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Indicate by check mark whether the registrant (1) has filed all reports required to be filed by Section 13 or 15(d) of the Securities Exchange Act
of 1934 during the preceding 12 months (or for such shorter period that the registrant was required to file such reports), and (2) has been subject
to such filing requirements for the past 90 days. Yes x No ~

Indicate by check mark whether the registrant is a large accelerated filer, an accelerated filer, or a non-accelerated filer. See definition of
accelerated filer and large accelerated filer in Rule 12b-2 of the Exchange Act.

Large accelerated filer x Accelerated filer ~ Non-accelerated filer ~

Indicate by check mark whether the registrant is a shell company (as defined in Rule 12b-2 of the Exchange Act). Yes ©~ No x

As of March 31, 2006, the number of shares of the Registrant s common stock outstanding was approximately 103.3 million shares and the
aggregate market value of the common stock outstanding held by non-affiliates based upon the closing price of these shares on the New York
Stock Exchange was approximately $6.2 billion.
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CONSOLIDATED STATEMENTS OF INCOME

(dollars in thousands, except per share data)

Net operating revenues

Operating expenses and charges:

Patient care costs

General and administrative

Depreciation and amortization

Provision for uncollectible accounts
Minority interests and equity income, net

Total operating expenses and charges

Operating income

Debt expense

Swap valuation gain
Refinancing charges
Other income, net

Income from continuing operations before income taxes
Income tax expense

Income from continuing operations
Discontinued operations

Income from operations of discontinued operations, net of tax
Loss on disposal of discontinued operations, net of tax

Net income

Earnings per share:
Basic earnings per share from continuing operations

Basic earnings per share
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DAVITA INC.

(unaudited)

Three months ended

March 31,
2006 2005
$ 1,163,188 $ 578,626
817,773 387,515
104,168 54,263
41,891 23,845
30,080 10,325
7,201 3,818
1,001,113 479,766
162,075 98,860
(70,459) (17,531)
8,392
(6,872)
3,874 1,617
95,490 84,466
37,710 32,496
57,780 51,970
4,364
(311)
$ 57,469 $ 56,334
$ 0.56 $ 0.52
0.56 $ 0.57
4
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Diluted earnings per share from continuing operations 0.55 $ 0.50

Diluted earnings per share $ 0.55 $ 0.55

Weighted average shares for earnings per share:
Basic 102,581,455 99,399,612

Diluted 105,388,419 103,150,299

See notes to condensed consolidated financial statements.
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DAVITA INC.

CONSOLIDATED BALANCE SHEETS

(unaudited)

(dollars in thousands, except per share data)

ASSETS
Cash and cash equivalents
Accounts receivable, less allowance of $144,968 and $138,598
Inventories
Other receivables
Other current assets
Deferred income taxes

Total current assets

Property and equipment, net

Amortizable intangibles, net

Investments in third-party dialysis businesses
Other long-term assets

Goodwill

LIABILITIES AND SHAREHOLDERS EOQUITY

Accounts payable

Other liabilities

Accrued compensation and benefits
Current portion of long-term debt
Income taxes payable

Total current liabilities

Long-term debt

Other long-term liabilities

Alliance and product supply agreement and other, net

Deferred income taxes

Minority interests

Commitments and contingencies

Shareholders equity:

Preferred stock ($0.001 par value, 5,000,000 shares authorized; none issued)

Common stock ($0.001 par value, 195,000,000 shares authorized; 134,862,283 shares issued)

Additional paid-in capital

Retained earnings

Treasury stock, at cost (31,566,292 and 32,927,026 shares)
Accumulated comprehensive income valuations
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March 31, December 31,
2006 2005
$ 279,146 $ 431,811
859,138 853,560
88,255 69,130
135,974 116,620
22,622 38,463
152,304 144,824
1,537,439 1,654,408
759,853 750,078
230,981 235,944
3,028 3,181
52,752 41,768
3,605,401 3,594,383
$ 6,189,454 $ 6,279,762
$ 178,298 $ 212,049
381,193 381,964
236,266 231,994
5,237 71,767
28,131 91,959
829,125 989,733
4,039,333 4,085,435
26,367 26,416
153,995 163,431
84,500 75,499
93,602 88,639
135 135
594,285 569,751
897,399 839,930
(550,291) (574,013)
21,004 14,806
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Total shareholders equity 962,532 850,609

$6,189,454 $ 6,279,762

See notes to condensed consolidated financial statements.
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DAVITA INC.

CONSOLIDATED STATEMENTS OF CASH FLOWS
(unaudited)

(dollars in thousands)

Cash flows from operating activities:

Net income

Adjustments to reconcile net income to cash (used in) provided by operating activities:
Depreciation and amortization

Stock-based compensation expense

Tax benefits from stock option exercises

Deferred income taxes

Minority interests in income of consolidated subsidiaries
Distributions to minority interests

Equity investment income

Loss (gain) on other divestitures

Gain on disposal of discontinued operations

Non-cash debt expense

Refinancing charges

Swap valuation gain

Changes in operating assets and liabilities, other than from acquisitions and divestitures:
Accounts receivable

Inventories

Other receivables and other current assets

Other long-term assets

Accounts payable

Accrued compensation and benefits

Other current liabilities

Income taxes

Other long-term liabilities

Net cash (used in) provided by operating activities

Cash flows from investing activities:
Additions of property and equipment, net
Acquisitions

Proceeds from divestitures

Investments in and advances to affiliates, net
Intangible assets

Net cash used in investing activities
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Three Months ended
March 31,
2006 2005
$ 57,469 $ 56,334
41,891 24,848
5,692 841
983 15,093
(2,425) (5,814)
8,104 4,410
(5,180) (3,518)
(903) (394)
298 (193)
(961)
5,321 625
6,872
(8,392)
(5,558) (10,188)
(18,911) (2,820)
(17,850) (989)
(1,210) 385
(32,723) (4,865)
5,223 5,421
(1,350) 9,088
(63,828) 28,500
2,354 (3,838)
(23,564) 111,406
(47,991) (25,625)
(22,845) (4,798)
17,734 2,297
2,635 2,677
(5,015) (395)
(25,844)

(55,482)
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Cash flows from financing activities:

Borrowings 785,231 1,741,183

Payments on long-term debt (898,443) (1,748,663)
Deferred financing costs 2) (29,213)
Excess tax benefits from stock-based compensation 18,532

Stock option exercises and other share issuances, net 21,063 17,031

Net cash used in financing activities (73,619) (19,662)
Net (decrease) increase in cash and cash equivalents (152,665) 65,900

Cash and cash equivalents at beginning of period 431,811 251,979

Cash and cash equivalents at end of period $ 279,146 $ 317,879

See notes to condensed consolidated financial statements.
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CONSOLIDATED STATEMENT OF SHAREHOLDERS

Balance at December 31, 2004

Comprehensive income:

Net income

Unrealized gain on interest rate swaps, net of tax
Less reclassification of net swap valuation gains into
net income, net of tax

Total comprehensive income

Stock purchase shares issued

Stock unit shares issued

Stock options exercised

Stock-based compensation expense

Tax benefits from stock awards exercised

Balance at December 31, 2005

Comprehensive income:
Net income
Net unrealized gain on interest rate swaps, net of tax

Total comprehensive income

Stock purchase shares issued

Stock unit shares issued

Stock options exercised

Stock-based compensation expense

Tax benefits from stock awards exercised

Balance at March 31, 2006
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DAVITA INC.

AND

COMPREHENSIVE INCOME

(unaudited)

(dollars and shares in thousands)

EQUITY

Common stock Treasury stock Accumulated
Additional comprehensive
paid-in Retained income
Shares Amount  capital earnings Shares Amount valuations Total
134862 $ 135 $ 542,714 $611,287 (36,295) $(632,732) § 1,730  $523,134
228,643 228,643
16,821 16,821
(3,745) (3,745)
241,719
657 64 1,118 1,775
(492) 28 492
(14,965) 3,276 57,109 42,144
3,353 3,353
38,484 38,484
134,862 135 569,751 839,930 (32,927)  (574,013) 14,806 850,609
57,469 57,469
6,198 6,198
63,667
1,861 80 1,402 3,263
(130) 61 1,060 930
(2,404) 1,220 21,260 18,856
5,692 5,692
19,515 19,515
134862 § 135 $ 594,285 $897,399 (31,566) $(550,291) $ 21,004  $962,532

10



Table of Contents

Edgar Filing: DAVITA INC - Form 10-Q

See notes to condensed consolidated financial statements.
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DAVITA INC.

NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS
(unaudited)

(dollars in thousands, except per share data)

Unless otherwise indicated in this Quarterly Report on Form 10-Q the Company , we , us , our and similar terms refer to DaVita Inc. and its
consolidated subsidiaries.

1. Condensed consolidated interim financial statements

The condensed consolidated interim financial statements included in this report are prepared by the Company without audit. In the opinion of
management, all adjustments consisting only of normal recurring items necessary for a fair presentation of the results of operations are reflected
in these consolidated interim financial statements. All significant intercompany accounts and transactions have been eliminated. The preparation
of these financial statements requires management to make estimates and assumptions that affect the reported amounts of assets, liabilities,
revenues and expenses. The most significant estimates and assumptions underlying these financial statements and accompanying notes generally
involve revenue recognition and provisions for uncollectible accounts, impairments and valuation adjustments, accounting for income taxes,
variable compensation accruals, purchase accounting valuation estimates and stock-based compensation. The results of operations for the three
months ended March 31, 2006 are not necessarily indicative of the operating results for the full year. The consolidated interim financial
statements should be read in conjunction with the audited consolidated financial statements and notes thereto included in the Company s Annual
Report on Form 10-K for the year ended December 31, 2005. The operating results for prior periods have been adjusted to retroactively reflect
the operating results of the historical DaVita divested centers and a terminated management services agreement as discontinued operations. Prior
year balances and amounts have been classified to conform to the current year presentation.

2.  Earnings per share

Basic net income per share is calculated by dividing net income by the weighted average number of common shares outstanding. Diluted net
income per share includes the dilutive effect of stock options and unvested stock units (under the treasury stock method).

Table of Contents 12
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DAVITA INC.

NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS (continued)

(dollars in thousands, except per share data)

(unaudited)

The reconciliations of the numerators and denominators used to calculate basic and diluted net income per share are as follows:

Basic:

Income from continuing operations

Income from discontinued operations, net of tax

Loss on disposal of discontinued operations, net of tax

Net income

Weighted average shares outstanding during the year
Vested stock units

Weighted average shares for basic earnings per share calculation

Basic earnings per share from continuing operations, net of tax

Income from discontinued operations, net of tax
Loss on disposal of discontinued operations, net of tax

Basic net income per share

Diluted:

Income from continuing operations

Income from discontinued operations, net of tax

Loss on disposal of discontinued operations, net of tax

Net income for diluted earnings per share calculation

Weighted average shares outstanding during the year
Vested stock units
Assumed incremental shares from stock plans

Table of Contents

Three months ended

March 31,

2006

2005

(in thousands,

except per share)

$ 57,780 $ 51,970
4,364

311)
$ 57,469 $ 56,334
102,558 99,333
23 67
102,581 99,400
$ 056 $ 052
0.05
$ 056 $ 057
$ 57,780 $ 51,970
4,364

311)
$ 57,469 $ 56,334
102,558 99,333
23 67
2,807 3,750
13
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Weighted average shares for diluted earnings per share calculation 105,388 103,150

$ 055 $ 050

Diluted earnings per share from continuing operations, net of tax
0.05

Income from discontinued operations, net of tax
Loss on disposal of discontinued operations, net of tax

Diluted net income per share $ 055 $ 055

Shares associated with stock options that have exercise prices greater than the average market price of shares outstanding during the period were
not included in the computation of diluted earnings per share because they were anti-dilutive. These excluded shares were as follows:

Three months ended

March 31,
2006 2005
Stock option shares not included in computation (shares in 000 s) 77 49
Exercise price range of shares not included in computation:
Low $56.92 $41.75
High $60.21 $43.20

Table of Contents 14
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DAVITA INC.

NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS (continued)
(unaudited)

(dollars in thousands, except per share data)

3.  Stock-based compensation

Effective January 1, 2006, the Company implemented Statement of Financial Accounting Standards No. 123(R) Share-Based Payment, which
requires the measurement and recognition of compensation for all stock-based awards made to employees and directors, including stock options,
stock units, and employee stock purchases. Under this standard, stock-based compensation awards are measured at estimated grant-date fair
value and recognized as compensation expense over their requisite service periods. FAS 123(R) supersedes the Company s previous accounting
under Accounting Principles Board Opinion No. 25 Accounting for Stock Issued to Employees, under which the Company did not recognize
compensation expense for most stock options. In March 2005, the Securities and Exchange Commission issued Staff Accounting Bulletin

No. 107 relating to the application of FAS 123(R), and the Company has applied the provisions of SAB 107 in its adoption of FAS 123(R).

The Company implemented FAS 123(R) using the modified prospective transition method. In accordance with this method, our condensed
consolidated financial statements for periods prior to the first quarter of 2006 have not been restated to reflect this change. The standard also
requires that tax benefits realized from stock award exercise gains in excess of stock-based compensation expense recognized for financial
statement purposes be reported as cash flows from financing activities rather than as operating cash flows. We also elected to use the method
available under FASB Staff Position FSP No. 123(R)-3 Transition Election Related to Accounting for the Tax Effects of Share-Based Payment
Awards, which provides an alternative method for calculating historical excess tax benefits (the APIC pool) from the method described in FAS
123(R) for stock-based compensation awards.

Under FAS 123(R), stock-based compensation recognized during a period is based on the estimated grant-date fair value of the portion of the
stock-based award vesting during that period, adjusted for expected forfeitures. Stock-based compensation recognized in the Company s
condensed consolidated financial statements for the quarter ended March 31, 2006 includes compensation cost for stock-based awards granted
prior to, but not fully vested as of, December 31, 2005 and stock-based awards granted in the first quarter of 2006. The Company previously
recognized the effect of stock unit forfeitures as they occurred, and the effect of transitioning to recognition of expense based on expected
forfeitures was insignificant. Shares issued upon exercise of stock awards are generally issued from shares in treasury.

Stock-based compensation plans and arrangements

The Company s stock-based compensation plans and arrangements are described below.

2002 Plan. The DaVita Inc. 2002 Equity Compensation Plan provides for grants of stock-based awards to employees, directors and other
individuals providing services to the Company, except that incentive stock options may only be awarded to employees. The plan mandates a
maximum award term of five years, and stipulates that stock option awards be granted with prices not less than the market price on the date of
grant. The plan further requires that full share awards such as stock units reduce shares available under the plan at a rate of 2.75:1. The Company

Table of Contents 15
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awards both nonqualified stock options and nonqualified stock units under this plan, which generally vest over 48 to 60 months from the date of
grant. At March 31, 2006, there were 5,282,450 stock options and 315,672 stock units outstanding and 11,333,330 shares available for future
grants under this plan.

1999 Plan. The 1999 Non-Executive Officer and Non-Director Equity Compensation Plan provides for grants of stock options to employees and
other individuals providing services, other than executive officers and

Table of Contents 16
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DAVITA INC.

NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS (continued)
(unaudited)

(dollars in thousands, except per share data)

members of the Board of Directors. The Company awards nonqualified stock options under this plan which are generally issued with exercise
prices equal to the market price of the stock on the date of grant, vest over 48 to 52 months from the date of grant and bear maximum award
terms of five years. At March 31, 2006, there were 1,767,305 stock options outstanding and 218,591 shares available for future grants under this
plan.

Predecessor plans. Upon shareholder approval of the 2002 Plan on April 11, 2002, the following predecessor plans were terminated, except with
respect to options then outstanding: the 1994 Equity Compensation Plan, the 1995 Equity Compensation Plan, the 1997 Equity Compensation
Plan, and the 1999 Equity Compensation Plan. Shares available for future grants under these predecessor plans were transferred to the 2002 Plan
upon its approval, and cancelled predecessor plan awards become available for new awards under the 2002 Plan. Stock options granted under
these plans were generally issued with exercise prices equal to the market price of the stock on the date of grant, vested over four years from the
date of grant, and bore maximum award terms of five to 10 years. The RTC Plan, a special purpose option plan related to the merger between the
Company and Renal Treatment Centers, Inc. in 1998, was terminated in 1999. At March 31, 2006, there were 1,091,201 stock options
outstanding under these terminated plans.

Deferred stock unit arrangements. During 2001 through 2003, the Company made nonqualified stock unit awards to members of the Board of
Directors and certain key executive officers under stand-alone deferred stock unit arrangements. These awards vest over one to four years and
are settled in stock when they vest or at a later date at the election of the recipient. At March 31, 2006, there were 96,278 stock units outstanding
under these arrangements.

A combined summary of the status of awards under these stock-based compensation plans and arrangements is as follows:

Three months ended March 31, 2006

Stock options Stock units
Weighted Weighted Weighted
average average average
exercise remaining remaining
Awards price contractual life Awards contractual life
Outstanding at beginning of year 9,269,781 $ 26.73 474,956
Granted 146,500 $ 5556 514
Exercised (1,219,508) $ 1546 (60,740)
Forfeited (55.817) $ 26.38 (2,780)

Table of Contents 17
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Outstanding at end of period

Awards exercisable at end of period

Weighted-average fair value of awards granted
during the period

Table of Contents

8,140,956 $ 28.94 32 411,950
2,847,770 $ 16.15 25 22,905
$ 15.22 $ 6021

3.0
24
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DAVITA INC.

NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS (continued)
(unaudited)

(dollars in thousands, except per share data)

Weighted Weighted
average average
Awards exercise Awards exercise
Range of exercise prices Outstanding price exercisable price
$0.00 $0.00 411,950 $ 22905 %
$0.01 $10.00 840,319 4.41 840,319 4.41
$10.01 $20.00 2,285,779 14.31 1,247,836 14.51
$20.01 $30.00 811,359 27.88 171,725 27.45
$30.01 $40.00 1,394,224 31.15 490,769 30.65
$40.01 $50.00 2,056,125 45.74 97,121 45.54
$50.01 $60.00 736,150 51.67
$60.01 $70.00 17,000 60.21
Total 8,552,906 $ 27.54 2,870,675 $ 16.02

For the quarter ended March 31, 2006, the aggregate intrinsic value of stock awards exercised was $54,700. At March 31, 2006, the aggregate
intrinsic value of stock awards outstanding was $279,400 and the aggregate intrinsic value exercisable was $126,900. For the quarter ended
March 31, 2005, the aggregate intrinsic value of stock awards exercised was $42,000.

Estimated fair value of stock-based compensation awards

The Company has estimated the grant-date fair value of stock option awards using the Black-Scholes-Merton valuation model and stock unit
awards at intrinsic value on the date of grant. The following assumptions were used in estimating the grant-date fair values of stock options and
determining the total stock-based compensation attributable to the current period:

Expected term of the awards: The expected term of awards granted represents the period of time that they are expected to remain outstanding
from the date of grant. The Company determines the expected term of its stock awards based on historical experience with similar awards,
considering the contractual terms and vesting schedules of the awards.

Expected volatility: The Company estimates the volatility of the price of its common stock over the expected term of each award based on the
historical price volatility of our common stock over the most recent period commensurate with the expected term of the award.
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Expected dividend yield: The Company has not paid dividends on its common stock and has no current plans to pay dividends in the future.

Risk-free interest rate: The Company bases the expected risk-free interest rate on the implied yield currently available on stripped interest
coupons of U.S. Treasury issues with a remaining term equivalent to the expected term of the award.

Table of Contents
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DAVITA INC.

NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS (continued)
(unaudited)

(dollars in thousands, except per share data)

A summary of the valuation inputs described above used for estimating the grant-date fair value of stock options granted in the periods indicated
is as follows:

Three months ended

March 31,
2006 2005
pro-forma
Expected term 3.5 years 3.5 years
Expected volatility 25.0% 29.0%
Expected dividend yield 0.0% 0.0%
Risk-free interest rate 4.6% 3.5%

The Company estimates expected forfeitures based upon historical experience with separate groups of employees that have exhibited similar
forfeiture behavior. Stock-based compensation expense is recorded for the awards that are expected to vest.

For the three months ended March 31, 2006, the Company recognized $5,692 in stock-based compensation expense for stock options, stock units
and employee stock purchases, which is included in general and administrative expenses in continuing operations. The estimated tax benefit
recorded for this stock-based compensation was $2,214. As of March 31, 2006, there was $43,400 of total estimated unrecognized compensation
cost related to nonvested stock-based compensation arrangements under the Company s equity compensation and stock purchase plans. The
Company expects to recognize this cost over a weighted average remaining period of 1.5 years.

During the three months ended March 31, 2006, the Company received $18,856 in cash proceeds from stock option exercises and $19,515 in
total actual tax benefits upon the exercise of stock awards.

Pro forma current quarter comparison under FAS 123(R) and APB 25

The following table presents the impact of the adoption of FAS123(R) on selected items from the Company s condensed consolidated financial
statements for the three months ended March 31, 2006:
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Condensed consolidated statement of income:
Operating income

Income from continuing operations before taxes
Income from continuing operations

Net income

Basic earnings per share from continuing operations
Basic earnings per share

Diluted earnings per share from continuing operations
Diluted earnings per share

Condensed consolidated statement of cash flows:
Net cash used in operating activities

Net cash used in financing activities

Table of Contents

Three months ended
March 31, 2006

As reported
under
FAS123(R)

$ 162,075
$ 95,490
$ 57,780
$ 57,469
0.56
0.56
0.55
0.55

©@h B L P

$ (23,564)
$ (73,619)

If reported

$
$

under
APB 25

166,675
100,090
60,563
60,252
0.59
0.59
0.57
0.57

(5,032)
(92,151)
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DAVITA INC.

NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS (continued)

(unaudited)

(dollars in thousands, except per share data)

Pro forma prior year quarter results under FAS 123

The weighted average grant-date fair value of stock awards granted in the three months ended March 31, 2005 was $12.61. If the Company had
adopted the fair value-based compensation expense provisions of Statement of Financial Accounting Standards No. 123 upon the issuance of
that standard, net earnings and net earnings per share for the three months ended March 31, 2005 would have been adjusted to the pro forma

amounts indicated below (shares in 000 s):

Net income:

As reported

Add: Stock-based employee compensation expense included in reported net income, net of tax

Deduct: Total stock-based employee compensation expense under the fair value-based method, net of tax

Pro forma net income

Pro forma basic earnings per share:
Pro forma net income for basic earnings per share calculation

Weighted average shares outstanding
Vested stock units

Weighted average shares for basic earnings per share calculation

Basic net income per share Pro forma

Basic net income per share As reported

Pro forma diluted earnings per share:
Pro forma net income for diluted earnings per share calculation

Weighted average shares outstanding
Vested stock units
Assumed incremental shares from stock plans
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Three months ended

March 31, 2005
$ 56,334
521

(2,933)
$ 53,922

$ 53,922
99,333

67

99,400

[
<
n
4>

$ 53,922
99,333

67

3,598
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Weighted average shares for diluted earnings per share calculation 102,998
Diluted net income per share Pro forma $ 0.52
Diluted net income per share As reported $ 0.55

Employee stock purchase plan. The Employee Stock Purchase Plan entitles qualifying employees to purchase up to $25 of the Company s
common stock during each calendar year. The amounts used to purchase stock are accumulated through payroll withholdings or through optional
lump sum payments made in advance of the first day of the purchase right period. This compensatory plan allows employees to purchase stock
for the lesser of 100% of the fair market value on the first day of the purchase right period or 85% of the fair market value on the last day of the
purchase right period. Purchase right periods begin on January 1 and July 1, and end

11
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DAVITA INC.

NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS (continued)

(unaudited)

(dollars in thousands, except per share data)

on December 31. Payroll withholdings and lump-sum payments related to the plan, included in accrued compensation and benefits, were $1,540

and $3,263 at March 31, 2006 and December 31, 2005, respectively. During the period ended March 31, 2006, 80,442 shares were issued to
satisfy obligations under the plan for purchase right periods in 2005. The fair value of employees purchase rights was estimated as of the
beginning dates of the purchase right periods beginning January 1, 2006 and 2005 using the Black-Scholes-Merton valuation model with the

following assumptions, respectively: expected volatility of 21% and 27%, risk-free interest rate of 4.8% and 3.2%, and no dividends. Using these
assumptions, the estimated fair value of these purchase rights was $12.65 and $11.04 for January 1, 2006 and 2005, respectively.

4. Long-term debt

Long-term debt was comprised of the following:

Term loan A

Term loan B

Senior and senior subordinated notes

Capital lease obligations

Acquisition obligations and other notes payable

Less current portion

Scheduled maturities of long-term debt at March 31, 2006 were as follows:

2006
2007
2008
2009
2010
2011
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March 31, December 31,

2006 2005

$ 279,250 $ 341,250

2,400,875 2,443,875
1,350,000 1,350,000
7,230 7,320
7,215 14,757
4,044,570 4,157,202
(5,237) (71,767)

$4,039,333 $ 4,085,435

$ 4,248
22,731
78,803
87,180

112,578
660,231
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Thereafter 3,078,799

During the first quarter of 2006, the Company made principal prepayments of $53,000 on the term loan A and $37,000 on the term loan B.
Because of these principal prepayments, the Company s next mandatory principal payments are $12,375 and $6,000 in 2007 for the term loan A
and the term loan B, respectively.

On March 1, 2006, the Company s interest rate margins on its term loan A and term loan B (collectively the credit facility), were reduced by
0.25% as a result of achieving certain financial ratios as defined in the Company s credit agreement. The term loan A currently bears interest at
LIBOR plus 1.75% and the term loan B currently bears interest at LIBOR plus 2.00%. The margins are subject to adjustment depending upon
certain financial ratios of the Company and can range from 1.50% to 2.25% for the revolving credit facility and term loan A, and 2.00% to
2.25% for the term loan B.

The Company s senior and senior subordinated notes consist of $500,000 of &8% senior notes due 2013 and $850,000 of 7 /4% senior
subordinated notes due 2015. The notes are guaranteed by substantially all of the
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Company s direct and indirect wholly-owned subsidiaries and require semi-annual interest payments. The Company may redeem some or all of
the senior notes at any time on or after March 15, 2009 and some or all of the senior subordinated notes at any time on or after March 15, 2010.

As of March 31, 2006, the Company maintained a total of nine interest rate swap agreements, with notional amounts totaling $1,565,000. These
agreements had the economic effect of modifying the LIBOR-based variable interest rate on the Company s debt to fixed rates ranging from
3.08% to 4.2675%, resulting in an overall weighted average effective interest rate of 5.88% on the hedged portion of the Company s credit
facility, including the term loan B margin of 2.00%. The swap agreements expire in 2008 through 2010 and require quarterly interest payments.
During the first quarter of 2006, the Company accrued net cash benefits of $2,204 from these swaps which is included in debt expense. As of
March 31, 2006, the total fair value of these swaps was an asset of $42,119 and is included in other long-term assets.

Total comprehensive income for the three months ended March 31, 2006 was $63,667, including other comprehensive income valuation gains of
$6,198, net of tax.

Total comprehensive income for the three months ended March 31, 2005 was $62,314, including other comprehensive income valuation gains of
$5,980, net of tax.

As of March 31, 2006, the Company had the interest rates economically fixed on approximately 60% of its variable rate debt and approximately
72% of its total debt.

As a result of the swap agreements, the Company s overall credit facility effective weighted average interest rate was 6.29%, based upon the
current margins in effect ranging from 1.75% to 2.00%, as of March 31, 2006.

The Company s overall average effective interest rate during the first quarter of 2006 was 6.55% and as of March 31, 2006 was 6.54%.

The Company has undrawn revolving credit facilities totaling $250,000 of which approximately $50,000 was committed for outstanding letters
of credit.

Table of Contents 27



Edgar Filing: DAVITA INC - Form 10-Q

5.  Contingencies

The majority of the Company s revenues are from government programs and may be subject to adjustment as a result of: (1) examination by
government agencies or contractors, for which the resolution of any matters raised may take extended periods of time to finalize; (2) differing
interpretations of government regulations by different fiscal intermediaries or regulatory authorities; (3) differing opinions regarding a patient s
medical diagnosis or the medical necessity of services provided; (4) retroactive applications or interpretations of governmental requirements, and
(5) potential claims for refunds from private payors as a result of government actions.

United States Attorney inquiries

On March 4, 2005, the Company received a subpoena from the United States Attorney s Office, or U.S. Attorney s Office, for the Eastern District
of Missouri in St. Louis. The subpoena requires production of a wide range of documents relating to the Company s operations, including
documents related to, among other things, pharmaceutical and other services provided to patients, relationships with pharmaceutical companies,
financial

13
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relationships with physicians and joint ventures. The subpoena covers the period from December 1, 1996 through the present. The subject matter
of this subpoena significantly overlaps with the subject matter of the investigation being conducted by the United States Attorney s Office for the
Eastern District of Pennsylvania. The Company has met with representatives of the government to discuss the scope of the subpoena and is in
the process of producing responsive documents. In October 2005, the Company received a request for additional documents related to specific
medical director and joint venture arrangements. In February 2006, the Company received an additional subpoena for documents, including
certain patient records relating to the administration and billing of EPO. The Company intends to continue to cooperate with the government s
investigation. The subpoenas have been issued in connection with a joint civil and criminal investigation. To the Company s knowledge, no
proceedings have been initiated against it at this time, although the Company cannot predict whether or when proceedings might be initiated or
when these matters may be resolved. Compliance with the subpoenas will continue to require management attention and legal expense. In
addition, criminal proceedings may be initiated against the Company in connection with this inquiry. Any negative findings could result in
substantial financial penalties against the Company, exclusion from future participation in the Medicare and Medicaid programs and criminal
penalties.

On October 25, 2004, the Company received a subpoena from the U.S. Attorney s Office for the Eastern District of New York in Brooklyn. The
subpoena covers the period from 1996 to present and requires the production of a wide range of documents relating to the Company s operations,
including DaVita Laboratory Services. The subpoena also includes specific requests for documents relating to testing for parathyroid hormone
levels (PTH), and to products relating to vitamin D therapies. The Company believes that the subpoena has been issued in connection with a
joint civil and criminal investigation. Other participants in the dialysis industry received a similar subpoena, including Fresenius Medical Group,
Renal Care Group and DVA Renal Healthcare, which was acquired by the Company in October of 2005. To the Company s knowledge, no
proceedings have been initiated against the Company or DVA Renal Healthcare at this time, although the Company cannot predict whether or
when proceedings might be initiated or when these matters may be resolved. Compliance with the subpoenas will continue to require
management attention and legal expense. In addition, criminal proceedings may be initiated against the Company or DVA Renal Healthcare in
connection with this inquiry. Any negative findings could result in substantial financial penalties against the Company and DVA Renal
Healthcare, exclusion from future participation in the Medicare and Medicaid programs and criminal penalties.

In February 2001, the Civil Division of the U.S. Attorney s Office for the Eastern District of Pennsylvania in Philadelphia contacted the
Company and requested its cooperation in a review of some of its historical practices, including billing and other operating procedures and the
Company s financial relationships with physicians. The Company cooperated in this review and provided the requested records to the U.S.
Attorney s Office. In May 2002, the Company received a subpoena from the U.S. Attorney s Office and the Philadelphia Office of the Office of
Inspector General of the Department of Health and Human Services (OIG). The subpoena requires an update to the information the Company
provided in its response to the February 2001 request, and also seeks a wide range of documents relating to pharmaceutical and other ancillary
services provided to patients, including laboratory and other diagnostic testing services, as well as documents relating to the Company s financial
relationships with physicians and pharmaceutical companies. The subpoena covers the period from May 1996 to May 2002. The Company has
provided the documents requested and continues to cooperate with the United States Attorney s Office and the OIG in its investigation. If this
review proceeds, the government could expand its areas of concern. To the Company s knowledge, no proceedings have been initiated against the
Company at this time, although the Company cannot predict whether or when proceedings might be initiated or when these matters may be
resolved. Any negative findings could result in substantial financial penalties against the Company and exclusion from future participation in the
Medicare and Medicaid programs.

Table of Contents 29



Table of Contents

Edgar Filing: DAVITA INC - Form 10-Q

14

30



Edgar Filing: DAVITA INC - Form 10-Q

Table of Conten

DAVITA INC.

NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS (continued)
(unaudited)

(dollars in thousands, except per share data)

As previously reported, the Company has received several informal inquiries from representatives of the New York Attorney General s Medicaid
Fraud Control Unit (MFCU) regarding certain aspects of the EPO practices taking place at facilities managed by the Company in New York.

The Company is cooperating with the MFCU s informal inquiries and has provided documents and information to the MFCU. To the best of the
Company s knowledge, no proceedings have been initiated against the Company and the MFCU has not indicated an intention to do so, although
the Company cannot predict whether it will receive further inquiries or whether or when proceedings might be initiated.

In June 2004, DV A Renal Healthcare was served with a complaint filed in the Superior Court of California by one of its former employees that
worked for its California acute services program. The complaint, which is styled as a class action, alleges, among other things, that DVA Renal
Healthcare failed to provide overtime wages, defined rest periods and meal periods, or compensation in lieu of such provisions and failed to
comply with certain other California labor code requirements. The Company is evaluating the claims and intends to vigorously defend itself in
the matter. It also intends to vigorously oppose the certification of this matter as a class action. At this time, the Company cannot estimate the
range of damages, if any.

On August 8, 2005, Blue Cross/Blue Shield of Louisiana filed a complaint in the United States District Court for the Western District of
Louisiana against Gambro AB, DVA Renal Healthcare and related entities. The plaintiff sought to bring its claims as a class action on behalf of
itself and all entities that paid any of the defendants for health care goods and services from on or about January 1991 through at least December
2004. The complaint alleged, among other things, damages resulting from facts and circumstances underlying DVA Renal Healthcare s
December 2004 settlement agreement with the Department of Justice and certain agencies of the United States Government. In March 2006, the
case was dismissed and the plaintiff was compelled to seek arbitration to resolve the matter. At this time, the Company cannot predict whether
the plaintiff will seek arbitration nor can the Company estimate the range of damages, if any. The Company is investigating these claims and
continues to vigorously defend itself in the matter.

Other

In addition to the foregoing, the Company is subject to claims and suits in the ordinary course of business, including from time to time,
contractual disputes and professional and general liability claims. The Company may also be subject to additional claims by commercial payors
and other third parties relating to billing practices and, other matters covered by the DVA Renal Healthcare settlement agreement with the
Department of Justice. The Company believes that the ultimate resolution of any such pending proceedings, whether the underlying claims are
covered by insurance or not, will not have a material adverse effect on the Company s financial condition, results of operations or cash flows.

6. Other commitments
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The Company has obligations to purchase the third-party interests in several of its joint ventures. These obligations are in the form of put
provisions in joint venture agreements, and are exercisable at the third-party owners discretion. If these put provisions are exercised, the
Company would be required to purchase the third-party owners interests at either the appraised fair market value or a predetermined multiple of
cash flow or earnings, which approximates fair value. As of March 31, 2006, the Company s potential obligations under these put provisions
totaled approximately $171,000 of which approximately $90,000 was exercisable within one year. Additionally, the Company has certain other
potential commitments to provide operating capital to several minority-owned centers and to third-party centers that the Company operates

under administrative service agreements of approximately $15,000.
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The Company is obligated under mandatorily redeemable instruments in connection with certain consolidated joint ventures. Future distributions
may be required for the minority partner s interests in limited-life entities which dissolve after terms of ten to fifty years. As of March 31, 2006,
such distributions would be valued below the related minority interests balances in the consolidated balance sheet.

7.  Acquisitions

During the first quarter of 2006, the Company acquired dialysis businesses consisting of six centers, for a total of $23,261 in cash and deferred
purchase price obligations. The assets and liabilities for all acquisitions were recorded at their estimated fair market values at the dates of the
acquisitions and are included in the Company s financial statements and operating results from the designated effective date of the acquisitions.
The operating results of these acquisitions for the first quarter of 2006 were not material.

The initial purchase cost allocations for acquired businesses are recorded at fair values based upon the best information available to management
and are finalized when identified pre-acquisition contingencies have been resolved and other information arranged to be obtained has been
received.

The total purchase cost allocations were as follows:

March 31,

2006
Tangible assets $ 1,776
Amortizable intangible assets 2,305
Goodwill 19,180
Total purchase costs $ 23,261

The amortizable intangible assets acquired are amortized using the straight-line method over a weighted-average amortization period of ten
years. The goodwill associated with these acquisitions is expected to be deductible for tax purposes over a period of 15 years.
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In October 2005, the Company completed its acquisition of DVA Renal Healthcare (formerly known as Gambro Healthcare, Inc.). The initial
allocations of purchase cost have been recorded at fair value based upon the best information available to management at the time. The fair
values of certain property and equipment and intangible assets and liabilities have been valued by an independent third party. However, specific
assets and liabilities, including certain properties and leasehold improvements and settlement liabilities, as well as unresolved contingencies
(Note 5), remain outstanding. The Company is currently in the process of obtaining the additional information required to properly assess and
finalize the potential impact of changes in these valuations, if any, to the consolidated financial statements. The Company does not expect the
impact of such additional adjustments to be material. Any valuation adjustments that would be recorded would be offset with a corresponding
adjustment to goodwill in the periods resolved.
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Pro forma information

The following summary, prepared on a pro forma basis, combines the results of operations for the acquisition of DVA Renal Healthcare and the
related divestitures for the first quarter of 2005, as if these transactions were consummated as of the beginning of 2005.

Three months

ended
March 31,
2005
Pro forma net revenues $ 1,037,237
Pro forma income from continuing operations 53,296
Pro forma basic income from continuing operations 0.54
Pro forma diluted income from continuing operations 0.52

8.  Discontinued operations

Effective January 1, 2006, the Company completed the sale of three centers to Renal Advantage, Inc. that were pending state regulatory
approval. These centers were part of the total number of outpatient dialysis centers that were divested in conjunction with the consent order
issued by the Federal Trade Commission in order for the Company to complete the acquisition of DVA Renal Healthcare but were deferred until
the Company obtained the required state regulatory approval. The Company received net cash of $17,518 for these three divested centers and
recorded a loss of $311, net of tax, during the first quarter of 2006. The loss on disposal of these centers includes an income tax expense totaling
$1,272, of which $900 is related to the write off of book goodwill not deductible for tax purposes.

Net assets as of January 1, 2006 of the three divested centers sold were as follows:

Current assets $ 157
Property and equipment, net 1,050
Goodwill 15,382
Liabilities 32)
Net assets from discontinued operations $ 16,557
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The results of operations of the total historical DaVita outpatient centers that were either divested or held for sale in 2005 are reflected as
discontinued operations as follows:

Three months

ended
March 31, 2005

Net operating revenues $ 31,332

Income before income taxes 7,144

Income tax 2,780

Income from discontinued operations $ 4,364
17
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9.  Condensed consolidating financial statements

The following information is presented in accordance with Rule 3-10 of Regulation S-X. The operating and investing activities of the separate
legal entities included in the consolidated financial statements are fully interdependent and integrated. Revenues and operating expenses of the
separate legal entities include intercompany charges for management and other services. The senior notes and the senior subordinated notes were
issued by the Company and are guaranteed by substantially all of the Company s direct and indirect wholly-owned subsidiaries. Each of the
guarantor subsidiaries has guaranteed the notes on a joint and several, full and unconditional basis. Non-wholly-owned subsidiaries, joint

venture partnerships and other third parties are not guarantors of these obligations.

Condensed Consolidating Statements of Income

Guarantor Non-Guarantor Consolidating Consolidated
For the three months ended March 31, 2006 DaVita Inc. Subsidiaries Subsidiaries Adjustments Total
Net operating revenues $ 80,280 $ 1,021,729 $ 147,238 $ (86,059) $ 1,163,188
Operating expenses 45,540 914,388 120,043 (86,059) 993,912
Minority interests 7,201 7,201
Operating income 34,740 107,341 27,195 (7,201) 162,075
Debt (expense) income 9,381 (79,231) (609) (70,459)
Other income, net 3,874 3,874
Income tax expense 18,718 18,946 46 37,710
Discontinued operations, net of tax (311) (311)
Equity earnings in subsidiaries 28,192 19,339 (47,531)
Net income $ 57,469 $ 28,192 $ 26,540 $ (54,732) $ 57,469
For the three months ended March 31, 2005
Net operating revenues $ 47,534 $ 499,045 $ 84,049 $ (52,002) $ 578,626
Operating expenses 29,362 428,685 69,903 (52,002) 475,948
Minority interests 3,818 3,818
Operating income 18,172 70,360 14,146 (3,818) 98,860
Debt (expense) income, refinancing charges and swap gains 4,282 (19,733) (560) (16,011)
Other income, net 1,617 1,617
Income tax expense 9,388 22,938 170 32,496
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Net income
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2,675 1,689 4,364
41,651 11,287 (52,938)
$ 56,334 $ 41,651 $ 15,105 $ (56,756) $ 56,334
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As of March 31, 2006

Cash and cash equivalents
Accounts receivable, net
Other current assets

Total current assets

Property and equipment, net
Amortizable intangibles, net
Investments in subsidiaries
Receivables from subsidiaries

Other long-term assets and investments
Goodwill

Total assets

Current liabilities

Payables to parent

Long-term debt and other long-term liabilities
Minority interests

Shareholders equity

Total liabilities and shareholders equity

As of December 31, 2005

Cash and cash equivalents
Accounts receivable, net
Other current assets

Total current assets

Property and equipment, net
Amortizable intangibles, net
Investments in subsidiaries
Receivables from subsidiaries

Other long-term assets and investments
Goodwill
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(unaudited)

(dollars in thousands, except per share data)

Condensed Consolidating Balance Sheets

DaVita Guarantor Non-Guarantor Consolidating Consolidated
Inc. Subsidiaries Subsidiaries Adjustments Total

$ 279,146 $ 279,146

$ 745,202 $ 113,936 859,138

8,349 377,190 13,616 399,155

287,495 1,122,392 127,552 1,537,439

39,633 617,632 102,588 759,853

70,659 157,056 3,266 230,981
3,695,697 344,908 $  (4,040,605)
989,202 32,242 (1,021,444)

40,046 4,212 11,522 55,780

3,410,105 195,296 3,605,401

$5,122,732 $ 5,656,305 $ 472,466 $  (5,062,049) $ 6,189,454

$ 107,961 $ 695492 $ 25,672 $ 829,125
1,021,444 $ (1,021,444)

4,052,239 243,672 8,284 4,304,195

93,602 93,602

962,532 3,695,697 438,510 (4,134,207) 962,532

$5,122,732 $ 5,656,305 $ 472,466 $  (5,062,049) $ 6,189,454

$ 431,811 $ 431,811

$ 749,288 $ 104,272 853,560

5,877 350,035 13,125 369,037

437,688 1,099,323 117,397 1,654,408

34,319 611,828 103,931 750,078

73,407 158,980 3,557 235,944
3,616,683 333,106 $  (3,949,789)
1,038,182 8,486 (1,046,668)

30,273 4,933 9,743 44,949

3,399,112 195,271 3,594,383
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Total assets $ 5,230,552 $ 5,607,282 $ 438,385 $  (4,996,457) $ 6,279,762
Current liabilities $ 285,956 $ 691,172 $ 12,605 $ 989,733
Payables to parent 1,046,668 $  (1,046,668)

Long-term debt and other long-term liabilities 4,093,987 252,759 4,035 4,350,781
Minority interests 88,639 88,639
Shareholders equity 850,609 3,616,683 421,745 (4,038,428) 850,609
Total liabilities and shareholders equity $ 5,230,552 $ 5,607,282 $ 438,385 $  (4,996,457) $ 6,279,762
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Condensed Consolidating Statements of Cash Flows

Guarantor Non-Guarantor Consolidating Consolidated

For the three months ended March 31, 2006 DaVita Inc. Subsidiaries Subsidiaries Adjustments Total
Cash flows from operating activities
Net income $ 57,469 $ 28,192 $ 26,540 $  (54,732) $ 57,469
Changes in operating and intercompany assets and liabilities
and non cash items included in net income (142,772) 35,086 (28,079) 54,732 (81,033)
Net cash provided by (used in) operating activities (85,303) 63,278 (1,539) (23,564)
Cash flows from investing activities
Additions of property and equipment, net (7,021) (36,459) “4,511) (47,991)
Acquisitions (22,845) (22,845)
Proceeds from divestitures 12,742 4,992 17,734
Other items (8,681) 6,301 (2,380)
Net cash provided by (used in) investing activities 5,721 (62,993) 1,790 (55,482)
Cash flows from financing activities
Long-term debt (112,676) (285) (251) (113,212)
Other items 39,593 39,593
Net cash used in financing activities (73,083) (285) (251) (73,619)
Net decrease in cash and cash equivalents (152,665) (152,665)
Cash and cash equivalents at beginning of period 431,811 431,811
Cash and cash equivalents at end of period $ 279,146 $ $ $ $ 279,146
For the three months ended March 31, 2005
Cash flows from operating activities
Net income $ 56,334 $ 41,651 $ 15,105 $  (56,756) $ 56,334

31,200 (10,432) (22,452) 56,756 55,072
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Changes in operating and intercompany assets and liabilities
and non cash items included in net income

Net cash provided by (used in) operating activities
Cash flows from investing activities

Additions of property and equipment, net
Acquisitions

Proceeds from divestitures

Other items
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87,534 31,219 (7,347) 111,406
(870) (12,053) (12,702) (25,625)
(4,798) (4,798)

2,297 2,297

(17,075) 19,357 2,282
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