the treasury stock method to compute the dilutive effects of common equivalent shares.

The reconciliations of net earnings/loss available for common stockholders and shares outstanding for purposes of calculating
basic and diluted earnings per share for the three and nine months ended September 30, 2005 and September 30, 2006 are as

follows:
Net Earnings/(Loss) Shares Per Share
(Numerator) (Denominator) Amount
For the Three Months Ended September 30, 2005:
Basic EPS:
Net earnings $ 3,103
Accrued dividends on redeemable preferred stock 113
Net earnings available for common stockholders $ 2,990 25,383,570 $ 0.12
Effect of dilutive securities
Options to purchase common stock — 455,229
Diluted EPS:
Net earnings available for common stockholders $ 2,990 25,838,799 $ 0.12
For the Three Months Ended September 30, 2006:
Basic and diluted EPS:
Net loss $ (83,895)
Accrued dividends on redeemable preferred stock 113
Net loss available for common stockholders $ (84,008) 25,481,270 $ (3.30)
For the Nine Months Ended September 30, 2005:
Basic EPS:
Net earnings $ 1,226
Accrued dividends on redeemable preferred stock 338
Net earnings available for common stockholders $ 888 25,367,492 $ 0.04
Effect of dilutive securities
Options to purchase common stock — 565,367
Diluted EPS:
Net earnings available for common stockholders $ 888 25,932,859 $ 0.03
For the Nine Months Ended September 30, 2006:
Basic and diluted EPS:
Net loss $ (517,551)
Accrued dividends on redeemable preferred stock 338
Net loss available for common stockholders $ (517,889) 25,454,750 $(20.35)

Through December 31, 2005, the Company accounted for its stock-based compensation under FASB Statements No. 123 and
148, Accounting for Stock-Based Compensation—Transition and Disclosure—an amendment of FASB Statement No. 123 and
APB Opinion No. 25, Accounting for Stock Issued to Employees, which prescribes the intrinsic value method of accounting for
its stock-based awards issued to employees and directors.
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Accordingly, through December 31, 2005, the Company did not recognize compensation expense for its stock options awarded
to employees and directors in the condensed consolidated statements of operations. Had compensation cost been determined on
the basis of fair value pursuant to Statement 123, the Company’s net earnings available to common stockholders and basic and
diluted earnings per share for the three and nine months ended September 30, 2005, would have been as follows:

Three months ended Nine months ended
September 30, September 30,
2005 2005
Net earnings:
As reported $ 3,103 $ 1,226
Less: Statement 123 pro forma compensation expense, net of tax 411 1,199
Pro forma earnings $ 2,692 $ 27
Basic net earnings available for common stockholders per share:
As reported $ 0.12 $ 0.04
Pro forma earnings (loss) $ 0.10 $ (0.01)
Diluted net earnings available for common stockholders per share:
As reported $ 0.12 $ 0.03
Pro forma earnings (loss) $ 0.10 $ (0.01)

The Company adopted Statement 123R, Share-Based Payment, effective January 1, 2006. The Company is following the
“modified prospective” method of adoption of Statement 123R whereby earnings for prior periods will not be restated as though
stock based compensation had been expensed. As of December 31, 2005, all outstanding stock options were fully vested. No
new stock options were granted during the nine months ended September 30, 2006. Accordingly, the Company incurred no
stock option related employee stock based compensation expense for the three or nine months ended September 30, 2006.

Each share of our Series A Preferred has a stated value of $20 and entitles the holder to an annual cumulative dividend equal to
9% of its stated value, payable semi-annually at the discretion of our board of directors in cash or in additional shares of Series
A Preferred. In the event dividends are declared by our board of directors but not paid for six consecutive periods, the holders of
the Series A Preferred are entitled to vote as a separate class to elect one director to serve on our board of directors. Effective
December 5, 2003, our board of directors adopted a policy of declaring dividends to the holders of the Series A Preferred under
the Rotech Healthcare Inc. Employees Plan on an annual basis, with each such declaration to be made at the annual meeting of
the board of directors with respect to dividends payable for the preceding year. At the 2006 annual meeting of the board of
directors held on June 30, 2006, dividends in the amount of $450 were declared on our Series A Preferred. Such dividends are
included in the Company’s accompanying consolidated balance sheet as of September 30, 2006 within “Accrued expenses and
other current liabilities, including dividends payable” and will be paid no later than December 31, 2006.

Acquisitions

During the nine month period ended September 30, 2006, the Company’s business acquisition activities resulted in a total
aggregate cost of $2,644 of which $1,816 was paid in cash. Additionally, the Company recorded a $300 deferred acquisition
obligation, which is included in the Company’s accompanying consolidated balance sheet within “Accrued expenses and other
current liabilities, including dividends payable.” Payments in the aggregate amount of $3,787 were made on the deferred
acquisitions obligations during the nine month period ended September 30, 2006 and the remaining balance of $1,950 is
included in accrued expenses and other current liabilities as of September 30, 2006.

The Company’s acquisitions are accounted for using the purchase method of accounting. The results of the operations are
included in the condensed consolidated financial statements from the purchase date. The Company allocated the purchase price
related to its business acquisition activities during the nine month period ended September 30, 2006 to the following assets:

Property and equipment $ 339
Intangible assets 699
Goodwill 1,606
Total assets acquired $2,644

Pro forma results of operations reflecting the 2006 acquisition activity as if it had occurred at the beginning of each of the nine
month periods ended September 30, 2005 and 2006 have not been presented since the amounts are immaterial to the Company.
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Goodwill Impairment

In accordance with FASB Statement No. 142, Goodwill and Other Intangible Assets (Statement 142), the Company determined
that an interim test of impairment was required as of June 30, 2006, due to an overall decline in its profitability which resulted
primarily from decreases in Medicare reimbursement rates, including reductions for compounded budesonide and the resulting
decline in market capitalization since the previous annual impairment test. Statement 142 provides a two-step impairment test.
The first step of the impairment test compares the fair value of a reporting unit with its carrying amount, including goodwill. If
the carrying amount of a reporting unit exceeds its fair value, the second step of the goodwill impairment test is performed to
measure the amount of the impairment loss, if any. The Company’s branch locations have similar economic characteristics and
are aggregated into one reporting unit for assessing fair value.

The Company completed the first step of the interim impairment test as of June 30, 2006 and determined that an impairment loss
had occurred. The Company was unable to complete the second step of the impairment test prior to the filing of the Company’s
Quarterly Report on Form 10-Q for the quarter ended June 30, 2006 and therefore recorded a preliminary estimated non-cash
impairment charge of $449,000 as of June 30, 2006, in accordance with Statement 142. This amount was recorded as a reduction
to reorganization value in excess of fair value of identifiable assets—goodwill. The estimated impairment charge was calculated
based upon market capitalization (i.e., quoted market prices) and the carrying value of the Company’s assets and liabilities,
excluding goodwill. Other than approximately $117 paid in September 2006 in connection with the fifth amendment and limited
waiver to the Company’s former credit agreement, the estimated $449,000 impairment charge did not result in cash expenditures
and will not result in future cash expenditures.

The Company completed the second step of the interim impairment test during the quarter ended September 30, 2006 with the
assistance of independent valuation specialists. The second step of the impairment test compares the fair value of the Company,
determined in the same manner as in a business combination, to the fair value of its assets and liabilities with the remainder
being the implied fair value of goodwill. The second step was performed to determine the actual amount of the impairment as of
June 30, 2006. Based upon the completed impairment test, the Company determined that the actual impairment was $529,000 as
of June 30, 2006. As such, in accordance with Statement 142, the Company recorded an additional non-cash impairment charge
of $80,000 for the three months ended September 30, 2006. This impairment charge did not result in cash expenditures and will
not result in future cash expenditures.

Upon completion of the interim impairment analysis, the Company performed its annual impairment assessment as of
September 30, 2006 with the assistance of independent valuation specialists. Based upon this analysis, and after consideration of
the June 30, 2006 impairment charge, the Company determined that no additional impairment charge was necessary as of
September 30, 2006.

Other Intangible Assets

The following table reflects the components of other identifiable intangible assets:

December 31, 2005 September 30, 2006
Gross Carrying Accumulated Gross Carrying Accumulated
Amount Amortization Amount Amortization
Amortization of intangible assets:
Customer/Physician relationship $ 12,000 $ 2250 $ 12,000 $ 2,700
Computer software 5,000 1,250 5,000 1,500
Acquired customer lists, trade names and
other 6,314 1,231 7,025 1,569
Subtotal 23,314 4,731 24,025 5,769
Non-amortizable intangible assets:
Trade name 1,000 — 1,000 —
Medicare licenses 1,000 — 1,000 —
Subtotal 2,000 — 2,000 —
Total intangible assets $ 25,314 $ 4,731 $ 26,025 $ 5,769

Amortization expense for the three and nine months ended September 30, 2005 was approximately $282 and $797, respectively
and amortization expense for the three and nine months ended September 30, 2006 was approximately
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$347 and $1,037, respectively. During the nine months ended September 30, 2006, the Company increased Other Goodwill in
the amount of $1,891 as a result of business acquisition activities. As of December 31, 2005 and September 30, 2006, Other
Goodwill was approximately $42,044 and $43,935, respectively.

Estimated amortization expense for each of the fiscal years ending December 31, is as follows:

Amount
2006 $1,388
2007 1,375
2008 1,354
2009 1,352
2010 1,278

(7) Segment Data

The Company has determined that it has one reportable segment because all distribution locations have similar economic
characteristics, such as margins, products, customers, distribution networks and regulatory oversight. This one line of business
represents 100% of consolidated revenues from the distribution of health care products. The distribution business is comprised
of three primary product lines: respiratory therapy equipment and services, durable medical equipment, and other health care
products. The following table presents net revenues from distribution by each of the Company’s three primary product lines:

Three Months Ended Nine Months Ended
September 30, September 30,
2005 2006 2005 2006
Respiratory therapy equipment and services $119,848 $111,265 $345,680 $325,331
Durable medical equipment 15,888 14,780 43,652 42,858
Other health care products 1,233 1,173 3,933 3,348

$136,969  $127,218 $393,265 $371,537

(8) Other Commitments and Contingencies

The Company is subject to workers’ compensation and employee health benefit claims, which are primarily self-insured. The
Company does, however, maintain certain stop-loss and other insurance coverage which management believes to be appropriate.

Provisions for estimated settlements relating to workers’ compensation are provided in the applicable period on a case-by-case
basis. The Company reviews its estimated provisions on a quarterly basis and makes changes when necessary. Differences
between the amounts accrued and subsequent settlements are recorded in operations in the period of settlement. The Company
estimates claim amounts incurred but not reported relating to health benefit plans in the applicable period and reviews such
amounts on a quarterly basis.

The Company and its subsidiaries are parties to various legal proceedings in the ordinary course of business. For more
information regarding the Company’s recent legal proceedings, see Note 9, “Certain Significant Risks and Uncertainties and
Significant Events.” In the opinion of management, there are currently no proceedings which individually, after taking into
account the insurance coverage maintained by the Company, would have a material adverse effect on the Company’s financial
position.

(9) Certain Significant Risks and Uncertainties and Significant Events
The Company and others in the health care business are subject to certain inherent risks, including the following:

¢ Substantial dependence on revenues derived from reimbursement by various Federal health care programs (including
Medicare) and State Medicaid programs which have been significantly reduced in recent years and which entail exposure to
various health care fraud statutes;

¢ Government regulations, government budgetary constraints and proposed legislative, reimbursement and regulatory
changes; and

¢ Lawsuits alleging malpractice and related claims.

Such inherent risks require the use of certain management estimates in the preparation of the Company’s financial statements
and it is reasonably possible that changes in such estimates may occur.
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The Company receives payment for a significant portion of services rendered to patients from the federal government under
Medicare and other federally funded programs (including the Veterans Administration) and from the states under Medicaid.
Revenue derived from Medicare, Medicaid and other federally funded programs represented 62.3% and 67.5% of the
Company’s patient revenue for the three months ended September 30, 2005 and September 30, 2006, respectively, and 66.7%
and 67.8% for the nine months ended September 30, 2005 and September 30, 2006, respectively.

Due to the nature of the business, the Company is involved in lawsuits that arise in the ordinary course of business. Management
does not believe that any lawsuit the Company (or its predecessor, Rotech Medical Corporation, the “Predecessor”) is a party to,
if resolved adversely, would have a material adverse effect on its financial condition or results of operations.

As previously disclosed, on February 2, 2000, Integrated Health Services and substantially all of its subsidiaries, including the
Predecessor filed voluntary petitions in the Bankruptcy Court under Chapter 11 of the United States Bankruptcy Code. By order
of the Bankruptcy Court, the last day on which pre-bankruptcy claims could be filed, with certain exceptions, was August 29,
2000. Claims were asserted against the Predecessor with respect to various obligations. On February 13, 2002, the Bankruptcy
Court confirmed the Predecessor’s plan of reorganization (the “Plan”) which became effective on March 26, 2002. On
December 20, 2004, the Bankruptcy Court entered a final decree closing the Predecessor’s bankruptcy case. In connection with
its emergence from bankruptcy, claims made against the Predecessor prior to the date it filed for bankruptcy protection were
satisfied in accordance with the terms of the Plan or pursuant to settlement agreements approved by the Bankruptcy Court.
However, although management believes that all pre-petition state claims have also been discharged or dealt with in the Plan,
states in other bankruptcy cases have challenged whether, as a matter of law, their claims could be discharged in a federal
bankruptcy proceeding if they never made an appearance in the case. The issue has not been finally settled by the United States
Supreme Court. Therefore, there is no assurance that a court would find that emergence from bankruptcy would discharge all
such state claims against the Predecessor or the Company involving pre-petition claims. Since the date of confirmation of the
Plan, neither the Company nor the Predecessor has received any correspondence from a state challenging the pre-petition
discharge of claims.

On April 30, 2003, federal agents served search warrants at our corporate headquarters and four other facilities in three states
and were provided access to a number of current and historical financial records and other materials. We have also received
subpoenas on behalf of the United States Attorney’s Office for the Northern District of Illinois relating to the same subject
matter including information relating to Medicare billing and VA contracting. We are cooperating fully with the investigation;
however, we can give no assurances as to the duration of the investigation or as to whether or not the government will institute
proceedings against us or any of our employees or as to the violations that may be asserted. In addition, we received informal
requests for information on March 7, 2003 and April 17, 2003 from the Division of Enforcement of the Securities and Exchange
Commission related to matters that were the subject of our previously disclosed internal investigation regarding VA contracts
and we have provided documents in response to such requests. The Company has not had any communications with the SEC
regarding this matter since 2003. In addition, on August 25, 2005, the Company received a request for information and
documents from the Division of Enforcement of the SEC related to the Company’s restatement of prior period financial results
discussed in Note 21 to the consolidated financial statements included in the Company’s annual report on Form 10-K/A for the
year ended December 31, 2004. The Company is fully cooperating with the SEC and has provided documents in response to
such request. The Company has not had any communications with the SEC regarding this matter since September 2005. In
addition, on July 15, 2005, a qui tam complaint brought by one of the Company’s former employees was unsealed and served on
the Company and several of its subsidiaries. The complaint, filed in Texas federal court, alleges violations of the False Claims
Act for fraudulent billing practices. The United States declined to intervene in the action. On September 1, 2005, the Company
filed a motion to dismiss the complaint which remains pending. On March 6, 2006, the parties filed a joint motion to stay all
activities in the case in order to engage in further discussions. The case is currently stayed until December 31, 2006. In addition,
on November 7, 2006, one of our subsidiaries, Rothert’s Hospital Equipment, Inc., received a subpoena from the Office of
Inspector General for the Department of Health and Human Services. The subpoena requested documents relating to Medicare
billing in the Covington, Kentucky, area between January 2003 and February 2004, as well as certain personnel records. We are
cooperating with the investigation.

As a health care provider, we are subject to extensive government regulation, including numerous laws directed at preventing
fraud and abuse and laws regulating reimbursement under various government programs. The marketing, billing, documentation
and other practices of health care companies are all subject to government scrutiny. To ensure compliance with Medicare and
other regulations, regional carriers often conduct audits and request patient records and other documents to support claims
submitted by us for payment of services rendered to patients. Similarly, government agencies periodically open investigations
and obtain information from health care providers pursuant to legal process. Violations of federal and state regulations can result
in severe criminal, civil and administrative penalties and sanctions, including disqualification from Medicare and other
reimbursement programs.

Our continuation as a going concern is dependent upon our ability to generate sufficient cash flow to meet our obligations on a
timely basis, continued funding of our revolving line of credit and ultimately to achieve successful operations. Our working
capital requirements relate primarily to the working capital needed for general corporate purposes. Our business requires us to
make significant capital expenditures relating to the purchase and maintenance of the medical equipment used in our business.
We do not expect to exceed our debt limitations for capital expenditures during the year ended December 31, 2006. We have



historically satisfied our working capital requirements and capital expenditures from operating cash flow.

Based on current conditions, we believe that the cash generated from our operations and the access to funds available under our
credit facility will be sufficient to meet our working capital, capital expenditure and other cash needs through 2007. If additional
unfavorable regulatory actions are taken with respect to the reimbursement rates that apply to our business, we may not be able
to generate sufficient operating cash flow or obtain the additional financing necessary to satisfy our cash requirements.
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(10) Debt

The Company’s long-term debt consists of the following:

December 31, 2005 September 30, 2006

Capital lease obligations with interest at a fixed rate of 4.5%, due in

monthly installments through 2007, secured by equipment $ 282 $ 143
Former senior secured term loan repaid in full on September 15, 2006 42,232 —
Current senior secured term loan; $238 payable quarterly through

June 15, 2008 with remainder due September 15, 2008, interest

payable at LIBOR rate plus 3.5%, payable monthly — 95,000
91/2% senior subordinated notes, due April 1, 2012, interest payable

semi-annually on April 1 and October 1 287,000 287,000
Sub-total 329,514 382,143
Less current portion 634 1,093
Total long-term debt $ 328,880 $ 381,050

On September 15, 2006, the Company entered into a credit agreement with Highland Financial Corp., as lead arranger and sole
bookrunner, Nexbank, SSB, as collateral agent and administrative agent, and the several banks and other financial institutions or
entities from time to time parties to the credit agreement. The new credit facility has a maximum credit amount of $120.0
million that consists of a $25.0 million revolving line of credit and a $95.0 million term loan (the commitment to fund the last
$5.0 million of the revolving line of credit is subject to certain conditions). A portion of the revolving line of credit, not in
excess of $15.0 million is available for the issuance of letters of credit. As of September 30, 2006, standby letters of credit
totaling $14.7 million have been issued under this credit facility. The credit agreement expires in September 2008 and replaced
the Company’s previous credit facility.

The credit agreement provides for mandatory prepayment upon the occurrence of certain specified events. The credit agreement
contains customary covenants for financings of this type, including, but not limited to, limitations on liens; limitations on
guarantee obligations; limitations on mergers, consolidations, liquidations and dissolutions; limitations on optional payments
and modifications of subordinated and other debt instruments; limitations on transactions with affiliates; limitations on granting
negative pledges; and limitations on changes in lines of business; restrictions on the ability of the Company to incur
indebtedness, dispose of property, make investments, pay dividends or make capital expenditures. The credit agreement also
contains certain financial covenants, including requirements regarding certain specified EBITDA thresholds and a specified
consolidated total leverage ratio.

The credit agreement contains customary events of default. Such events of default include, but are not limited to: (i) the failure
to pay principal or interest when due, (ii) the breach or failure to perform certain covenants or obligations and the failure to cure
the same within a specified number of days, (iii) material breach of the Company’s representations and warranties, (iv) the
occurrence of a change of control (as defined in the credit agreement), and (v) the commencement of any proceeding relating to
bankruptcy by the Company or any guarantor. Under certain circumstances, if an event of default occurs and is continuing,
payment of amounts due under the credit agreement may be accelerated and the lending commitments under the credit
agreement may be terminated.

The Company’s obligations under the credit facilities are guaranteed by each of its direct and indirect domestic subsidiaries. All
obligations under the credit facilities and the guarantees are secured by a perfected first priority security interest in substantially
all of the Company’s tangible and intangible assets, including intellectual property, real property and all of the capital stock of
each of the Company’s direct and indirect subsidiaries.

The Company’s senior subordinated notes are subordinated to its existing and future senior debt. Because the notes are
subordinated, in the event of bankruptcy, liquidation or dissolution, or certain other events, including certain defaults on senior
debt, the Company may be prevented from making payments on the subordinated notes. The indenture governing the senior
subordinated notes contains covenants that, among other things, limit the Company’s ability to incur additional indebtedness and
issue certain capital stock; pay dividends on, redeem or repurchase capital stock; make investments; sell assets; engage in
transactions with affiliates; create certain liens; and consolidate, merge or transfer all or substantially all of our assets. The
indenture also provides that a default under the Company’s credit agreement that results in the acceleration of the Company’s
obligations under such agreement will create an event of default on the Company’s outstanding senior subordinated notes, which
will allow the holders of at least 25% of the principal amount of the then outstanding senior subordinated notes to declare such
notes immediately due and payable.
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Income Taxes

The Company recorded a net tax benefit of $42.3 million for the nine months ended September 30, 2006. The Company has
provided a full valuation allowance against its net deferred tax assets as of September 30, 2006 because management’s
judgement is that it is more likely than not that the net deferred tax assets will not be realized. Based on a number of factors,
including the goodwill impairment charge, future taxable income and the fact that the market in which we compete is
competitive and characterized by changing reimbursement, we believe that there is sufficient uncertainty regarding the
realization of net deferred tax assets such that a full valuation allowance has been provided.

At September 30, 2006, we had available federal net operating loss (NOL) carry forwards of approximately $153.5 million,
which expire in 2026. NOL carryforwards and credits are subject to review and possible adjustments by the Internal Revenue
Service and may be limited by the occurrence of certain events, including significant changes in ownership interests. The effect
of an ownership change would be the imposition of an annual limitation on the use of the NOL carryfowards attributable to
periods before the change. The Company has performed a preliminary analysis to determine whether an ownership change under
Section 382 of the Internal Revenue Code has occurred. Based upon this preliminary analysis, it appears the Company has
potential limitations related to the NOL carryfowards but the amount of such potential limitation is not readily determinable.

Supplemental Cash Flow Information

Three months ended Nine months ended
September 30, September 30,
2005 2006 2005 2006
Cash payments for:
Interest $ 985 $15,548 $16,450 $32,149
Income taxes (receipts) 35 35 33 33
Non-cash investing activities:
Purchases of property and equipment included in accounts payable 4,563 5,643 4,563 5,643
Deferred acquisition obligations 2,775 — 5,737 300
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ITEM 2—Management’s Discussion and Analysis of Financial Condition and Results of Operations

The following discussion of our financial condition and results of operations should be read in conjunction with the condensed
consolidated financial statements and the notes thereto included elsewhere in this Quarterly Report on Form 10-Q and our
consolidated financial statements for the year ended December 31, 2005 and the notes thereto included in our Annual Report on
Form 10-K previously filed with the Securities and Exchange Commission. As used herein, unless otherwise specified or the context

otherwise requires, references to the “Company”, “we”, “our” and “us” refer to the business and operations of Rotech Healthcare
Inc. and its subsidiaries.

Overview

Background. We provide home medical equipment and related products and services in the United States, with a comprehensive
offering of respiratory therapy and durable home medical equipment and related services. We provide equipment and services in 48
states through approximately 490 operating centers located primarily in non-urban markets.

Our revenues are principally derived from respiratory equipment rental and related services, which accounted for 87.5% of our
net revenues for the three months ended September 30, 2005 and September 30, 2006, and 87.9% and 87.6% of net revenues for the
nine months ended September 30, 2005 and September 30, 2006, respectively. Revenues from respiratory rental and related services
include the rental of oxygen concentrators, liquid oxygen systems, portable oxygen systems, ventilator therapy systems, nebulizer
equipment and sleep disorder breathing therapy systems, and the sale of nebulizer medications. We also generate revenues from the
rental and sale of durable medical equipment accounting for 11.6% of net revenues for the three months ended September 30, 2005
and September 30, 2006, and 11.1% and 11.5% of net revenues for the nine months ended September 30, 2005 and September 30,
2006, respectively. Revenues from the rental and sale of durable medical equipment include the rental and sale of items such as
hospital beds, wheelchairs, walkers, patient aids and ancillary supplies.

We continue to focus on a series of initiatives which includes enhanced training for our sales force; increased focus of our
clinical group on identifying opportunities to optimize our patients’ quality of life; and an enhancement of our partnerships with
managed care companies with a concentration on the development of strategic offerings. We are also exploring various strategic
alternatives.

Government Regulation and Reimbursement by Third Party Payors. We derive a majority of our revenues from reimbursement
by third party payors, including Medicare, Medicaid, the Veterans Administration and private insurers. Revenue derived from
Medicare, Medicaid and other federally funded programs represented 62.3% and 67.5% of the Company’s patient revenue for the
three months ended September 30, 2005 and September 30, 2006, respectively, and 66.7% and 67.8% for the nine months ended
September 30, 2005 and September 30, 2006, respectively.

The Balanced Budget Act of 1997 granted authority to the Secretary of the Department of Health and Human Services, or
DHHS, to increase or reduce the reimbursement for home medical equipment, including oxygen, by 15% each year under an inherent
reasonableness procedure. The final rule implementing the inherent reasonableness authority establishes a process for adjusting
payments for certain items and services covered by Medicare Part B when existing payment amounts are determined to be grossly
excessive or deficient. Using its inherent reasonableness authority, CMS and its contractors may reduce reimbursement levels for
certain items and services covered by Medicare Part B, including products and services we offer, which could have a material adverse
effect on our revenues, profit margins, profitability, operating cash flows and results of operations.

In addition to its inherent reasonableness authority, CMS has the discretion to reduce the reimbursement for home medical
equipment, or HME, to an amount based on the payment amount for the least costly alternative treatment that meets the Medicare
beneficiary’s medical needs. Least costly alternative, or LCA, determinations are applied to particular products and services by CMS
and its contractors through the informal notice and comment process used in establishing local coverage policies for HME. This
process need not be followed for LCA determinations made on individual claims. Using its least costly alternative authority, CMS
and its contractors may reduce reimbursement levels for certain items and services covered by Part B, including products and services
we offer, which could have a material adverse effect on our revenues, profit margins, profitability, operating cash flows and results of
operations.

Our business has been, and will continue to be, significantly impacted by changes mandated by Medicare legislation. The
Medicare Prescription Drug, Improvement and Modernization Act of 2003, or MMA, significantly changed the Medicare
reimbursement methodology and conditions for coverage for a number of our products. These changes include a freeze in
reimbursement rates for home medical equipment from 2004 to 2008, competitive bidding requirements, new clinical conditions for
reimbursements and quality standards.
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(1) Competitive Bidding for HME. Starting in 2007, Medicare is scheduled to begin to phase in a nationwide competitive
bidding program to replace the existing fee schedule payment methodology. The program is to begin in 10 high-population
metropolitan statistical areas, or MSAs, expanding to 80 MSAs in 2009 and additional areas thereafter. Under competitive bidding,
suppliers compete for the right to provide items to beneficiaries in a defined region. Only a limited number of suppliers will be
selected in any given MSA, resulting in restricted supplier choices for beneficiaries. MMA permits certain exemptions from
competitive bidding, including exemptions for rural areas and areas with low population density within urban areas that are not
competitive, unless there is a significant national market through mail-order for the particular item. A large number of our facilities
are located in such areas. However, the criteria for how the exemption will be applied have not yet been determined and therefore, the
impact of such exemption on our business is uncertain. On April 24, 2006, CMS issued proposed regulations regarding the
implementation of competitive bidding. The proposed regulations include, among other things, proposals regarding how CMS will
determine in which MSAs to initiate the program, conditions to be met for awarding contracts, and the “grandfathering” of existing
oxygen and other HME agreements with beneficiaries if a supplier is not selected. The proposed regulations also would revise the
methodology CMS would use to price new products not included in competitive bidding. The proposed regulations do not provide
many of the details needed to assess the impact that competitive bidding and other elements of the rule will have on our business.
Until the regulations are finalized, significant uncertainty remains as to how the competitive bidding program will be implemented. At
this time, we do not know which of our products will be subject to inherent reasonableness and/or competitive bidding, nor can we
predict the impact that inherent reasonableness and competitive bidding will have on our business.

(2) Certain Clinical Conditions and Quality Standards. The MMA requires that new clinical conditions of coverage for HME
products and quality standards for HME suppliers be established and implemented. On August 14, 2006, CMS published its quality
standards for HME suppliers. As an entity that bills Medicare and receives payment from the program, we will be subject to these
standards. We are currently reviewing and revising our policies and procedures to ensure compliance with the quality standards.
These standards will be applied by independent accreditation organizations and are scheduled to take effect in 2007. The final
standards consist of business-related standards, such as financial and human resources management requirements, which would be
applicable to all HME suppliers, and product-specific quality standards, which focus on product specialization and service standards.
The proposed product-specific standards address several of our products, including oxygen and oxygen equipment, CPAP and power
and manual wheelchairs and other mobility equipment. In its proposed regulations regarding the implementation of competitive
bidding, CMS also proposed additional financial standards to be met by suppliers participating in competitive bidding. At this time,
we cannot predict the full impact that the clinical conditions and final quality standards will have on our business or the effect such
quality standards will have on our ability to continue to provide products to Medicare beneficiaries.

On July 31, 2006, CMS issued a final rule, which implements criteria for accrediting organizations to be selected by CMS to
apply the final quality standards. CMS did not, however, identify any specific accrediting organizations. The final rule does not
address whether suppliers that are already accredited by the selected accreditation organizations will be “grandfathered”. Currently,
approximately 96.9% of our operating centers are accredited by the Joint Commission on Accreditation of Healthcare Organizations,
or JCAHO. We cannot provide assurances that JCAHO will be selected as a CMS-approved accreditation organization or that the
grandfathering policy described in the proposed competitive bidding rule will ultimately be finalized so that it applies to us. This rule
does not provide us with sufficient information to predict the impact of competitive bidding or the final accreditation criteria on our
business.

(3) Reduction in Payments for HME and Inhalation Drugs. The MMA changes also include a reduction in reimbursement rates
for oxygen equipment and certain other items of home medical equipment (including wheelchairs, nebulizers, hospital beds and air
mattresses) as of January 1, 2005, based on the percentage difference between the amount of payment otherwise determined for 2002
and the 2002 median reimbursement amount under the Federal Employee Health Benefits Program, or FEHBP, as determined by the
Office of the Inspector General of the DHHS, or OIG. The FEHBP adjusted payments are to remain “frozen” through 2008 unless the
particular item becomes subject to competitive bidding.

On March 30, 2005, CMS released the new Medicare fee schedule amounts for oxygen equipment. The new payment rates were
made effective for claims for oxygen equipment furnished after January 1, 2005, that were received by Medicare on or after April 1,
2005. The new Medicare payment amounts have resulted in a payment reduction of approximately 8.5% and 8.6% for the year ended
December 31, 2005 and the nine months ended September 30, 2006, respectively, for home oxygen equipment provided by us to
Medicare beneficiaries. Any additional reductions in Medicare reimbursement rates for home oxygen equipment could have a
material adverse effect on our revenues, profit margins, profitability, operating cash flows and results of operations.

Reductions in payment rates for 2005 established by CMS for the non-oxygen HME items subject to the FEHBP provisions
range between 4% and 16%. The non-oxygen HME items subject to the Medicare price cuts accounted for
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approximately 3.5% of our recorded revenues in the three month period ended September 30, 2006. Furthermore, the reductions in the
Medicare fee schedules for home oxygen equipment together with the additional reimbursement reductions mandated by the MMA in
2005 for other home medical equipment (excluding inhalation drugs) resulted in an aggregate reduction in our recorded revenues in
the amount of approximately $17.7 million and $11.9 million for the year ended December 31, 2005 and the nine months ended
September 30, 2006, respectively.

MMA also revised the payment methodology for certain drugs, including inhalation drugs dispensed through nebulizers. For the
quarter ended September 30, 2006, Medicare-reimbursed inhalation drug therapies provided by us accounted for approximately
14.3% of our recorded revenues after allowing for the reduction in revenues related to the decreased reimbursement rate for
budesonide. Prior to MMA, Medicare paid for these drugs based on average wholesale price, or AWP, as reported by drug
manufacturers. Beginning January 1, 2004, Medicare payments were reduced for most of our Part B inhalation drugs to 80% of AWP
from 95% of AWP, a reduction of approximately 15 basis points. These reductions in Medicare payment rates for inhalation drugs
reduced our net revenues by approximately $39 million in 2005. The reduction in 2005 was partially offset by shifts in patient and
product mix.

MMA payment methodology for the inhalation drugs provided by pharmacies is based on average sales price, or ASP. ASP is
defined statutorily as the volume weighted average of manufacturers’ average sales prices, calculated by adding the manufacturers’
average sales prices for the drug in the fiscal quarter to the number of units sold and then divided by the total number of units sold for
all national drug codes assigned to the product. Under the ASP methodology, Medicare generally will pay 106% of ASP for multiple
source drugs and 106% of the lesser of ASP or wholesale acquisition cost for single source drugs. In addition, if the ASP exceeds the
widely available market price by more than 5%, CMS may substitute the widely available market price for the ASP. ASP payment
rates are calculated and updated quarterly using the most recent manufacturer data available. ASP payment amounts for our products
may fluctuate from quarter to quarter, and if these payment amounts are reduced in future quarters, this could have a material adverse
effect on our revenues, profit margins, profitability, operating cash flows and results of operations. For each of the quarters of 2005,
as well as each of the quarters of 2006, the ASP payment amounts for many drugs, including two prevalent inhalation drugs, albuterol
sulfate and ipratropium bromide, are significantly less than the payment amounts for these drugs in 2004. The payment rate, as posted
by CMS, for albuterol sulfate was reduced from $0.39 per milligram in 2004 to $0.082 for the third quarter and $0.061 for the fourth
quarter of 2006. The payment rate, as posted by CMS, for ipratropium bromide was reduced from $2.82 per milligram in 2004 to
$0.208 for the third quarter and $0.211 for the fourth quarter of 2006.

Effective January 1, 2006, CMS established a new billing code and payment methodology for compounded budesonide, which
includes compounded budesonide formulations that we provide to Medicare beneficiaries based on a physician’s prescription.
Medicare reimbursement rates for compounded budesonide, beginning January 1, 2006, are based on pharmacy invoices submitted
for individual claims. This payment amount reflects a reimbursement rate based on the acquisition of raw materials and is far below
the prior years’ payment amounts. For the nine months ended September 30, 2006, the new reimbursement rates for compounded
budesonide resulted in a reduction in our recorded revenues of approximately $24.0 million. We previously established a specific
contractual allowance to cover 100% of the reduction in revenues related to the decreased reimbursement for budesonide. In light of
the reduced reimbursement rates for compounded budesonide and to resolve certain issues associated with a warning letter received
from the Food and Drug Administration (FDA) which is discussed in more detail below, we are not accepting new prescriptions for
certain compounded products (including compounded formulations of budesonide) and, where clinically appropriate, have instituted a
process to transition patients currently on these compounded products to commercially available alternative products. Until we
complete this transitioning process, if Medicare continues to pay for compounded budesonide furnished to Medicare beneficiaries at
the current rates, this payment reduction will continue to have a material adverse effect on our revenues, profit margins, profitability,
operating cash flows and results of operations.

In addition to the abovementioned changes, in March 2006, Medicare contractors issued a draft local coverage policy for
nebulizers and inhalation drugs dispensed through nebulizers which proposes to change significantly the payment rates and coverage
criteria for several inhalation drugs that we dispense to beneficiaries, in part using the LCA mechanism discussed above. If adopted as
proposed, the draft policy and these other changes could have a material adverse effect on our revenues, profit margins, profitability,
operating cash flows and results of operations.

Given the overall reduction in payment for inhalation drugs dispensed through nebulizers, for 2005, CMS established a $57
dispensing fee for inhalation drugs shipped to a beneficiary for a 30-day period or $80 for a 90-day period. In the 2006 physician fee
schedule final rule, CMS reduced the dispensing fee for inhalation drugs furnished to beneficiaries to $57 for the first 30-day period
in which a Medicare beneficiary uses inhalation drugs and $33 for each subsequent 30-day period. For a 90-day supply of inhalation
drugs, the dispensing fee is $66. We believe that the reductions in the 2006 Medicare dispensing fees will result in a reduction in our
2006 projected revenue of approximately $10.0 million. For the nine months
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ended September 30, 2006, the reduction in Medicare dispensing fees resulted in a reduction in revenue of approximately $7.6
million. Future dispensing fee reductions or eliminations, if they occur, could have a material adverse effect on our revenues, profit
margins, profitability, operating cash flows and results of operations. While we were able, based upon the dispensing fees, to continue
to offer inhalation drugs to Medicare patients in 2005 and during the first three quarters of 2006, the reductions in dispensing fees for
2006, along with the pricing changes resulting from the ASP payment rates are expected to result in a further material reduction in the
revenues and profitability of our inhalation drug business and we cannot predict whether it will continue to be economically feasible
for us to provide inhalation drugs in the future. Reductions in Medicare reimbursement for oxygen, nebulizers and inhalation
medications in 2006, many of which are expected to continue to exist for a number of years, could have a material adverse effect on
our revenues, profit margins, profitability, operating cash flows and results of operations. CMS has indicated that the dispensing fee
for 2007 will continue to be paid at the 2006 rate.

Food, Drug and Cosmetic Act and FDA Warning Letter. Under the Federal Food Drug and Cosmetic Act (FFDCA), the FDA
imposes stringent regulations on the distribution, labeling, and other aspects of our medical gas and pharmacy operations. In
particular, our medical gas facilities and operations are subject to the FDA’s current Good Manufacturing Practice (cGMP)
regulations, and similar state regulations, which impose certain quality control, documentation, labeling and recordkeeping
requirements on the receipt, processing and distribution of medical gas. We are required to register our medical gas facilities with the
FDA, and are subject to periodic, unannounced inspections by the FDA and state authorities for compliance with the cGMP and other
regulatory requirements. In the past year, several of our sites have been inspected by regulatory authorities. Where required, we took
corrective actions to address the inspectional observations identified during these inspections. For example, the Florida State
Department of Health inspected our medical gas facility in Winter Haven, Florida on July 5, 2006. The Florida inspector presented us
with an H-Form 1038 identifying five inspectional observations. We submitted a written response detailing the corrective actions
taken in response to the inspectional observations, had follow-up discussions with the inspector and provided additional
documentation to the Department of Health in connection with this matter. There have been no additional communications with the
Department of Health in connection with this matter since August 2006. Failure to comply with FDA and other regulatory
requirements could subject us to possible legal or regulatory action, such as warning letters, product seizure or recalls, suspension of
operations at a single facility or several facilities, temporary or permanent injunctions, or possible civil or criminal penalties.

On August 10, 2006, we received a warning letter from the FDA relating to our subsidiary, Pulmo-Dose, Inc. The warning letter
states that Pulmo-Dose’s compounding of formulations of budesonide, albuterol/ipratropium, and formoterol/budesonide exceeds the
scope of the practice of pharmacy and that Pulmo-Dose is operating as a pharmaceutical manufacturer and not a pharmacy engaged in
extemporaneous compounding.

While we disagree with the FDA’s assertions, in response to the FDA’s warning letter, we have commenced, in partnership with
our patients’ physicians, a process to switch patients currently taking these compounded products to drug products that are
commercially available, where clinically appropriate. In addition, we are not accepting any new prescriptions for these compounded
products. We estimate that the process of switching approximately 13,000 patients to commercially available drug products will take
several months to complete. Based upon the reduced reimbursement rates for compounded budesonide discussed above and assuming
that all of our patients currently taking compounded products were switched today to drugs that are commercially available, we
estimate that such conversion would result in an increase in Medicare reimbursement and projected annual gross revenue of
approximately $60 million and an increase in projected annual pre-tax profit of up to approximately $10 million. However, there can
be no assurance that we will successfully implement a process to switch patients to commercially available drug products or that a
significant number of patients will ultimately switch. If we are unable to successfully implement a process to switch patients to
commercially available drugs or a significant number of patients do not ultimately switch, this could have a material adverse effect on
our revenues, profit margins, profitability, operating cash flows and results of operations.

As discussed above, the FDA’s warning letter indicates that the FDA has disagreed with our position that we are not a drug
manufacturer and has alleged that our compounding operations relating to the abovementioned products are not in compliance with all
applicable regulatory requirements. Based on the warning letter, the FDA could require us to discontinue compounding activities for
these and other products, and we could be subject to enforcement action, including temporary or permanent suspension of part or all
of our compounding operations or seizure of part or all of our compounded formulations.

We submitted a formal response to the warning letter and remain committed to working with the FDA to resolve this matter.
However, we are unable to predict whether or when we will be able to reach a satisfactory resolution of this matter.

Pharmacy Licensing and Registration. Under state law, our pharmacy locations must be licensed as in-state pharmacies to
dispense pharmaceuticals in the relevant state of location. We deliver pharmaceuticals from our pharmacy location in Kentucky to
customers in 47 states, and, where required by state pharmacy law, we must obtain and maintain licenses from each state to which we
deliver pharmaceuticals. Most states, and the FDA, adopt and enforce the official standards of the US Pharmacopeia (USP) as the
official compendia of drug standards. We are subject to state boards of pharmacy laws and regulations in nearly all jurisdictions
where we do business. These laws vary from state to state and state lawmakers regularly propose and, at times, enact new legislation
establishing changes in state pharmacy laws and regulations. We continuously
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monitor state activities and the USP and we have policies in place that we believe substantially comply with all state licensing and
pharmacy laws currently applicable to our business. We are engaged in activities designed to achieve compliance with these policies
although there can be no assurance that we always operate in full compliance with our policies. Further, there can be no assurance that
we are fully and immediately in compliance with all laws, regulations or standards at all times, as licenses may lapse and laws may
change or be misinterpreted or overlooked. Failure to comply with applicable regulatory requirements can result in enforcement
action, including fines, revocation, suspension of or refusal to renew licensure, injunctions, seizures, and civil or criminal penalties.
Further, we are required to maintain state licenses and permits in those states in which we are doing business to meet Medicare and
Medicaid requirements. A finding that the state requirements have not been met can result in the recoupment of reimbursement or
revocation of our supplier numbers. If we are unable to obtain and maintain our licenses in one or more states, or if such states place
burdensome restrictions or limitations on pharmacies, our ability to operate in such states, including doing Medicare and Medicaid
business in such state or states, would be limited, which could adversely impact our business and results of operations.

Deficit Reduction Act. The Deficit Reduction Act of 2005, or DRA, which was signed into law on February 8, 2006, has made
certain changes to the way Medicare Part B pays for our HME products, including capped rental items and oxygen equipment. For
capped rental items, including hospital beds, nebulizers and power wheelchairs, Medicare has in the past paid a monthly rental fee for
a period not to exceed 15 months of continuous use. Under the DRA, the maximum number of months for which Medicare is to make
payment for such equipment decreased from 15 months to 13 months of continuous use, after which time ownership is automatically
transferred to the beneficiary. This provision is effective for items furnished for which the first rental month is during or after January
2006. As to power wheelchairs, the DRA preserves an existing provision requiring that beneficiaries be given the option to purchase
the power wheelchair at the time it is furnished. For oxygen equipment, prior to the DRA, Medicare made monthly rental payments
indefinitely, provided medical need continued. The DRA capped the Medicare rental period for oxygen equipment at 36 months of
continuous use, after which time ownership of the equipment transfers to the beneficiary. For purposes of this cap, the DRA provides
for a new 36-month rental period that began January 1, 2006 for all oxygen equipment. In addition to the changes in the duration of
the rental period for capped rental items and oxygen equipment, the DRA permits payments for servicing and maintenance of the
products after ownership transfers to the beneficiary. We anticipate that the 36-month rental cap imposed under the DRA could have a
material adverse effect on our revenues, profit margins, profitability, operating cash flows and results of operations.

On November 1, 2006, CMS released a final rule to implement the DRA changes, which goes into effect January 1, 2007. Under
the rule, CMS explains the DRA’s 36-month rental cap on oxygen equipment, which went into effect on January 1, 2006. CMS also
revised payment amounts for the oxygen equipment and contents during the rental period and for oxygen contents after equipment
ownership by the beneficiary as follows:

e Payment for Rental Period. For stationary oxygen equipment, the 2007 payment amount is $198.40, a decrease of $1.44
from the 2006 amount. The portable oxygen add-on amount remains unchanged from 2006, at $31.79. CMS also created a
new class for oxygen-generating portable oxygen equipment and a new monthly rental payment amount of $51.63 for this
equipment.

e Payment for Contents After Beneficiary Ownership. Payment is based on the type of equipment owned and whether it is
oxygen-generating. Currently, CMS pays a combined average monthly payment amount of $154.90 for furnishing oxygen
contents for beneficiary-owned stationary and portable systems. This amount includes payment for both stationary contents
and portable contents. CMS will split this payment into a separate monthly payment amount for stationary oxygen content of
$77.45 and a separate monthly payment amount for portable oxygen content of $77.45. This payment amount is for oxygen
contents for equipment that is not oxygen-generating. If the beneficiary owns both stationary and portable equipment that is
not oxygen-generating, the monthly payment amount for oxygen contents is $154.90. For stationary or portable oxygen
equipment that is oxygen-generating, there will be no monthly payment for contents.

In its November 1, 2006 final rule, CMS also acknowledges certain other payments after ownership transfers, including payment
for supplies such as tubing and masks. In addition, CMS details several requirements regarding a supplier’s responsibility to maintain
and service capped rental items and provides for a general maintenance and servicing payment for certain oxygen-generating
equipment beginning 6 months after title has transferred to the beneficiary. We cannot predict the impact that any future rulemaking
by CMS might have on our business. If payment amounts for oxygen equipment and contents are reduced in the future, this could
have a material adverse effect on our revenues, profit margins, profitability, operating cash flows and results of operations.

General. As a health care supplier, we are subject to extensive government regulation, including numerous laws directed at
preventing fraud and abuse and laws regulating reimbursement under various government programs. The marketing, billing,
documenting and other practices of health care companies are all subject to government scrutiny. Numerous federal and state laws
and regulations, including the Health Insurance Portability and Accountability Act of 1996 (“HIPAA”), govern the collection,
dissemination, use and confidentiality of patient-identifiable health information. As part of
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our provision of, and billing for, health care equipment and services, we are required to collect and maintain patient-identifiable
health information. Violations of federal and state regulations can result in severe criminal, civil and administrative penalties and
sanctions, including disqualification from Medicare and other reimbursement programs. Health care is an area of rapid regulatory
change. Changes in the laws and regulations and new interpretations of existing laws and regulations may affect permissible
activities, the relative costs associated with doing business, and reimbursement amounts paid by federal, state and other third-party
payors. We cannot predict the future of federal, state and local regulation or legislation, including Medicare and Medicaid statutes and
regulations. Future legislative and regulatory changes could have a material adverse impact effect on our revenues, profit margins,

profitability, operating cash flows and results of operations.

The following table shows our results of operations for the three months and nine months ended September 30, 2005 and

September 30, 2006.

Net revenues
Cost of net revenues:
Product and supply costs

Patient service equipment depreciation

Operating costs

Total cost of net revenues
Provision for doubtful accounts
Selling, general and administrative
Depreciation and amortization
Goodwill impairment

Total costs and expenses
Operating income (loss)
Interest expense, net
Other income, net
Loss on extinguishment of debt

Earnings (loss) before income taxes

Federal and state income tax expense (benefit)
Net earnings (loss)

Accrued dividends on redeemable preferred stock
Net earnings (loss) available for common stockholders

Three months ended

Nine months ended

September 30, September 30,
2005 2006 2005 2006
$136,969 $127,218 $393,265 $ 371,537
24,864 24,525 69,937 73,530
11,956 11,202 36,655 33,532
6,276 5,757 17,400 18,332
43,096 41,484 123,992 125,394
3,963 3,464 13,015 10,900
72,217 71,858 217,410 225,724
4,611 3,948 13,600 13,039
— 80,000 — 529,000
123,887 200,754 368,017 904,057
13,082 (73,536) 25248  (532,520)
7,994 9,544 23,782 26,687
(177) (397) (620) (578)
— 1,212 — 1,212
5265  (83,895) 2,086 (559,841)
2,162 _ 860 (42,290)
3,103 (83,895) 1,226  (517,551)
113 113 338 338
$ 2990 $(84,008) $ 888 $(517.889)

The following table shows our results of operations as a percentage of our net revenues for the three months and nine months ended

September 30, 2005 and September 30, 2006.

Net revenues

Cost of net revenues:

Product and supply costs

Patient service equipment depreciation
Operating costs

Total cost of net revenues
Provision for doubtful accounts
Selling, general and administrative
Depreciation and amortization
Goodwill impairment

Total costs and expenses
Operating income (loss)

Interest expense, net

Other income, net

Loss on extinguishment of debt

Earnings (loss) before income taxes
Federal and state income tax expense (benefit)

Net earnings (loss)

Three months ended

Nine months ended

September 30, September 30,
2005 2006 2005 2006
100.0% 100.0% 100.0% 100.0%
18.2% 19.3% 17.8% 19.8%
8.7% 8.8% 9.3% 9.0%
4.6% 4.5% 4.4% 4.9%
31.5% 32.6% 31.5% 33.7%
2.9% 2.7% 3.3% 2.9%
52.7% 56.5% 55.4% 60.8%
3.4% 3.1% 3.5% 3.5%
— 62.9% — 142.4%
90.5% 157.8% 93.7% 243.3%
9.5% (57.8)% 6.3% (143.3)%
5.8% 7.5% 6.0% 7.2%
0.1)% 0.3)% 0.2)% 0.2)%
— 1.0% — 0.3%
3.8% (66.0)% 0.5% (150.6)%
1.6% — 0.2% (11.4)%
2.2% (66.0)% 0.3% (139.2)%



Accrued dividends on redeemable preferred stock 0.1% 0.1% 0.1% 0.1%
Net earnings (loss) available for common stockholders 2.1% (66.1)% 0.2% (139.3)%
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Results of Operations
Three months ended September 30, 2005 as compared to the three months ended September 30, 2006

Total net revenues for the three months ended September 30, 2006 were $127.2 million as compared to $137.0 million for the
comparable period in 2005. The net decrease was primarily attributable to reduced Medicare reimbursement rates for compounded
budesonide, which reduced net revenues by $9.1 million for the three months ended September 30, 2006. In addition, reimbursement
cuts related to non-oxygen HME items subject to the FEHBP provisions and the dispensing fee for inhalation drugs reduced net
revenues by $6.0 million for the three months ended September 30, 2006. These decreases were partially offset by $1.7 million in net
revenue for the three months ended September 30, 2006 from locations acquired after September 30, 2005, and $3.6 million in net
revenue for the three months ended September 30, 2006 from a 6.0% increase in oxygen and drug patient counts (excluding
acquisitions) and a 9.7% increase in other DME respiratory product counts (excluding acquisitions).

Cost of net revenues totaled $41.5 million for the three months ended September 2006, a decrease of $1.6 million or 3.7% from the
comparable period in 2005. The net decrease was primarily attributable to a $0.8 million decrease in patient service equipment
depreciation due to a portion of our oxygen rental equipment becoming fully depreciated during the three months ended

September 30, 2006, and decreased operating costs as the result of a $0.6 million decrease in overall pharmacy-related costs, offset by
a4.5% increase in the number of respiratory therapists employed. Cost of net revenues as a percentage of net revenue was 32.6% for
the three months ended September 30, 2006 as compared to 31.5% for the comparable period in 2005.

The provision for doubtful accounts for the three months ended September 30, 2006 totaled $3.5 million, a $0.5 million decrease from
the comparable period in 2005. This decrease was mainly attributable to a shift in the overall allowance accrual rate, reducing the
monthly provision for bad debt expense and increasing the monthly allowance for contractual adjustments recorded as a reduction of
net revenues. The shift in the accrual rate is based on historical adjustment experience. The provision for doubtful accounts as a
percentage of net revenue decreased to 2.7% for the three months ended September 30, 2006 as compared to 2.9% from the
comparable period in 2005.

Selling, general and administrative expenses for the three months ended September 30, 2006 totaled $71.9 million, a decrease of $0.3
million or 0.5% from the comparable period in 2005. Selling, general and administrative expenses as a percentage of net revenues
increased to 56.5% for the three months ended September 30, 2006 from 52.7% for the three months ended September 30, 2005. This
increase as a percentage of net revenues is attributable to the decline in net revenue caused by reimbursement changes for the three
months ended September 30, 2006 as described above.

Due to an overall decline in our profitability which resulted primarily from decreases in Medicare reimbursement rates, including
reductions for compounded budesonide, and the resulting decline in our market capitalization, we determined that an interim test of
impairment was required as of June 30, 2006. We recorded an estimated non-cash goodwill impairment charge of $449.0 million
based upon that interim test. We completed the full interim impairment review with the assistance of an independent third-party
valuation firm during the three months ended September 30, 2006 and determined that an additional non-cash impairment charge of
$80.0 million was necessary to reflect the actual impairment amount as of June 30, 2006. Other than approximately $0.1 million paid
in September 2006 in connection with the fifth amendment and limited waiver to the Company’s former credit agreement, these
impairment charges did not result in cash expenditures and will not result in future cash expenditures. We also completed our annual
impairment review as of September 30, 2006 and determined that no additional impairment was necessary.

Depreciation and amortization for the three months ended September 30, 2006 totaled $3.9 million, a decrease of $0.7 million or
14.4% from the comparable period in 2005. This decrease is mainly the result of a portion of our non-patient service equipment
becoming fully depreciated during the three months ended September 30, 2006. Depreciation and amortization as a percentage of net
revenue decreased to 3.1% as compared to 3.4% for the comparable period in 2005. This decrease as a percentage of net revenues is
attributable to the described decreases in depreciation and amortization expenses, offset by the decline in net revenue for the three
months ended September 30, 2006 as described above.
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Net interest expense for the three months ended September 30, 2006 totaled $9.5 million, an increase of $1.5 million or 19.4% from
the comparable period in 2005. The increase is primarily attributable to increased borrowing under our former senior credit facility
and a 200 basis point increase in the LIBOR rate.

We did not record any expense or benefit for federal and state income taxes for the three months ended September 30, 2006. We have
recorded a full valuation allowance on our net deferred tax assets, as it appears more likely than not that such assets will not be
realized through offset of future taxable income. Likewise, current period losses are not expected to provide realizable future tax
benefit and therefore we did not record any such tax benefit for the three months ended September 30, 2006. Federal and state income
tax expense for the three months ended September 30, 2005 was $2.2 million.

Net loss for the three months ended September 30, 2006 was $83.9 million compared to net earnings of $3.1 million for the three

months ended September 30, 2005. As outlined above, we have been significantly impacted by Medicare reimbursement changes,
which decreased our net revenue by $15.1 million for the three months ended September 30, 2006. The internal growth described
above has not been sufficient to offset these reimbursement reductions. In addition, we recorded a non-cash goodwill impairment

charge of $80.0 million, as described above.

For the three months ended September 30, 2006, earnings from continuing operations before interest, income taxes, and depreciation
and amortization, goodwill impairment and loss on extinguishment of debt (EBITDA) was $22.0 million as compared to $29.8
million for the three months ended September 30, 2005. Set forth below is a comparable reconciliation of our net earnings (loss) to
EBITDA:

Comparable Reconciliation of Net Earnings (Loss) to EBITDA

Three months ended

September 30,
2005 2006

Net earnings (loss) $ 3,103 $(83,895)
Income tax expense 2,162 —
Interest expense, net 7,994 9,544
Depreciation and amortization 16,567 15,150
Goodwill impairment — 80,000
Loss on extinguishment of debt — 1,212
EBITDA $29,826 $ 22,011

EBITDA is a measure of our performance that is not required by, or presented in accordance with, generally accepted accounting
principles (GAAP). We view EBITDA as a commonly used analytic indicator within the health care industry, which management
believes serves as a measure of leverage capacity and debt service ability. We also use EBITDA, and we believe that others in our
industry use EBITDA, to evaluate and price potential acquisition candidates. We further believe that EBITDA is frequently used by
securities analysts, investors, and other interested parties in the evaluation of issuers, many of which present EBITDA when reporting
their results. EBITDA should not be considered as a measure of financial performance under GAAP, and the items excluded from
EBITDA are significant components in understanding and assessing financial performance. EBITDA should not be considered in
isolation or as an alternative to net income, operating income, or any other performance measures derived in accordance with GAAP
or as an alternative to cash flows generated by operating, investing or financing activities as a measure of our liquidity. Internally,
management uses EBITDA as an indicator of financial performance as well as for operational planning and for decision making
purposes. Because EBITDA is not a measurement determined in accordance with GAAP and is thus susceptible to varying
calculations, EBITDA as presented may not be comparable to other similarly titled measures of other companies.

EBITDA has limitations as an analytical tool, and you should not consider it in isolation, or as a substitute for analysis of our
financial statement data presented in the consolidated financial statements as reported under GAAP. For example, EBITDA does not
reflect:

¢ our cash expenditures, or future requirements, for capital expenditures or contractual commitments;
¢ changes in, or cash requirements for, our working capital needs;

e our significant interest expense, or the cash requirements necessary to service interest and principal payments on our debts;
and

¢ any cash requirements for the replacement of assets being depreciated and amortized, which will often have to be replaced in
the future, even though depreciation and amortization are non-cash charges.
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Because of these limitations, EBITDA should not be considered as a measure of discretionary cash available to us to invest in the
growth of our business. We compensate for these limitations by relying primarily on our GAAP results and by using EBITDA only
supplementally.

Nine months ended September 30, 2005 as compared to the nine months ended September 30, 2006

Total net revenues for the nine months ended September 30, 2006 were $371.5 million as compared to $393.3 million for the
comparable period in 2005. The net decrease for the nine months ended September 30, 2006 was primarily attributable to (i) reduced
Medicare reimbursement rates for compounded budesonide which reduced net revenues by approximately $24.0 million,

(ii) reimbursement cuts related to non-oxygen HME items subject to the FEHBP provisions and the dispensing fee for inhalation
drugs which reduced net revenues by $19.5 million and (iii) $17.5 million in additional provisions for accounts receivable contractual
allowances recorded as a result of a deterioration in the aging of accounts receivable as described below. These decreases were
partially offset by $12.9 million in net revenue for the nine months ended September 30, 2006 from locations acquired after
September 30, 2005, and $26.3 million in net revenue for the nine months ended September 30, 2006 from a 6.0% increase in oxygen
and drug patient counts (excluding acquisitions) and a 9.7% increase in other DME respiratory product counts (excluding
acquisitions).

The $17.5 million in additional provision for accounts receivable contractual allowances which have been recorded as a reduction to
net revenue for the nine months ended September 30, 2006, is attributable to a shift in the composition of the Company’s accounts
receivables, whereby a higher percentage of receivables are remaining outstanding for longer periods. This increase in the aging of
accounts receivable is due to numerous factors, including increased transaction volumes from acquisitions and patient growth, general
slowdowns in payment processing by Medicare and other third-party payors, delays caused by Medicare beneficiaries switching to
HMOs, the exiting of certain third-party payor contracts, and billing disruptions related to the transition to electronic billing for
certain third-party payors. The increased provision for accounts receivable contractual allowances was calculated primarily using a
historical collections model. Shifts in the aging of accounts receivable, when compared to historical aging levels, resulted in the need
for additional accounts receivable allowances, reflecting an inherent reduction in collectibility as accounts receivable age. The
Company continues to pursue collection of accounts receivable in the normal course of business and this increased allowance does
not reflect a write-off of specific accounts receivable. The Company has reorganized its billing center operations and increased
staffing to address those factors above that are under the Company’s control. The Company has also appointed a Vice President of
Billing and Collections to implement these initiatives. While these initiatives are designed to improve the collection process, there can
be no assurance that such initiatives will result in improved collections.

Cost of net revenues for the nine months ended September 30, 2006 totaled $125.4 million, an increase of $1.4 million or 1.1% from
the comparable period in 2005. The net increase was primarily attributable to a $3.6 million increase in product and supply cost
resulting from a 14.2% increase in overall patient/product count. Operating costs increased $0.9 million as the result of a 4.5%
increase in respiratory therapists employed. The foregoing increases were offset by a $3.1 million decrease in patient service
equipment depreciation due to a portion of our oxygen rental equipment becoming fully depreciated during the nine months ended
September 30, 2006. Cost of net revenues as a percentage of net revenue was 33.7% for the nine months ended September 30, 2006 as
compared to 31.5% for the comparable period in 2005.

The provision for doubtful accounts for the nine months ended September 30, 2006 totaled $10.9 million, a decrease of $2.1 million
from the comparable period in 2005. This decrease was mainly attributable to a shift in the overall allowance accrual rate, reducing
the monthly provision for bad debt expense and increasing the monthly allowance for contractual adjustments recorded as a reduction
of net revenues. The shift in the accrual rate is based on historical adjustment experience. The provision for doubtful accounts as a
percentage of net revenue decreased to 2.9% for the nine months ended September 30, 2006 from 3.3% for the comparable period in
2005.

Selling, general and administrative expenses for the nine months ended September 30, 2006 totaled $225.7 million, an increase of
$8.3 million or 3.8% from the comparable period in 2005. The increase primarily resulted from: (i) $3.2 million of costs related to
discussions regarding a potential strategic transaction which have terminated and were therefore expensed; (ii) a $2.8 million increase
in automobile expenses; and (iii) a $2.2 million increase in salaries related to locations acquired after September 30, 2005. Selling,
general and administrative expenses as a percentage of net revenues increased to 60.8% for the nine months ended September 30,
2006 from 55.4% for the nine months ended September 30, 2005. This increase as a percentage of net revenues is attributable to the
decline in net revenue for the nine months ended September 30, 2006 and the increases in selling, general and administrative expenses
described above.

Depreciation and amortization for the nine months ended September 30, 2006 totaled $13.0 million, a decrease of $0.6 million from
the comparable period in 2005.
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Due to an overall decline in our profitability which resulted primarily from decreases in Medicare reimbursement rates, including
reductions for compounded budesonide, and the resulting decline in our market capitalization, we recorded non-cash goodwill
impairment charges of $529.0 million for the nine months ended September 30, 2006. Other than approximately $0.1 million paid in
September 2006 in connection with the fifth amendment and limited waiver to the Company’s former credit agreement, these
impairment charges did not result in cash expenditures and will not result in future cash expenditures.

Net interest expense for the nine months ended September 30, 2006 totaled $26.7 million, an increase of $2.9 million or 12.2% from
the comparable period in 2005. The increase is primarily attributable to increased borrowing under our former senior credit facility
and a 200 basis point increase in the LIBOR rate.

Federal and state income taxes for the nine months ended September 30, 2006 increased to a $42.3 million benefit from a $0.9 million
expense for the comparable period in 2005. The increase in federal and state income tax benefit was primarily attributable to the
$529.0 million non-cash goodwill impairment charge net of the establishment of a full valuation allowance on our deferred tax assets.

Net loss for the nine months ended September 30, 2006 was $517.6 million compared to net income of $0.8 million for the nine
months ended September 30, 2005. As outlined above, the Company recorded a $529.0 million non-cash goodwill impairment charge
and $17.5 million in additional provisions for accounts receivable contractual allowances for the nine months ended September 30,
2006. These charges, offset by the $42.3 million resulting tax benefit for the nine months ended September 30, 2006, were the
primary cause for the decline in net earnings as compared to the same period in the previous year.

For the nine months ended September 30, 2006, earnings from continuing operations before interest, income taxes, depreciation and
amortization, goodwill impairment and loss on extinguishment of debt (EBITDA) was $43.6 million as compared to $76.1 million for
the nine months ended September 30, 2005. Set forth below is a comparable reconciliation of our net earnings to EBITDA:

Comparable Reconciliation of Net Earnings (Loss) to EBITDA

Nine months
ended September 30

2005 2006
Net earnings (loss) $ 1,226 $(517,551)
Income tax expense (benefit) 860 (42,290)
Interest expense, net 23,782 26,687
Depreciation and amortization 50,255 46,571
Goodwill impairment — 529,000
Loss on extinguishment of debt — 1,212
EBITDA $76,123 $ 43,629

EBITDA is a measure of our performance that is not required by, or presented in accordance with, generally accepted accounting
principles (GAAP). We view EBITDA as a commonly used analytic indicator within the health care industry, which management
believes serves as a measure of leverage capacity and debt service ability. We also use EBITDA, and we believe that others in our
industry use EBITDA, to evaluate and price potential acquisition candidates. We further believe that EBITDA is frequently used by
securities analysts, investors, and other interested parties in the evaluation of issuers, many of which present EBITDA when reporting
their results. EBITDA should not be considered as a measure of financial performance under GAAP, and the items excluded from
EBITDA are significant components in understanding and assessing financial performance. EBITDA should not be considered in
isolation or as an alternative to net income, operating income, or any other performance measures derived in accordance with GAAP
or as an alternative to cash flows generated by operating, investing or financing activities as a measure of our liquidity. Internally,
management uses EBITDA as an indicator of financial performance as well as for operational planning and for decision making
purposes. Because EBITDA is not a measurement determined in accordance with GAAP and is thus susceptible to varying
calculations, EBITDA as presented may not be comparable to other similarly titled measures of other companies.

EBITDA has limitations as an analytical tool, and you should not consider it in isolation, or as a substitute for analysis of our
financial statement data presented in the consolidated financial statements as reported under GAAP. For example, EBITDA does not
reflect:

¢ our cash expenditures, or future requirements, for capital expenditures or contractual commitments;
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¢ changes in, or cash requirements for, our working capital needs;

e our significant interest expense, or the cash requirements necessary to service interest and principal payments on our debts;
and

¢ any cash requirements for the replacement of assets being depreciated and amortized, which will often have to be replaced in
the future, even though depreciation and amortization are non-cash charges.

Because of these limitations, EBITDA should not be considered as a measure of discretionary cash available to us to invest in the
growth of our business. We compensate for these limitations by relying primarily on our GAAP results and by using EBITDA only
supplementally.

Inflation and Seasonality

Management believes that there has been no material effect on our operations or financial condition as a result of inflation during the
past three fiscal years. However, we are impacted by rising costs for certain inflation-sensitive operating expenses, such as labor and
employee benefits, facility and equipment leases, and vehicle fuel. With reductions in reimbursement by government and private
medical insurance programs and pressure to contain the costs of such programs, we bear the risk that reimbursement rates set by such
programs will not keep pace with inflation. Management also believes that the seasonal impact on our business is not material.

Liquidity and Capital Resources

Net cash provided by operating activities was $2.8 million and $4.0 million for the three months and nine months ended

September 30, 2006, respectively, as compared to $25.6 million and $54.0 million for the same periods in 2005. Cash flows, cash on
hand and the ability to draw on our former and current senior secured revolving credit facility were sufficient to fund operations,
capital expenditures and required repayments of debt during the quarter ended September 30, 2006.

Accounts receivable before allowance for contractual adjustments and doubtful accounts increased to $150.4 million at September 30,
2006 from $118.6 million at December 31, 2005. Allowances for contractual adjustments and doubtful accounts as a percentage of
accounts receivable total 45.3% and 36.4% as of September 30, 2006 and December 31, 2005, respectively. Days sales outstanding
(calculated as of each period end by dividing net accounts receivable by the 90-day rolling average of net revenue) were 58 days at
September 30, 2006, compared to 49 days at December 31, 2005, and 61 days at June 30, 2006. The following table sets forth the
percentage breakdown of our accounts receivable by payer and aging category as of December 31, 2005 and September 30, 2006:

December 31, 2005
Managed Care
Accounts receivable by payer and aging category: Government and Other Total
Aged 0-90 days 45% 21% 66%
Aged 91-180 days 9% 7% 16%
Aged 181 — 360 days 8% 6% 14%
Aged over 360 days 1% 3% _ 4%
Total 63% 37% 100%
September 30, 2006
Managed Care
Accounts receivable by payer and aging category: Government and Other Total
Aged 0-90 days 41% 18% 59%
Aged 91-180 days 8% 8% 16%
Aged 181 — 360 days 9% 9% 18%
Aged over 360 days 4% 3% _ 7%
Total 62% 38% 100%
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As a result of the increase in days sales outstanding and the associated aging of the receivables, the Company recorded an additional
provision for accounts receivables contractual allowances totaling approximately $17.5 million during the quarter ended June 30,
2006. This amount decreased net revenue and net accounts receivable for the nine months ended September 30, 2006. The Company
calculates its accounts receivable allowances based upon current and historical cash collection, aging of accounts receivables and
actual adjustment experience.

In addition, CMS issued Change Request 5047 and a Medicare Learning Network Matters update describing a brief delay in Medicare
payments which occurred during the last 9 days of the 2006 Federal fiscal year (September 22 - September 30, 2006). More
specifically, CMS placed a one-time hold on payments for all claims (initial claims, adjustment claims, and Medicare Secondary
Payer claims) under Medicare Parts A and B from all providers and all physicians who bill Medicare contractors, including fiscal
intermediaries and carriers. Information is not available to determine the exact impact of this payment hold; however, the Company
has estimated the impact to be between $4.1 million and $7.7 million, which resulted in a corresponding increase in accounts
receivable and decrease in cash at September 30, 2006. The Company received payment for claims impacted by the payment hold
during the first two weeks of October 2006.

Included in accounts receivable are earned but unbilled receivables of $27.2 million at September 30, 2006 and $28.1 million at
December 31, 2005. Delays, ranging from a day to several weeks, between the date of service and billing can occur due to delays in
obtaining certain required payor-specific documentation from internal and external sources. Earned but unbilled receivables are aged
from the date of service and are considered in our analysis of historical performance and collectibility. Earned but unbilled
receivables are aged from the date of service and are considered in our analysis of historical performance and collectibility.

Due to the nature of the industry and the reimbursement environment in which we operate, certain estimates are required to record net
revenues and accounts receivable at their net realizable values. Inherent in these estimates is the risk that they will have to be revised
or updated as additional information becomes available. Specifically, the complexity of many third-party billing arrangements and the
uncertainty of reimbursement amounts for certain services from certain payors may result in adjustments to amounts originally
recorded. Such adjustments are typically identified and recorded at the point of cash application, claim denial or account review.

Management performs analyses to evaluate the net realizable value of accounts receivable. Specifically, management considers
historical realization data, accounts receivable aging trends, other operating trends and relevant business conditions. Because of
continuing changes in the health care industry and third-party reimbursement, it is possible that management’s estimates could
change, which could have an impact on operations and cash flows.

We derive a significant portion of our revenues from the Medicare and Medicaid programs and from managed care health plans.
Payments for services rendered to patients covered by these programs may be less than billed charges. Revenue is recognized at net
realizable amounts estimated to be paid by customers and third-party payors. The Company’s billing system contains payor-specific
price tables that reflect the fee schedule amounts in effect or contractually agreed upon by various government and commercial
payors for each item of equipment or supply provided to a customer. For Medicare and Medicaid revenues, as well as most other
managed care and private payors, final payment is subject to administrative review and audit. Management makes estimated
provisions for adjustments, which may result from administrative review and audit, based upon historical experience. Management
closely monitors its historical collection rates as well as changes in applicable laws, rules and regulations and contract terms to help
assure that provisions are made using the most accurate information management believes to be available. However, due to the
complexities involved in these estimations, actual payments we receive could be different from the amounts we estimate and record.

Collection of receivables from third party payors and patients is our primary source of cash and is critical to our operating
performance. Our primary collection risks relate to patient accounts for which the primary insurance payor has paid, but patient
responsibility amounts (generally deductibles and co-payments) remain outstanding. We record bad debt expense based on a
percentage of revenue using historical Company-specific data. The percentage and amounts used to record bad debt expense and the
allowance for doubtful accounts are supported by various methods including current and historical cash collections, bad debt write-
offs, and aging of accounts receivable. Accounts are written off against the allowance when all collection efforts (including payor
appeals processes) have been exhausted. We routinely review accounts receivable balances in conjunction with our historical
contractual adjustment and bad debt rates and other economic conditions which might ultimately affect the collectibility of patient
accounts when we consider the adequacy of the amounts we record as provision for doubtful accounts. Significant changes in payor
mix, economic conditions or trends in federal and state governmental health care coverage could affect our collection of accounts
receivable, cash flows and results of operations.
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Because of continuing changes in the health care industry and third-party reimbursement, it is possible that management’s estimates
could change, which could have an impact on operations and cash flows. Our future liquidity may be materially adversely impacted
by the Medicare Prescription Drug, Improvement and Modernization Act of 2003.

Net cash used in investing activities was $13.4 million and $48.6 million for the three months and nine months ended September 30,
2006, respectively, as compared to $21.8 million and $81.0 million for the same periods in 2005. We currently have no contractual
commitments for capital expenditures over the next twelve months other than to acquire equipment as needed to supply our patients.
Our business requires us to make significant capital expenditures relating to the purchase and maintenance of the medical equipment
used in our business. Capital expenditures totaled approximately $13.4 million and $46.8 million for the three months and nine
months ended September 30, 2006, respectively, as compared to $18.0 million and $60.0 million for the same periods in 2005. The
decrease in 2006 is primarily attributed to increased utilization rates of rental equipment. There were no businesses acquired during
the three months ended September 30, 2006. Cash outlays for businesses acquired totaled $1.8 million for the nine months ended
September 30, 2006.

Cash flows provided by financing activities primarily relate to borrowings under our former and current senior secured credit
facilities. As of September 30, 2006, we had the following debt facilities and outstanding debt:

. Two-year $25 million senior secured revolving line of credit for general corporate purposes including working capital,
capital expenditures and permitted acquisitions. As of September 30, 2006, we did not have any amounts outstanding
under this revolving credit facility, however, we had $14.7 million committed under stand by letters of credit.

. Two-year $95 million senior secured term loan, the proceeds of which were used to repay the outstanding balance
under our former term loan and revolving credit facility and for other general corporate purposes. The term loan is
repayable, quarterly, in an aggregate annual amount equal to 1% of the principal amount commencing on
December 31, 2006, with the remaining balance due in September 2008. Advances outstanding on the term loan bear
interest at the rate of LIBOR plus 3.50%. As of December 31, 2005, we had a balance of $42.2 million outstanding
under our former term loan. Accrued interest on borrowings under our former term loan was $7.2 million at
December 31, 2005. During the nine months ended September 30, 2006, we made regularly scheduled amortization
payments of $0.2 million on our former term loan. As of September 30, 2006, we had a balance of $95.0 million
outstanding under our current term loan. Accrued interest on borrowings under our current term loan was $0.8 million
at September 30, 2006. At September 30, 2006, our current term loan interest rate was 8.87%. Interest paid during the
year ended December 31, 2005 and the nine months ended September 30, 2006 was $2.7 million and $2.4 million,
respectively.

$300 million aggregate principal amount of 9 /2% senior subordinated notes, the proceeds of which were used to repay
certain pre-petition claims owed to the creditors of our predecessor as part of its plan of reorganization. The notes
mature on April 1, 2012. Interest of 9 /2% is payable semi-annually in arrears on April 1 and October 1 of each year.
As of both December 31, 2005 and September 30, 2006, we had a balance of $287 million outstanding. Interest paid
during the year ended December 31, 2005 and the nine months ended September 30, 2006 was $27.3 million and $27.3
million, respectively. The interest payment due October 2, 2006 on our senior subordinated notes in the amount of
$13.6 million was paid on September 29, 2006.

On September 15, 2006, we entered into a credit agreement with Highland Financial Corp., as lead arranger and sole bookrunner,
Nexbank, SSB, as collateral agent and administrative agent, and the several banks and other financial institutions or entities from time
to time parties to the credit agreement. The new credit facility has a maximum credit amount of $120 million that consists of a $25
million revolving line of credit and a $95 million term loan (the commitment to fund the last $5 million of the revolving line of credit
is subject to certain conditions). A portion of the revolving line of credit, not in excess of $15 million is available for the issuance of
letters of credit.

Borrowings under the senior secured revolving line of credit and term loan are secured by substantially all of our assets and the
agreements with respect to such revolving credit facility and term loan impose numerous restrictions, including, but not limited to,
covenants with respect to certain specified EBITDA thresholds and a specified consolidated total leverage ratio requirement,
limitations on additional borrowing, capital expenditures, acquisitions and investments.

Our continuation as a going concern is dependent upon our ability to generate sufficient cash flow to meet our obligations on a timely
basis, continued funding of our revolving line of credit and ultimately to achieve successful operations. Our working capital
requirements relate primarily to the working capital needed for general corporate purposes. Our business requires us to make
significant capital expenditures relating to the purchase and maintenance of the medical equipment used in our business. We do not
expect to exceed our debt limitations for capital expenditures during the year ended December 31, 2006. We have historically
satisfied our working capital requirements and capital expenditures from operating cash flow.
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Based on current conditions, we believe that the cash generated from our operations and the access to funds available under our credit
facility will be sufficient to meet our working capital, capital expenditure and other cash needs through 2007. If additional
unfavorable regulatory actions are taken with respect to the reimbursement rates that apply to our business, we may not be able to
generate sufficient operating cash flow or obtain the additional financing necessary to satisfy our cash requirements.

Off-balance Sheet Arrangements and Contractual Obligations

We do not have off-balance sheet arrangements (as that term is defined in Item 303(a)(4)(ii) of Regulation S-K) that have or are
reasonably likely to have a current or future effect on our financial condition, revenues or expenses, results of operations, liquidity,
capital expenditures or capital resources. There are no material changes with respect to contractual obligations as presented in our
Annual Report on Form 10-K for the year ended December 31, 2005.

Critical Accounting Policies

The preparation of our financial statements in accordance with generally accepted accounting principles requires us to make
assumptions that affect the reported amounts of assets, liabilities and disclosure of contingencies as of the date of the financial
statements, as well as the reported amounts of revenues and expenses during the reporting periods. Critical accounting policies are
those that require the most complex or subjective judgments often as a result of the need to make estimates about the effects of
matters that are inherently uncertain. Thus, to the extent that actual events differ from our estimates and assumptions, there could be a
material impact to our financial statements. We believe that the critical accounting policies for our company are those related to
revenue recognition, accounts receivable, goodwill and other intangibles.

The below listing is not intended to be a comprehensive list of all our accounting policies. In many cases, the accounting treatment of
a particular transaction is specifically dictated by generally accepted accounting principles with limited or no need for management’s
judgment. There are also areas in which management’s judgment in selecting available alternatives may or may not produce a
materially different result. For more information, see our audited consolidated financial statements and notes thereto included in our
Annual Report on Form 10-K for the year ended December 31, 2005.

Revenue Recognition

Revenues are recognized when persuasive evidence of an arrangement exists; delivery has occurred; the Company’s price to the buyer
is fixed or determinable; and collectibility is reasonably assured.

The Company’s rental arrangements generally provide for fixed monthly payments established by fee schedules for as long as the
patient is using the equipment and medical necessity continues (subject to capped rentals which limit the rental payment period in
some instances). Once initial delivery is made to the patient (initial setup), a monthly billing is established based on the initial setup
service date. The Company recognizes rental arrangement revenues ratably over the monthly service period and defers revenue for the
portion of the monthly bill which is unearned. No separate revenue is earned from the initial setup process. The Company has no lease
with the patient or third-party payor. During the rental period we are responsible for providing oxygen refills and for servicing the
equipment based on manufacturers’ recommendations. Revenues for the sale of durable medical equipment and related supplies,
including oxygen equipment, ventilators, wheelchairs, hospital beds and infusion pumps, are recognized at the time of delivery.
Revenues for the sale of nebulizer medications, which are generally dispensed by our pharmacies and shipped directly to the patient’s
home, are recognized at the time of shipment.

Revenues derived from capitation arrangements are insignificant.

Net Patient Service Revenues

Net patient service revenues are recorded at net realizable amounts estimated to be paid by customers and third-party payors.

The Company’s billing system contains payor-specific price tables that reflect the fee schedule amounts, as available, in effect or
contractually agreed upon by various government and commercial payors for each item of equipment or supply provided to a
customer. Net patient service revenues are recorded based upon the applicable fee schedule.

The Company tracks collections and adjustments as a percentage of related revenues. Historical collection and adjustment
percentages serve as the basis for the Company’s provisions for contractual adjustments and doubtful accounts. The provision for
contractual adjustments is recorded as a reduction to net patient service revenues and consists of:

*  Differences between the non-contracted third-party payors’ allowable amounts and our usual and customary billing rate.
The Company does not have contracts or fee schedules with all third-party payors. Accordingly, for non-contracted payors
where no fee schedule is available, the Company records revenue based upon its usual and
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customary billing rates. Actual adjustments that result from differences between the non-contracted third-party payors’
allowable amounts and our usual and customary billing rates are recorded against the allowance for contractual adjustments
and are typically identified and recorded at the point of cash application.

*  Services for which payment is denied by governmental or third-party payors, or otherwise deemed non-billable by the
Company. Final payment under governmental programs, and most third-party contracts, is subject to administrative review
and audit. Furthermore, the complexity of governmental and third-party billing reimbursement arrangements, including
patient qualification and medical necessity requirements, may result in adjustments to amounts originally recorded. Such
adjustments may be recorded as the result of the denial of claims billed to governmental or third-party payors, or as the
result of the Company’s review procedures prior to submission of the claim to the governmental or third-party payor. Actual
adjustments that result from services for which payment is denied by governmental or third-party payors, or otherwise
deemed non-billable by the Company are recorded against the allowance for contractual adjustments.

The provision for contractual adjustments reduces amounts recorded through the Company’s billing system to estimated net realizable
amounts. The Company records the provision for contractual adjustments based on a percentage of revenue using historical
Company-specific data. The percentage and amounts used to record the provision for contractual adjustments are supported by
various methods including current and historical cash collections, as well as actual contractual adjustment experience. This
percentage, which is adjusted at least on an annual basis, has proven to be the best indicator of expected realizable amounts.

The Company closely monitors its historical contractual adjustment rates, as well as changes in applicable laws, rules and regulations
and contract terms to help assure that provisions are made using the most accurate information it believes to be available. Due to the
nature of the industry and the reimbursement environment in which we operate, certain estimates are required in order to record net
patient service revenues at their net realizable values. Inherent in these estimates is the risk that they may have to be revised or
updated as additional information becomes available. Specifically, the complexity of many third-party billing arrangements, patient
qualification for medical necessity of equipment and the uncertainty of reimbursement amounts for certain services from certain
payors may result in adjustments to amounts originally recorded. Such adjustments are typically identified and recorded at the point
of cash application, claim denial or account review.

The provision for doubtful accounts is recorded as an operating expense and consists of billed charges that are ultimately deemed
uncollectible due to the patient’s or third-party payors’ inability or refusal to pay, as described below.

Provision for Doubtful Accounts

Collection of receivables from third party payors and patients is our primary source of cash and is critical to our operating
performance. Our primary collection risk, with regard to doubtful accounts, relates to patient accounts for which the primary
insurance payor has paid, but patient responsibility amounts (generally deductibles and co-payments) remain outstanding. Medicare
and most other government and commercial payors that provide coverage to the Company’s customers include a 20 percent co-
payment provision in addition to a nominal deductible. Co-payments are generally not collected at the time of service and are
invoiced to the customer or applicable secondary payor (supplemental providers of insurance coverage) on a monthly billing cycle as
products are provided. A majority of our customers maintain, or are entitled to, secondary or supplemental insurance benefits
providing “gap” coverage of this co-payment amount. In the event coverage is denied by the third-party payor, the customer is
ultimately responsible for payment of charges for all services rendered by the Company.

The Company records a provision for doubtful accounts based on a percentage of revenue using historical Company-specific data.
The percentage and amounts used to record the provision for doubtful accounts are supported by various methods including current
and historical cash collections, actual write-offs, and accounts receivable agings. Accounts are written off against the allowance for
doubtful accounts when all collection efforts have been exhausted. We routinely review accounts receivable balances in conjunction
with our historical bad debt rates and other economic conditions which might ultimately affect the collectibility of patient accounts
when we consider the adequacy of the amounts we record as provision for doubtful accounts. Significant changes in payor mix,
economic conditions or trends in federal and state governmental health care coverage could affect our collection of accounts
receivable, cash flows and results of operations.

Accounts Receivable, net

Accounts receivable are presented net of allowances for contractual adjustments and doubtful accounts. Allowances for contractual
adjustments and doubtful accounts are initially recorded based upon historical collection experience through the provisions for
contractual adjustment and doubtful accounts, as described above. If the payment amount received differs
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from the net realizable amount, an adjustment is made to the net realizable amount in the period that these payment differences are
determined. Actual accounts receivable write-offs due to contractual adjustments or accounts deemed uncollectible are applied against
these allowance accounts in the normal course of business. On a quarterly basis, the Company performs analyses to evaluate the
estimated net realizable value of accounts receivable. As a result of this quarterly review process, the allowances for contractual
adjustments and doubtful accounts are adjusted, as necessary, to reflect that estimated net realizable value. Specifically, the Company
considers historical collection data, accounts receivable aging trends, other operating trends and relevant business conditions.

Due to the nature of the industry and the reimbursement environment in which we operate, certain estimates are required in order to
record net revenues and accounts receivable at their net realizable values. Inherent in these estimates is the risk that they may have to
be revised or updated as additional information becomes available. It is possible that management’s estimates could change, which
could have an impact on operations and cash flows. Specifically, the complexity of many third-party billing arrangements, patient
qualification for medical necessity of equipment and the uncertainty of reimbursement amounts for certain services from certain
payors may result in adjustments to amounts originally recorded.

Reorganization Value in Excess of Value of Identifiable Assets—Goodwill and Intangible Assets

Reorganization value in excess of value of identifiable assets—goodwill, represents the portion of our reorganization value at

March 26, 2002 that could not be attributed to specific tangible or identified intangible assets recorded in connection with the
implementation of fresh-start reporting. These amounts are not amortized, but instead tested for impairment in accordance with the
provisions of Financial Accounting Standards Board (FASB) Statement No. 142, Goodwill and Other Intangible Assets. To the extent
the carrying amount of reporting unit goodwill is greater than the implied fair value of reporting unit goodwill, the Company would
record an impairment charge for the difference. Fair values for goodwill and intangible assets are determined based upon discounted
cash flows, market multiples or appraised values as appropriate. The Company’s branch locations have similar economic
characteristics and are aggregated into one reporting unit for assessing fair value. The impairment evaluation for goodwill and other
intangible assets is conducted annually, or more frequently, if events or changes in circumstances indicate that an asset might be
impaired.

Property and Equipment

Property and equipment are stated at cost, adjusted for the impact of fresh start reporting. Patient service equipment represents
medical equipment rented or held for rental to in-home patients. Certain patient service equipment is accounted for using a composite
method, due to its characteristics of high unit volumes of relative low dollar unit cost items. Under the composite method, the
purchase cost of monthly purchases of certain patient service equipment are capitalized and depreciated over five years using the
straight-line convention, without specific physical tracking of individual items. We believe the five year depreciation period provides
a proper matching of the cost of patient service equipment with the patient service revenues generated from use of the equipment,
when considering the wear and tear, damage, loss and ultimately scrapping of patient service equipment over its life. Other property
and equipment (including other patient service equipment) is accounted for by a specific identification system. Depreciation for other
property and equipment is provided on the straight-line method over the estimated useful lives of the assets, five years for other
patient service equipment, seven years for furniture and office equipment, five years for vehicles, three years for computer equipment,
and the shorter of the remaining lease term or the estimated useful life for leasehold improvements.

Capitalized Software

Included in property, equipment and improvements are costs related to internally-developed and purchased software that are
capitalized and amortized over periods from three to fifteen years. Capitalized costs include direct costs of materials and services
incurred in developing or obtaining internal-use software and payroll and payroll-related costs for employees directly involved in the
development of internal-use software. The carrying value of capitalized software is reviewed if the facts and circumstances suggest
that it may be impaired. Indicators of impairment may include a subsequent change in the extent or manner in which the software is
used or expected to be used, a significant change to the software is made or expected to be made or the cost to develop or modify
internal-use software exceeds that expected amount. Management does not believe any impairment of our capitalized software existed
at September 30, 2006.
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Income Taxes

We account for income taxes under the asset and liability approach required by FASB Statement No. 109, Accounting for Income
Taxes (Statement 109). The benefit from income taxes is computed using the liability method, under which deferred tax assets and
liabilities are recognized for the expected future tax consequences of temporary differences between the financial reporting and tax
bases of assets and liabilities.

Contingencies

Our business is subject to extensive laws and government regulations, including those related to the Medicare and Medicaid
programs. We are also subject to a Corporate Integrity Agreement with the DHHS. Non-compliance with such laws and regulations or
the Corporate Integrity Agreement could subject us to severe sanctions, including penalties and fines.

FASB Statement No. 5, Accounting for Contingencies, provides guidance on the application of generally accepted accounting
principles related to these matters. We evaluate and record liabilities for contingencies based on known claims and legal actions when
it is probable a liability has been incurred and the liability can be reasonably estimated. We believe that our accrued liabilities related
to such contingencies are appropriate and in accordance with generally accepted accounting principles.

Forward-Looking Statements

This report contains certain statements that constitute forward-looking statements within the meaning of the Private Securities
Litigation Reform Act of 1995 and the provisions of section 21E of the Securities Exchange Act of 1934, as amended (the “Exchange
Act”) and section 27A of the Securities Act of 1933, as amended. These forward-looking statements include all statements regarding
the intent, belief or current expectations regarding the matters discussed in this report and all statements which are not statements of
historical fact. Words such as “expects,” “anticipates,” “intends,” “plans,” “believes,” “estimates,” “projects,” “may,” “will”, “could”,
“should”, “would”, variations of such words and similar expressions are intended to identify such forward-looking statements. These
forward-looking statements involve known and unknown risks, uncertainties, contingencies and other factors that could cause results,
performance or achievements to differ materially from those stated in this report. The following are some but not all of such risks,
uncertainties, contingencies, assumptions and other factors, many of which are beyond our control, that could cause results,
performance or achievements to differ materially from those anticipated: general economic, financial and business conditions;
changes in reimbursement policies and other legislative initiatives aimed at reducing health care costs associated with Medicare and
Medicaid, including, without limitation, the impact of the Medicare Prescription Drug, Improvement and Modernization Act of 2003
and the uncertainties relating to inhalation drug reimbursement; issues relating to reimbursement by government and third party
payors for our products and services generally; the costs associated with government regulation of the health care industry; health
care reform and the effect of changes in federal and state health care regulations generally; whether the Company will be able to
successfully implement a process to switch patients to commercially available drug products and whether a significant number of
patients will ultimately switch; the impact of switching patients to commercially available drug products on the Company’s revenue
and profit; whether the Company will be subject to enforcement action or other negative actions in connection with the FDA’s
warning letter; whether the Company will be subject to additional regulatory restrictions or penalties; compliance with confidentiality
requirements with respect to patient information; the effects of competition and industry consolidation; compliance with various
settlement agreements and corporate compliance programs established by the Company; risks related to acquired businesses; the costs
and effects of legal proceedings; the risks and uncertainties discussed under the heading “Certain Significant Risks and Uncertainties
and Significant Events” in Note 9 of the Condensed Consolidated Financial Statements in Part I, Item 1 of this Form 10-Q and other
factors described in our filings with the Securities and Exchange Commission. Readers should refer to the discussion under “Risk
Factors” in Part II, Item 1A of this Form 10-Q and contained in our Annual Report on Form 10-K for the year ended December 31,
2005 and Quarterly Reports on Form 10-Q filed during 2006 for a description of additional risks and uncertainties. Should one or
more of these risks or uncertainties materialize or should underlying assumptions prove incorrect, our actual results, performance or
achievements could differ materially from those expressed in, or implied by, such forward-looking statements. Readers are cautioned
not to place undue reliance on these forward-looking statements, which speak only as of the date thereof. When you consider these
forward-looking statements, you should keep in mind these risk factors and other cautionary statements. We do not undertake any
obligation to publicly release any revisions to these forward-looking statements to reflect events or circumstances after the date hereof
or to reflect the occurrence of unanticipated events.

ITEM 3—Quantitative and Qualitative Disclosures about Market Risk

In September 2006, we entered into (i) a two-year $25.0 million senior secured revolving credit facility and (ii) a two-year $95.0
million senior secured term loan. Our earnings may be affected by changes in interest rates relating to these debt facilities. Variable
interest rates may rise, which could increase the amount of interest expense. In September 2006, we
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borrowed the entire amount of the $95.0 million term loan, the proceeds of which were primarily used to repay the outstanding
balance under our former term loan and revolving credit facility. As of September 30, 2006, there was no outstanding balance under
our senior secured revolving credit facility, however, standby letters of credit totaling $14.7 million have been issued under this credit
facility. As of September 30, 20006, the full amount of the $95.0 million senior secured term loan was outstanding. For the nine
months ended September 30, 2006, we incurred $32.1 million of interest expense on our long-term debt. Assuming a hypothetical
increase of one percentage point for the variable interest rate applicable to the debt facilities (of which $95.0 million was outstanding
as of September 30, 2006), we would incur approximately $0.95 million, $0.95 million and $0.95 million in additional interest
expense for the years ended December 31, 2006, 2007 and 2008, respectively.

ITEM 4—Controls and Procedures
Disclosure Controls and Procedures

Our management, with the participation of our principal executive officer and principal financial officer, has evaluated the
effectiveness of our disclosure controls and procedures (as defined in Rules 13a-15(e) and 15d-15(e) under the Securities Exchange
Act of 1934, as amended, (the “Exchange Act™)) as of the end of the period covered by this Quarterly Report on Form 10-Q. Based on
such evaluation, our principal executive officer and principal financial officer have concluded, as of the end of such period, that our
disclosure controls and procedures are effective in recording, processing, summarizing and reporting, on a timely basis, information
required to be disclosed by us in our reports that we file or submit under the Exchange Act.

Internal Control over Financial Reporting

We evaluate our internal control over financial reporting on a regular basis. If we identify a problem in our internal control over
financial reporting during the course of our evaluations, we consider what revision, improvement and/or correction to make in order
to ensure that our internal controls are effective. We are currently in the process of enhancing internal controls to address issues
identified through these evaluations, including ongoing improvements in our billing centers, increased system controls and improved
controls over rental equipment to provide more accurate and complete tracking. Pending full implementation of these enhancements,
we have instituted additional procedures and policies to preserve our ability to accurately record, process and summarize financial
data and prepare financial statements for external purposes that fairly present our financial condition, results of operations and cash
flows. Our management recognizes that any set of controls and procedures, no matter how well designed and operated, can provide
only reasonable assurance of achieving the desired control objectives. Accordingly, we intend to continue to refine our internal
control over financial reporting on an ongoing basis as we deem appropriate with a view towards making improvements.

We have made no changes during the third quarter of fiscal year 2006 that have materially affected, or are reasonably likely to
materially affect, our internal control over financial reporting.

PART II—OTHER INFORMATION

ITEM 1—Legal Proceedings

Information required for Part II, Item 1 is incorporated herein by reference to the discussion under the heading “Certain Significant
Risks and Uncertainties and Significant Events” in Note 9 of the Condensed Consolidated Financial Statements in Part I, Item 1 of
this Form 10-Q.

ITEM 1A—Risk Factors

Except with respect to the risk factors set forth below, there have been no material changes from the risk factors previously disclosed
in the Company’s Annual Report on Form 10-K for the year ended December 31, 2005 and the Company’s Quarterly Reports on
Form 10-Q for the quarters ended March 31, 2006 and June 30, 2006.

A significant percentage of our business is derived from the sale of Medicare-covered respiratory medications, and laws and
policies currently in effect impose significant reductions in Medicare reimbursement for such inhalation drugs.

The Medicare Prescription Drug, Improvement and Modernization Act of 2003, or MMA revised the payment methodology for
certain drugs, including inhalation drugs dispensed through nebulizers. Prior to MMA, Medicare paid for these drugs based on
average wholesale price, or AWP, as reported by drug manufacturers. Beginning January 1, 2004, Medicare payments were reduced
for most of our Part B inhalation drugs to 80% of AWP from 95% of AWP, a reduction of approximately 15 basis points. As of
January 1, 2005, as required by MMA, payment amounts for most drugs are based on the average sales price, or ASP. These
reductions in Medicare payment rates for inhalation drugs reduced our net revenues by approximately $39 million in 2005. The
reduction in 2005 was partially offset by shifts in patient and product mix.
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Beginning in 2006, MMA required that payment amounts for most drugs be based on either ASP or competitive bidding for
drugs administered by physicians. On June 27, 2005, CMS issued an interim final rule on the Part B competitive bidding program for
outpatient drugs and biologicals, or CAP. On November 21, 2005, CMS issued a final rule on CAP. The initial phase of CAP began
on July 1, 2006. Inhalation drugs dispensed through nebulizers are not to be included in the initial phase of the CAP. This means that
2006 payment amounts for inhalation drugs administered by physicians are determined based upon ASP.

ASP is defined statutorily as the volume weighted average of manufacturers’ average sales prices, calculated by adding the
manufacturers’ average sales prices for the drug in the fiscal quarter to the number of units sold and then divided by the total number
of units sold for all national drug codes assigned to the product. Under the ASP methodology, Medicare generally will pay 106% of
ASP for multiple source drugs and 106% of the lesser of ASP or wholesale acquisition cost for single source drugs. In addition, for
2006, if the ASP exceeds the widely available market price by more than 5%, CMS may substitute the widely available market price
for the ASP. ASP payment rates are calculated using the most recent manufacturer data available. Manufacturer ASP data
submissions are due to CMS not later than 30 days after the last day of each calendar quarter. Quarterly updates are to be
implemented to reflect these quarterly submissions by manufacturers. For example, second quarter 2005 data was used to calculate
the ASP payment amounts for the fourth quarter of 2005. ASP payment amounts for our products may fluctuate from quarter to
quarter. For each of the quarters of 2005, as well as each of the quarters of 2006, the ASP payment amounts for many drugs, including
two prevalent inhalation drugs, albuterol sulfate and ipratropium bromide, are significantly less than the payment amounts for these
drugs in 2004. The payment rate, as posted by CMS, for albuterol sulfate was reduced from $0.39 per milligram in 2004 to $0.060 for
the first quarter of 2006, increasing slightly in the second quarter of 2006 to $0.073, increasing again in the third quarter of 2006 to
$0.082, and decreasing in the fourth quarter of 2006 to $0.061. The payment rate, as posted by CMS, for ipratropium bromide was
reduced from $2.82 per milligram in 2004 to $0.227 for the first quarter of 2006, decreasing slightly in the second quarter of 2006 to
$0.216, decreasing again in the third quarter of 2006 to $0.208, and increasing slightly in the fourth quarter of 2006 to $0.211.

Effective January 1, 2006, CMS established a new billing code and payment methodology for compounded budesonide, which
includes compounded budesonide formulations that we provide to Medicare beneficiaries based on a physician’s prescription. New
Medicare reimbursement rates for compounded budesonide, beginning January 1, 2006, are based on pharmacy invoices submitted
for individual claims. This payment amount reflects a reimbursement rate based on the acquisition of raw materials and is far below
the prior years’ payment amounts. For the nine months ended September 30, 2006, the new reimbursement rates for compounded
budesonide resulted in a reduction in our recorded revenues of approximately $24.0 million. We previously established a specific
contractual allowance to cover 100% of the reduction in revenues related to the decreased reimbursement for budesonide. In light of
the reduced reimbursement rates for compounded budesonide and to resolve certain issues associated with a warning letter received
from the Food and Drug Administration (FDA) which is discussed in more detail below, we are not accepting new prescriptions for
certain compounded products (including compounded formulations of budesonide) and, where clinically appropriate, have instituted a
process to transition patients currently on these compounded products to commercially available alternative products. Until we
complete this transitioning process, if Medicare continues to pay for compounded budesonide furnished to Medicare beneficiaries at
the current rates, this payment reduction will continue to have a material adverse effect on our revenues, profit margins, profitability,
operating cash flows and results of operations.

Given the overall reduction in payment for inhalation drugs dispensed through nebulizers, for 2005, CMS established a $57
dispensing fee for inhalation drugs shipped to a beneficiary for a 30-day period or $80 for a 90-day period. On November 2, 2005,
CMS issued the 2006 physician fee schedule final rule, in which the agency reduced the dispensing fee for inhalation drugs furnished
to beneficiaries to $57 for the first 30-day period in which a Medicare beneficiary uses inhalation drugs and $33 for inhalation drugs
dispensed for each subsequent 30-day period. For a 90-day supply of inhalation drugs, the dispensing fee is $66. We believe that the
reductions in the 2006 Medicare dispensing fees will result in a reduction in our 2006 projected revenue of approximately $10.0
million. For the nine months ended September 30, 2006, the reduction in Medicare dispensing fees resulted in a reduction in revenue
of approximately $7.6 million. We cannot predict the impact that any future rulemaking by CMS might have on our business. If the
dispensing fees are reduced or eliminated in the future, this could have a material adverse effect on our revenues, profit margins,
profitability, operating cash flows and results of operations. CMS has indicated that the dispensing fee for 2007 will continue to be
paid at the 2006 rate.
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Medicare-reimbursed inhalation drug therapies provided by us accounted for approximately 18.2% of our recorded revenues for
the year ended December 31, 2005. For the quarter ended September 30, 2006, Medicare-reimbursed inhalation drug therapies
provided by us accounted for approximately 14.3% of our recorded revenues after allowing for the reduction in revenues related to
the decreased reimbursement rate for budesonide. The 2005 dispensing fees offset to some extent the reductions in payment rates for
inhalation drugs established under the ASP methodology. While we were able, based upon the dispensing fees, to continue to offer
inhalation drugs to Medicare patients in 2005 and during the first nine months of 2006, the reductions in dispensing fees for 2006
which CMS has indicated will remain unchanged in 2007, along with the pricing changes resulting from the ASP payment rates are
resulting in a further material reduction in the revenues and profitability of our inhalation drug business and we cannot predict
whether it will continue to be economically feasible for us to provide inhalation drugs in the future.

The FDA has asserted that our pharmacy compounding practices with respect to certain products constitute drug manufacturing
which could require us to discontinue compounding activities for these and other products, and we could be subject to
enforcement action, including temporary or permanent suspension of part or all of our compounding operations or seizure of
part or all of our compounded formulations.

Our Pulmo-Dose pharmacy in Murray, Kentucky dispenses compounded preparations of drug products that are not
commercially available, based upon a patient’s individual need and at a physician’s specific request. Pharmacy compounding, or the
preparation of a dosage, combination or variation of a drug that has not been approved by the Food and Drug Administration (FDA),
is considered to be within the practice of pharmacy and is regulated primarily under state law. However, some of the activities that we
consider to be compounding may be viewed by the FDA as the manufacture of a new drug product, which would subject such
activities to rigorous regulation by the FDA under the Federal Food Drug and Cosmetic Act (FFDCA). The line between the activities
that constitute drug compounding and the activities that constitute drug manufacturing is not clear, and the FDA may define the scope
of drug manufacturing activities more broadly than we or the state pharmacy board do. In recent years, FDA has increased its scrutiny
of pharmacy compounding activities, and has issued several warning letters citing pharmacies for violations of the FFDCA based, in
part, on volumes and types of compounded pharmaceutical products. On August 1, 2005, FDA initiated an inspection of our Pulmo-
Dose pharmacy in Murray, Kentucky. The FDA completed its audit on August 12, 2005 and noted three inspectional observations.
The Company promptly submitted a response to the FDA and continued to engage in ongoing communications with the FDA
regarding the inspection and FDA’s continuing review of our pharmacy’s activities.

On August 10, 2006, we received a warning letter from the FDA relating to our Pulmo-Dose pharmacy. The warning letter states
that Pulmo-Dose’s compounding of formulations of budesonide, albuterol/ipratropium, and formoterol/budesonide exceeds the scope
of the practice of pharmacy and that Pulmo-Dose is operating as a pharmaceutical manufacturer and not a pharmacy engaged in
extemporaneous compounding.

While we disagree with the FDA’s assertions, in response to the FDA’s warning letter, we have commenced, in partnership with
our patient’s physicians, a process to switch patients currently taking these compounded products to drug products that are
commercially available, where clinically appropriate. In addition, we are not accepting any new prescriptions for these compounded
products. We estimate that the process of switching approximately 13,000 patients to commercially available drug products will take
several months to complete. However, there can be no assurance that we will successfully implement a process to switch patients to
commercially available drug products or that a significant number of patients will ultimately switch. If we are unable to successfully
implement a process to switch patients to commercially available drugs or a significant number of patients do not ultimately switch,
this could have a material adverse effect on our revenues, profit margins, profitability, operating cash flows and results of operations.

As discussed above, the FDA’s warning letter indicates that the FDA has disagreed with our position that we are not a drug
manufacturer and has alleged that our compounding operations relating to the abovementioned products are not in compliance with all
applicable regulatory requirements. Based on the warning letter, the FDA could require us to discontinue compounding activities for
these and other products, and we could be subject to enforcement action, including temporary or permanent suspension of part or all
of our compounding operations or seizure of part or all of our compounded formulations.

We submitted a formal response to the warning letter and remain committed to working with the FDA to resolve this matter.
However, we are unable to predict whether or when we will be able to reach a satisfactory resolution of this matter.

A significant percentage of our business involves the rental of home medical equipment, including oxygen and oxygen equipment
and certain capped rental items, and regulations that went into effect on January 1, 2006 and other regulations scheduled to go
into effect on January 1, 2007 could result in significant reductions in Medicare reimbursement for these items.

The Deficit Reduction Act of 2005, or DRA, which was signed into law on February 8, 2006, has made certain changes to the
way Medicare Part B pays for our HME products, including capped rental items and oxygen equipment. For capped rental items,
including hospital beds, nebulizers and power wheelchairs, Medicare has in the past paid a monthly rental fee
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for a period not to exceed 15 months of continuous use. Under the DRA, the maximum number of months for which Medicare is to
make payment for such equipment decreased from 15 months to 13 months of continuous use, after which time ownership is
automatically transferred to the beneficiary. This provision is effective for items furnished for which the first rental month is during or
after January 2006. As to power wheelchairs, the DRA preserves an existing provision requiring that beneficiaries be given the option
to purchase the power wheelchair at the time it is furnished. For oxygen equipment, prior to the DRA, Medicare made monthly rental
payments indefinitely, provided medical need continued. The DRA capped the Medicare rental period for oxygen equipment at 36
months of continuous use, after which time ownership of the equipment transfers to the beneficiary. For purposes of this cap, the
DRA provides for a new 36-month rental period that began January 1, 2006 for all oxygen equipment. This new 36-month rental
period applies for beneficiaries starting to use the equipment as well as for those who have been using it prior to 2006. In addition to
the changes in the duration of the rental period for capped rental items and oxygen equipment, the DRA authorizes payments for
servicing and maintenance of the products after ownership transfers to the beneficiary if the Secretary of the Department of Health
and Human Services determines the servicing and maintenance is reasonable and necessary. Prior to the changes by the DRA to the
duration of the capped rental period and the new transfer of ownership requirement, Medicare payment for the capped rental items
was made automatically every six months for servicing and maintenance for those products for which a Medicare supplier retained
ownership after the capped rental period ended. We anticipate that the 36-month rental cap imposed under the DRA could have a
material adverse effect on our revenues, profit margins, profitability, operating cash flows and results of operations.

On November 1, 2006, CMS released a final rule to implement the DRA changes, which goes into effect January 1, 2007. Under
the rule, CMS explains the DRA’s 36-month rental cap on oxygen equipment, which went into effect on January 1, 2006. CMS did
not adopt the reimbursement rates published in the proposed rule. CMS revised the payment amounts for the oxygen equipment and
contents during the rental period and for oxygen contents after equipment ownership by the beneficiary as follows:

e Payment for Rental Period. For stationary oxygen equipment, the 2007 payment amount is $198.40, a decrease of $1.44
from the 2006 amount. The portable oxygen add-on amount remains unchanged from 2006, at $31.79. CMS also created a
new class for oxygen-generating portable oxygen equipment and a new monthly rental payment amount of $51.63 for this
equipment.

e  Payment for Contents After Beneficiary Ownership. Payment is based on the type of equipment owned and whether it is
oxygen-generating. Currently, CMS pays a combined average monthly payment amount of $154.90 for furnishing oxygen
contents for beneficiary-owned stationary and portable systems. This amount includes payment for both stationary contents
and portable contents. CMS will split this payment into a separate monthly payment amount for stationary oxygen content of
$77.45 and a separate monthly payment amount for portable oxygen content of $77.45. This payment amount is for oxygen
contents for equipment that is not oxygen-generating. If the beneficiary owns both stationary and portable equipment that is
not oxygen-generating, the monthly payment amount for oxygen contents is $154.90. For stationary or portable oxygen
equipment that is oxygen-generating, there will be no monthly payment for contents.

In its November 1, 2006 final rule, CMS also acknowledges certain other payments after ownership transfers, including payment for
supplies such as tubing and masks. In addition, CMS details several requirements regarding a supplier’s responsibility to maintain and
service capped rental items and provides for a general maintenance and servicing payment for certain oxygen-generating equipment
beginning 6 months after title has transferred to the beneficiary. We cannot predict the impact that any future rulemaking by CMS
might have on our business. If payment amounts for oxygen equipment and contents are reduced in the future, this could have a
material adverse effect on our revenues, profit margins, profitability, operating cash flows and results of operations.

Lack of accreditation of our operating centers or failure to meet government standards for coverage could result in a decline in
our revenues.

Currently, approximately 96.9% of our operating centers are accredited by the Joint Commission on Accreditation of Healthcare
Organizations, or JCAHO. If future reviews by JCAHO do not result in continued accreditation of our operating centers, we would
likely experience a decline in our revenues. Further, under MMA, any entity or individual that bills Medicare for home medical
equipment and certain supplies and has a supplier number for submission of claims will be subject to quality standards as a condition
of receiving payment from the Medicare program. On August 14, 2006, CMS published its quality standards for HME suppliers. As
an entity that bills Medicare and receives payment from the program, we will be subject to these standards. The final standards consist
of business-related standards, such as financial and human resources management requirements, which would be applicable to all
HME suppliers, and product-specific quality standards, which focus on product specialization and service standards. The proposed
product-specific standards address several of our products, including oxygen and oxygen equipment, CPAP and power and manual
wheelchairs and other mobility equipment. We are currently reviewing and revising our policies and procedures to ensure compliance
with the quality standards. In addition, on July 31, 2006, CMS issued final criteria for accrediting organizations to be selected by
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CMS to apply the final quality standards. CMS did not, however, identify any specific accrediting organizations. At this time, we
cannot provide assurances that JCAHO will be selected as a CMS-approved accreditation organization. In its proposed regulations
regarding the implementation of competitive bidding, CMS also proposed additional financial standards to be met by suppliers
participating in competitive bidding and addressed possible “grandfathering” for suppliers accredited prior to the effective date of the
regulations. We cannot provide assurances that the grandfathering policy will be finalized so that it applies to us. At this time, we
cannot predict the full impact that the final quality standards or final accreditation criteria will have on our business.

MMA also authorizes CMS to establish clinical conditions for payment for home medical equipment. These new supplier
standards and clinical conditions for payment could limit or reduce the number of individuals who can sell or provide our products
and could restrict coverage for our products. In addition, because we have Medicare supplier numbers and are subject to any new
supplier standards, our failure to meet any new supplier standards could affect our ability to bill and therefore could have a material
adverse effect on our business, revenues, profit margins, profitability, operating cash flows and results of operations. At this time, we
cannot predict the full impact that the clinical conditions will have on our business.

Our failure to comply with the financial covenants contained in our credit agreement could materially and adversely affect our
operating results and financial condition.

Our current credit agreement contains certain financial covenants, including requirements regarding certain specified EBITDA
thresholds and a specified consolidated total leverage ratio. We have failed to comply with the financial covenants contained in our
former credit agreement in the past. If we are unable to comply the covenants contained in our current credit agreement, we will be in
default under our credit agreement and, under certain circumstances, the lenders could elect to terminate their commitments
thereunder, declare all borrowings outstanding, together with accrued interest and other fees, to be immediately due and payable and
institute foreclosure proceedings against those assets that secure the borrowings under our credit agreement. Any such actions could
force us into bankruptcy or liquidation. Furthermore, if our lenders caused all amounts outstanding with respect to the credit
agreement debt to be due and payable immediately, it would result in a cross default under the indenture governing our 9 '/2% senior
subordinated notes. Our assets and cash flow would not be sufficient to fully repay borrowings under our outstanding debt
instruments, if accelerated, upon an event of default. If the indebtedness were accelerated, this would raise substantial doubt about our
ability to continue as a going concern.

We have substantial outstanding indebtedness, which could adversely affect our financial condition.

As of September 30, 2006, our total consolidated long-term debt (including current maturities) accounted for approximately
87% of our total capitalization. The degree to which we are leveraged could have important consequences, because:

it could affect our ability to satisfy our obligations under our 9 /2% senior subordinated notes due 2012;

¢ asubstantial portion of our cash flow from operations will be required to be dedicated to interest and principal payments and
may not be available for operations, working capital, capital expenditures, expansion, acquisitions or general corporate or
other purposes;

e our ability to obtain additional financing in the future may be impaired;

¢ we may be more highly leveraged than some of our competitors, which may place us at a competitive disadvantage;

e our flexibility in planning for, or reacting to, changes in our business and industry may be limited;

¢ it may make us more vulnerable in the event of a downturn in our business, our industry or the economy in general; and

¢ we are vulnerable to interest rate fluctuations because a portion of our debt is subject to variable interest rates.

Our ability to make payments on and to refinance our debt will depend on our ability to generate cash in the future. This, to a
certain extent, is subject to general economic, business, financial, competitive, legislative, regulatory and other factors that are beyond
our control.
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Our business may not generate sufficient cash flow from operations and future borrowings may not be available to us under
credit facilities in an amount sufficient to enable us to pay our debt, or to fund our other liquidity needs. We may need to refinance all
or a portion of our debt, on or before maturity. We may not be able to refinance any of our debt, including any credit facilities and the
notes, on commercially reasonable terms or at all.

We may write-off additional intangible assets, such as goodwill.

As a result of the implementation of “fresh-start” reporting during 2002, the assets and liabilities of Rotech Medical Corporation
were revalued, which resulted in approximately $692.2 million for reorganization value in excess of fair value of identifiable assets-
goodwill. As of September 30, 2006, the reorganization value in excess of fair value of identifiable assets-goodwill was
approximately $163.2 million as a result of $529.0 million in impairment charges, as described below. Other goodwill represents the
excess of cost over fair value of assets acquired and liabilities assumed of purchased operations. As of September 30, 2006, this
goodwill was approximately $43.9 million. Any future acquisitions by us will likely result in the recognition of additional intangible
assets.

On an ongoing basis, we evaluate whether facts and circumstances indicate any impairment of value of intangible assets. As
circumstances after an acquisition can change, the value of intangible assets may not be realized by us. If we determine that a
significant impairment has occurred, we would be required to write-off the impaired portion of the unamortized intangible assets,
which could have a material adverse effect on our results of operations in the period in which the write-off occurs.

Due to an overall decline in our profitability which resulted primarily from decreases in Medicare reimbursement rates,
including the recent reductions for compounded budesonide and the resulting decline in our market capitalization, we recorded non-
cash goodwill impairment charges of $529.0 million for the nine months ended September 30, 2006. In the event that there are further
declines in our profitability and market capitalization, we may be required to record additional impairment charges, which could have
a material adverse effect on our results of operations.

A significant number of our outstanding shares of common stock are concentrated in a small number of stockholders which,
acting together, could exercise significant influence over certain aspects of our business.

As of September 30, 2006, our 8 largest stockholders held in the aggregate approximately 84% of our outstanding common
stock. These stockholders, acting together, could exercise significant influence on all matters requiring stockholder approval,
including the election of directors and the approval of significant corporate transactions.

ITEM 2—Unregistered Sales of Equity Securities and Use of Proceeds
Not applicable.

ITEM 3—Defaults Upon Senior Securities
Not applicable.

ITEM 4—Submission of Matters to Vote of Security Holders
Not applicable.

ITEM 5—Other Information

Amendment to Common Stock Option Plan. Effective as of November 6, 2006, upon the recommendation of the compensation
committee, the board of directors approved and adopted an amendment to the Rotech Healthcare Inc. Common Stock Option Plan
(the “Plan”) in order to revise certain provisions under the Plan regarding vesting to provide that the board will be entitled to
determine the vesting schedule with respect to any option granted pursuant to the Plan and set forth in any option agreement with
respect thereto. The foregoing summary is qualified in its entirety by reference to the full text of the amendment to the Plan, a copy of
which is filed herewith as Exhibit 10.1.

Grant of Stock Options to Chief Financial Officer. On November 6, 2006, the compensation committee and the board of directors
approved the grant of 100,000 options to Steven P. Alsene, the Company’s Chief Financial Officer, effective as of November 15,
2006, subject to Mr. Alsene’s continued employment with the Company through the effective date. Each stock option represents the
right to purchase one share of the Company’s common stock at any time after vesting and prior to November 15, 2016, at a price
equal to the closing sales price per share of the Company’s common stock on November 15, 2006 as quoted on NASDAQ. The stock
options will be granted under the Plan and subject to certain exceptions, vest over a period of three years from November 15, 2006 in
twelve equal quarterly installments.

Termination Rights Letter Agreement with Chief Financial Officer. On November 8, 2006, we entered into a letter agreement with our
Chief Financial Officer, Steven P. Alsene, pursuant to which, under certain circumstances, Mr. Alsene will have the right to receive
certain benefits upon termination of his employment with us. Upon termination of employment by Mr. Alsene for “good reason” or



by us without “cause” (each as defined in the letter agreement), we will (a) pay Mr. Alsene, any base salary or bonus earned but not
yet paid as of the date of the termination and reimburse him for all reimbursable expenses; (b) pay him in a lump sum no later than
twenty (20) days after the termination of his employment, an amount equal to the sum of (i) one hundred percent (100%) of his annual
base salary (measured as of the time of the termination of his employment and without mitigation due to any remuneration or other
compensation earned by him following such termination of employment), and (ii) one hundred percent (100%) of his annual target
performance bonus for the year in which such termination of employment occurs; and (c) continue his medical coverage under our
group health plan for a period of twelve (12) months from the date of his termination. Mr. Alsene’s entitlement to the severance pay
and other termination benefits are conditioned upon his providing a general release in favor of us of all claims relating to his
employment.

Throughout Mr. Alsene’s employment with us and thereafter, he has agreed (subject to certain limited exceptions) to keep
confidential all of our non-public information, matters and materials. Mr. Alsene has also agreed, for a period of one (1) year
following the termination of his employment, not to compete with us, solicit any of our employees or knowingly do anything that
would be adverse in any material way to our interests. This letter agreement supersedes, in its entirety, the letter agreement between
Mr. Alsene and the Company dated as of August 17, 2006 and all prior agreements and arrangements between Mr. Alsene and the
Company relating to his right to receive payments upon termination of employment.

The foregoing summary is qualified in its entirety by reference to the full text of the letter agreement, a copy of which is filed
herewith as Exhibit 10.2.

ITEM 6—Exhibits
(a) Exhibits:

10.1 Amendment No. 4 to the Rotech Healthcare Inc. Common Stock Option Plan.

10.2  Letter Agreement with Steven P. Alsene, Chief Financial Officer, dated November 8, 2006.

12.1  Ratio of Earnings to Fixed Charges.

31.1  Certification of principal executive officer pursuant to Section 302 of the Sarbanes-Oxley Act of 2002.
31.2  Certification of principal financial officer pursuant to Section 302 of the Sarbanes-Oxley Act of 2002.

32.1 Certification of Chief Executive Officer and Chief Financial Officer Pursuant to 18 U.S.C. Section 1350, as
Adopted Pursuant to Section 906 of the Sarbanes-Oxley Act of 2002.
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SIGNATURES

Pursuant to the requirements of the Securities Exchange Act of 1934, the registrant has duly caused this report to be signed on its
behalf by the undersigned thereunto duly authorized.

ROTECH HEALTHCARE INC.

Dated: November 9, 2006 By: /s/ PHILIP L. CARTER

Philip L. Carter
President and Chief Executive Officer

Dated: November 9, 2006 By: /s/ STEVEN P. ALSENE

Steven P. Alsene
Chief Financial Officer
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Pursuant to Section 906 of the Sarbanes-Oxley Act of 2002.
40



EXHIBIT 10.1

AMENDMENT NO. 4 TO THE
ROTECH HEALTHCARE INC.
COMMON STOCK OPTION PLAN

WHEREAS, Rotech Healthcare Inc. (the “Company”) has established and maintains the Rotech Healthcare Inc. Common Stock
Option Plan (the “Plan”); and

WHEREAS, pursuant to Section 7(b) of the Plan, the Company’s Board of Directors (the “Board”) may at any time amend the
Plan, subject to certain limitations;

WHEREAS, the Board deems it to be in the best interests of the Company to amend the Plan to revise the provisions regarding
acceleration upon a Change in Control;

WHEREAS, on November 6, 2006, the Board approved such amendment to the Plan;

NOW, THEREFORE, the Plan is hereby amended, effective as of November 6, 2006, as follows:

FIRST: Subsection 5(a)(iv) of the Plan is hereby amended by deleting the last sentence of said subsection and substituting the
following in lieu thereof:

“Notwithstanding the foregoing, in its sole discretion, the Board shall be entitled to determine the vesting schedule with respect
to any Option granted pursuant to the Plan and set forth in the Option Agreement, and the Board shall be entitled to substitute a
more accelerated vesting schedule at any time for any Participant.”

SECOND: Except to the extent hereinabove set forth, the Plan shall remain in full force and effect without change or
modification.

IN WITNESS WHEREOF, and as evidence of the adoption of the foregoing, the Company has caused this Amendment No. 4
to be executed by a duly authorized officer this __ day of , 2006.

ROTECH HEALTHCARE INC.

By:
Name:
Title:




Exhibit 10.2

November 8, 2006

Steven P. Alsene
13520 Sunset Lakes Circle
Winter Garden, Florida 34787

Re: Agreement with Respect to Rights Upon Termination of Employment
Dear Steve:

Rotech Healthcare Inc., a Delaware corporation (the “Company” or “Rotech”), is pleased to offer you the following agreement
(the “Agreement”), effective as of November 8, 2006 (the “Effective Date”) with respect to your rights upon the termination of your
employment with the Company.

1. Upon the termination of employment by you for Good Reason or by the Company without Cause (as those terms are
defined below), the Company shall: (a) pay to you, with your final paycheck, any base salary or bonus earned by you but not yet paid
as of the date of the termination of your employment; (b) fully reimburse you for all reimbursable expenses; (c) pay to you in a lump
sum no later than twenty (20) days after the termination of your employment, an amount equal to the sum of (i) one hundred percent
(100%) of your annual base salary (measured as of the time of the termination of your employment and without mitigation due to any
remuneration or other compensation earned by you following such termination of employment), and (ii) one hundred percent
(100%) of your annual target performance bonus for the year in which such termination of employment occurs; and (d) continue your
medical coverage under the Company’s group health plan in accordance with the Consolidated Omnibus Budget Reconciliation Act
(“COBRA”) for a period of twelve (12) months from the date of the termination of your employment by directly paying the monthly
premiums on your behalf during such period. Your entitlement to the severance pay and other termination benefits provided for in this
Paragraph 1 are conditioned upon your providing a general release in favor of Rotech, in a form approved by the Company, of any
and all claims arising out of, relating to or concerning your employment or the termination of your employment with the Company.

2. You acknowledge that your annual target performance bonus shall be 75% of your annual base salary. Any bonus paid shall
be based on the achievement of performance goals as determined by the Board of Directors of the Company (the “Board”) or the
Compensation Committee of the Board.



3. Wherever reference is made in this Agreement to the termination of your employment by the Company being with or
without Cause, “Cause” shall include, without limitation, the termination of your employment with the Company due to the
occurrence of one or more of the following events as determined by a majority vote of the Board of Directors: (a) your conviction or
your entry of a plea of guilty or nolo contendere to any felony, (b) your engagement in conduct constituting breach of fiduciary duty,
willful misconduct or gross negligence relating to the Company or the performance of your duties (including intentional acts of
employment discrimination or sexual harassment) or fraud which have a significant adverse effect on the Company, (c) your willful
failure to follow a reasonable and lawful written directive of the Chief Executive Officer or the Board of Directors (which shall be
capable of being performed by you with reasonable effort), (d) your deliberate and continued failure to perform your material duties,
and (e) your intentional disparagement of the Company or any of its affiliate, subsidiary or parent companies or any of their collective
executives, shareholders, directors, or officers in any written or oral communication; provided, however, that you shall receive thirty
(30) days’ prior written notice that the Board of Directors intends to meet to consider your termination for Cause and specifying the
actions allegedly constituting Cause.

4. For purposes of this Agreement, “Good Reason” shall mean the occurrence of one or more of the following events: (a) the
Company’s failure to pay your base salary, earned bonus or additional earned compensation or its failure to continue your benefits,
perquisites or related benefits, (b) a decrease in your base salary, (c) without your written consent requiring you to regularly report to
work at a facility more than fifty (50) miles from the location of your employment as of the Effective Date, (d) without your written
consent, the directing to you of any duties or responsibilities which are materially inconsistent with your responsibilities, positions
and/or titles, (e) without your written consent, a material reduction in your title, duties, positions or responsibilities, or (f) without
your written consent, the failure by the Company to continue in effect any employee benefit or compensation plan including, but not
limited to, any life insurance plan, health insurance plan and accidental death or disability plan in which you participate unless
(1) such benefit or compensation plan, life insurance plan, health insurance plan or related covenant, or accidental death or disability
plan or similar plan or benefit is replaced with a comparable plan in which you will participate or which will provide you with
comparable benefits, or (2) the Company requests that you seek comparable coverage under another such plan(s) and the Company
reimburses you in full, on an after-tax basis (taking into consideration all net Federal, State and local income taxes), for such
coverage. In the event you believe Good Reason to exist, then you must provide the Company with written notice no later than ninety
(90) days after such event or condition you claim constitutes Good Reason occurs specifying the bases for your belief that Good
Reason exists. If the Company shall not have cured or eliminated the event constituting Good Reason within thirty (30) days after
receipt of your written notice, upon expiration of such 30-day period, your employment hereunder shall automatically be terminated.

5. You hereby covenant, warrant and agree, in consideration of this Agreement and the compensation and other benefits
provided for herein, you will not, during the period of your employment hereunder or at any time thereafter, directly or indirectly
divulge, use, furnish,



disclose or make available to anyone any Confidential Information, except as may be necessary for you to communicate on a “need to
know” basis in the ordinary course of performing your duties as an employee, executive and officer of the Company with other
employees, consultants, independent contractors, and business partners of the Company who are bound by confidentiality obligations
similar to those set forth in this Agreement. For purposes of this Agreement, “Confidential Information” shall mean any and all
information, data and knowledge that (a) has been created, discovered, developed or otherwise become known to the Company
(including, without limitation, information, data and knowledge created, discovered, developed, or made known by Employee during
the period of or arising out of his employment by the Company) or in which property rights have been assigned or otherwise
conveyed to the Company, which information, data or knowledge has commercial value in the business in which the Company is
engaged, except such information, data or knowledge as is or becomes known to the public without violation of the terms of this
Agreement, or (b) arises out of or relates to the business affairs of the Company (including without limitation, any information which
the Company considers to be privileged). By way of illustration, but not limitation, Confidential Information includes financial
information, referral source information, product information, supply and service information, marketing information, data
compilations, source code, personnel information, customer information, trade secrets, business and customer links and relations,
customer lists, contact lists or information, processes, know-how, improvements, discoveries, developments, designs, inventions,
training methods, sales techniques, marketing plans, strategies, forecasts, new products, unpublished financial statements or parts
thereof, budgets, projections, licenses, prices, costs, and employee, customer and supplier lists or parts thereof; terms of supply or
service contracts, terms of agreements between customers and the Company and any information relating to the business affairs of the
Company, in whatever form maintained. You further acknowledge that such Confidential Information would inevitably be disclosed
were he to become employed by, engaged by or otherwise provide competitive services to a competitor of the Company.

6. You covenant and agree, that for a period of one (1) year following termination of your employment with the Company,
whether such termination is voluntary or involuntary, you will not, directly or indirectly, on your own behalf or on behalf of another
person or entity, (a) be engaged in any business (as a principal, partner, director, officer, agent, employee, consultant or otherwise), or
be financially interested in any entity or company, that provides or performs any services that directly compete with the Company,

(b) hire or engage, or attempt to hire or engage, on behalf of yourself or any other person or entity, any person that is or was a current
employee, consultant or representative of the Company at any time within the prior twelve (12) month period, or (¢) intentionally or
knowingly suggest, assist in or influence a distributor, source, supplier, customer, client or contractor of the Company within the prior
twelve (12) month period to sever his, her or its business relationship with, decrease in any material or substantial respect its activity
with, or intentionally or knowingly do anything (whether by act of commission or omission) which would be adverse in any material
or substantial respect to the interests of the Company. This provision shall survive the termination of your employment with the
Company.



7. In the event of the breach of Paragraphs 5 or 6 this Agreement by you, the Company shall have the right and remedy to have
the provisions of such Paragraphs 5 or 6 specifically enforced by way of injunctive relief by any court having jurisdiction, without the
posting of any bond or security by the Company, it being acknowledged and agreed by you that any such breach will cause
irreparable injury to the Company and that money damages will not provide an adequate remedy to the Company. Such right and
remedy shall be in addition to, and not in lieu of, any other rights and remedies available to the Company under law or in equity.
Further, should the Company commence an action for injunctive relief, the Company shall have the right in the same proceeding and
court to seek and obtain money damages caused by such breach.

8. In the event that following the Effective Date the Company or you reasonably determines that any compensation or benefits
payable under this Agreement may be subject to Section 409A of the Code, the Company and you shall work together to adopt such
amendments to this Agreement or adopt other policies or procedures (including amendments, policies and procedures with retroactive
effective), or take any other commercially reasonable actions necessary or appropriate to (x) exempt the compensation and benefits
payable under this Agreement from Section 409A of the Code and/or preserve the intended tax treatment of the compensation and
benefits provided with respect to this Agreement or (y) comply with the requirements of Section 409A of the Code and related
Department of Treasury guidance.

9. This Agreement sets forth the entire agreement and understanding between the Company and you relating to the subject
matter herein and your right to receive payments upon the termination of your employment, and supersedes in its entirety, the letter
agreement between you and the Company effective as of August 17, 2006 and all prior agreements, arrangements, discussions and
understandings, whether written or oral, between you and the Company relating to the subject matter herein and your right to receive
payments upon termination of employment.

[signature page follows]



If the foregoing correctly sets forth our understanding, please sign two (2) copies of this Agreement and return it to the
undersigned, whereupon this Agreement shall constitute a binding agreement between you and the Company.

Accepted and Agreed:

Steven P. Alsene

Very truly yours,
Rotech Healthcare Inc.

By:

Name: Philip L. Carter
Title: CEO & President



Ratio of Earnings to Fixed Charges
Rotech Healthcare Inc.

Exhibit 12.1

(In thousands)
Predecessor Company (1) Successor Company (1)
Year Three Months Nine Months Nine Months
Ended Ended Ended Ended
December 31, March 31, December 31, Year Ended December 31, Sept. 30,
2001 2002 2002 2003 2004 2005 2006
Ratio of Earnings to fixed
charges
Pretax earnings (loss) from
continuing operations $ 21,592 $ (156,543) $ 29,053 $15,338  $ 63,574 $ 9,159  $(559,841)
Add:
Fixed charges 7,832 1,900 40,333 49,999 41,253 41,039 34,125
Total Earnings (Loss) (A) $ 29424 $ (154,643) $ 69,386 $65337 $104,827  $50,198  $(525,716)
Interest Expense 74 14 33,556 41,884 33,967 32,694 27,260
Estimate of the interest within
rental expense 7,758 1,886 6,777 8,115 7,286 8,345 6,865
Total Fixed Charges (B) $ 7,832 % 1,900 $ 40,333  $49,999 $ 41,253  $41,039 $ 34,125
Ratio (A/B) 3.76x (81.39)x(2) 1.72x 1.31x 2.54x 1.22x (15.41)x

(1) Our predecessor, Rotech Medical Corporation, emerged from bankruptcy on March 26, 2002 and subsequently transferred to
Rotech Healthcare Inc. substantially all of its assets used by it in connection with its businesses and operations (including the
stock of substantially all of its subsidiaries), in a restructuring transaction. The “Predecessor Company” refers to the business
and operations of Rotech Medical Corporation and its subsidiaries for all periods prior to April 1, 2002 and “Successor
Company” refers to the business and operations of Rotech Healthcare Inc. and its subsidiaries for all periods after March 31,

@)

2002.

The dollar amount of the deficiency for the three months ended March 31, 2002 was $(156,543). Such amount includes
approximately $182,291 of reorganization expense to write-down the Predecessor Company’s assets to fair market value.



Exhibit 31.1
CERTIFICATION
I, Philip L. Carter, certify that:
1. I have reviewed this quarterly report on Form 10-Q for the quarter ended September 30, 2006 of Rotech Healthcare Inc.;

2. Based on my knowledge, this report does not contain any untrue statement of a material fact or omit to state a material fact
necessary to make the statements made, in light of the circumstances under which such statements were made, not misleading with
respect to the period covered by this report;

3. Based on my knowledge, the financial statements, and other financial information included in this report, fairly present in all
material respects the financial condition, results of operations and cash flows of the registrant as of, and for, the periods presented in
this report;

4. The registrant’s other certifying officer(s) and I are responsible for establishing and maintaining disclosure controls and
procedures (as defined in Exchange Act Rules 13a-15(e) and 15d-15(¢e)) and internal control over financial reporting (as defined in
Exchange Act Rules 13a-15(f) and 15d-15(f)) for the registrant and we have:

a) Designed such disclosure controls and procedures, or caused such disclosure controls and procedures to be designed
under our supervision, to ensure that material information relating to the registrant, including its consolidated subsidiaries, is
made known to us by others within those entities, particularly during the period in which this report is being prepared;

b) Designed such internal control over financial reporting, or caused such internal control over financial reporting to be
designed under our supervision, to provide reasonable assurance regarding the reliability of financial reporting and the
preparation of financial statements for external purposes in accordance with generally accepted accounting principles;

¢) Evaluated the effectiveness of the registrant’s disclosure controls and procedures and presented in this report our
conclusions about the effectiveness of the disclosure controls and procedures, as of the end of the period covered by this report
based on such evaluation;

d) Disclosed in this report any change in the registrant’s internal control over financial reporting that occurred during the
registrant’s most recent fiscal quarter (the registrant’s fourth fiscal quarter in the case of an annual report) that has materially
affected, or is reasonably likely to materially affect, the registrant’s internal control over financial reporting; and

5. The registrant’s other certifying officer(s) and I have disclosed, based on our most recent evaluation of internal control over
financial reporting, to the registrant’s auditors and the audit committee of the registrant’s board of directors (or persons performing
the equivalent functions):

a) All significant deficiencies and material weaknesses in the design or operation of internal control over financial
reporting which are reasonably likely to adversely affect the registrant’s ability to record, process, summarize and report
financial information; and

b) Any fraud, whether or not material, that involves management or other employees who have a significant role in the
registrant’s internal control over financial reporting.

Date: November 9, 2006 /s/ PHILIP L. CARTER

Philip L. Carter
President and Chief Executive Officer




Exhibit 31.2
CERTIFICATION
I, Steven P. Alsene, certify that:
1. I have reviewed this quarterly report on Form 10-Q for the quarter ended September 30, 2006 of Rotech Healthcare Inc.;

2. Based on my knowledge, this report does not contain any untrue statement of a material fact or omit to state a material fact
necessary to make the statements made, in light of the circumstances under which such statements were made, not misleading with
respect to the period covered by this report;

3. Based on my knowledge, the financial statements, and other financial information included in this report, fairly present in all
material respects the financial condition, results of operations and cash flows of the registrant as of, and for, the periods presented in
this report;

4. The registrant’s other certifying officer(s) and I are responsible for establishing and maintaining disclosure controls and
procedures (as defined in Exchange Act Rules 13a-15(e) and 15d-15(¢e)) and internal control over financial reporting (as defined in
Exchange Act Rules 13a-15(f) and 15d-15(f)) for the registrant and we have:

a) Designed such disclosure controls and procedures, or caused such disclosure controls and procedures to be designed
under our supervision, to ensure that material information relating to the registrant, including its consolidated subsidiaries, is
made known to us by others within those entities, particularly during the period in which this report is being prepared;

b) Designed such internal control over financial reporting, or caused such internal control over financial reporting to be
designed under our supervision, to provide reasonable assurance regarding the reliability of financial reporting and the
preparation of financial statements for external purposes in accordance with generally accepted accounting principles;

¢) Evaluated the effectiveness of the registrant’s disclosure controls and procedures and presented in this report our
conclusions about the effectiveness of the disclosure controls and procedures, as of the end of the period covered by this report
based on such evaluation;

d) Disclosed in this report any change in the registrant’s internal control over financial reporting that occurred during the
registrant’s most recent fiscal quarter (the registrant’s fourth fiscal quarter in the case of an annual report) that has materially
affected, or is reasonably likely to materially affect, the registrant’s internal control over financial reporting; and

5. The registrant’s other certifying officer(s) and I have disclosed, based on our most recent evaluation of internal control over
financial reporting, to the registrant’s auditors and the audit committee of the registrant’s board of directors (or persons performing
the equivalent functions):

a) All significant deficiencies and material weaknesses in the design or operation of internal control over financial
reporting which are reasonably likely to adversely affect the registrant’s ability to record, process, summarize and report
financial information; and

b) Any fraud, whether or not material, that involves management or other employees who have a significant role in the
registrant’s internal control over financial reporting.

Date: November 9, 2006 /s/ STEVEN P. ALSENE

Steven P. Alsene
Chief Financial Officer




Exhibit 32.1

Certification Pursuant to
18 U.S.C. Section 1350,
As Adopted Pursuant to
Section 906 of the Sarbanes-Oxley Act of 2002

In connection with the Quarterly Report on Form 10-Q of Rotech Healthcare Inc. (the “Company”) for the quarterly period ended
September 30, 2006, as filed with the Securities and Exchange Commission on the date hereof (the “Report”), Philip L. Carter, as
President and Chief Executive Officer of the Company, and Steven P. Alsene, as Chief Financial Officer of the Company, each
hereby certifies, pursuant to 18 U.S.C. §1350, as adopted pursuant to § 906 of the Sarbanes-Oxley Act of 2002, that, to the best of
each such officer’s knowledge:

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

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

/s/ PHILIP L. CARTER

Name: Philip L. Carter
Title: President and Chief Executive Officer
Date: November 9, 2006
/s/ STEVEN P. ALSENE
Name: Steven P. Alsene
Title: Chief Financial Officer
Date: November 9, 2006

This certification accompanies the Report pursuant to Section 906 of the Sarbanes-Oxley Act of 2002 and shall not, except to
extent required by the Sarbanes-Oxley Act of 2002, be deemed filed by the Company for purposes of Section 18 of the Securities
Exchange Act of 1934, as amended.

A signed original of this written statement required by Section 906 of the Sarbanes-Oxley Act of 2002 has been provided to the
Company and will be retained by the Company and furnished to the Securities and Exchange Commission or its staff upon request.



