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UNITED STATES
SECURITIES AND EXCHANGE COMMISSION
WASHINGTON, D.C. 20549
FORM 10-Q
(Mark One)
p  QUARTERLY REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES
EXCHANGE ACT OF 1934

For the quarterly period ended March 31. 2005

OR

o  TRANSITION REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES
EXCHANGE ACT OF 1934

For the period from to

Commission file number 001-12665
AFFILIATED COMPUTER SERVICES, INC.
(Exact name of registrant as specified in its charter)
Delaware 51-0310342

(State or other jurisdiction of (I.R.S. Employer Identification No.)
incorporation or organization)

2828 North Haskell, Dallas, Texas 75204
(Address of principal executive offices) (Zip Code)
Registrant s telephone number, including area code (214) 841-6111

Not Applicable

(Former name, former address and former fiscal year, if changed since last report.)
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
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Indicate by check mark whether the registrant is an accelerated filer (as defined in Rule 12b-2 of the Exchange Act).
Yes X No__

Indicate the number of shares outstanding of each of the registrant s classes of common stock, as of the latest
practicable date.

Number of shares outstanding as of

Title of each class May 5, 2005

Class A Common Stock, $.01 par value 119,858,807
Class B Common Stock, $.01 par value 6,599,372
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PART I
ITEM 1. CONSOLIDATED FINANCIAL STATEMENTS

AFFILIATED COMPUTER SERVICES, INC. AND SUBSIDIARIES
CONSOLIDATED BALANCE SHEETS
(in thousands)

March 31, June 30,
2005 2004
(Unaudited) (Audited)
ASSETS
Current assets:
Cash and cash equivalents $ 46,532 $ 76,899
Accounts receivable, net 907,267 873,471
Prepaid expenses and other current assets 116,745 94,054
Total current assets 1,070,544 1,044,424
Property, equipment and software, net 601,580 521,772
Goodwill 2,129,160 1,969,326
Other intangibles, net 311,671 283,767
Other assets 94,876 87,953
Total assets $ 4,207,831 $ 3,907,242
LIABILITIES AND STOCKHOLDERS EQUITY
Current liabilities:
Accounts payable $ 59,664 $ 61,749
Accrued compensation and benefits 111,163 133,530
Other accrued liabilities 333,349 342,648
Income taxes payable 14,740 10,628
Deferred taxes 39,842 25,426
Current portion of long-term debt 7,206 2,048
Current portion of unearned revenue 67,060 61,541
Total current liabilities 633,024 637,570
Long-term debt 390,889 372,439
Deferred taxes 231,715 234,183
Other long-term liabilities 116,466 72,563
Total liabilities 1,372,094 1,316,755

Commitments and contingencies (See Notes 10 and 12)
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Stockholders equity:

Class A common stock 1,376 1,360
Class B common stock 66 66
Additional paid-in capital 1,780,628 1,730,783
Accumulated other comprehensive income (loss), net 79 (3,381)
Retained earnings 1,905,220 1,600,252
Treasury stock at cost, 16,986 and 14,900 shares, respectively (851,632) (738,593)
Total stockholders equity 2,835,737 2,590,487
Total liabilities and stockholders equity $ 4,207,831 $ 3,907,242

The accompanying notes are an integral part of these consolidated financial statements.
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AFFILIATED COMPUTER SERVICES, INC. AND SUBSIDIARIES
CONSOLIDATED STATEMENTS OF INCOME
(UNAUDITED)

(in thousands, except per share amounts)

Three Months Ended Nine Months Ended
March 31, March 31,
2005 2004 2005 2004
Revenues $ 1,063,299 $ 1,009,432 $3,136,767 $ 3,043,946
Expenses:
Wages and benefits 452,794 424,874 1,320,612 1,345,541
Services and supplies 251,825 269,352 777,893 806,278
Rent, lease and maintenance 124,047 107,780 364,164 300,630
Depreciation and amortization 57,801 47,881 167,706 131,508
Gain on sale of business (493) (284,839)
Other operating expenses 11,020 6,218 30,615 44,098
Total operating expenses 897,487 855,612 2,660,990 2,343,216
Operating income 165,812 153,820 475,777 700,730
Interest expense 3,688 3,714 10,512 14,259
Other non-operating income, net (466) (423) (1,808) (1,591)
Pretax profit 162,590 150,529 467,073 688,062
Income tax expense 47,924 50,783 162,105 248,478
Net income $ 114,666 $ 99,746 $ 304,968 $ 439,584
Earnings per share:
Basic $ 0.90 $ 0.76 $ 2.38 $ 3.33
Diluted $ 0.88 $ 0.72 $ 2.33 $ 3.14
Shares used in computing earnings per share:
Basic 127,568 131,503 128,048 131,894
Diluted 130,229 139,348 131,081 141,717

The accompanying notes are an integral part of these consolidated financial statements.
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AFFILIATED COMPUTER SERVICES, INC. AND SUBSIDIARIES
CONSOLIDATED STATEMENTS OF CASH FLOWS
(UNAUDITED)

(in thousands)

Nine Months Ended
March 31,
2005 2004
Cash flows from operating activities:
Net income 304,968 $ 439,584
Adjustments to reconcile net income to net cash provided by
operating activities:
Depreciation and amortization 167,706 131,508
Tax benefit on stock options 20,612 15,680
Deferred income tax expense 56,523 51,367
Gain on sale of business (70) (290,261)
Other non-cash activities 9,793 14,591
Changes in assets and liabilities, net of effects from
acquisitions:
Increase in accounts receivable (16,633) (126,902)
Increase in prepaid expenses and other current assets (17,660) (11,674)
Increase in other assets (1,436) (14,731)
Increase (decrease) in accounts payable (14,606) 4,233
Decrease in accrued compensation and benefits (28,557) (18,459)
Increase (decrease) in other accrued liabilities (49,217) 34,166
Increase in income taxes payable 3,774 23,856
Increase in unearned revenue 26,457 9,489
Increase in other long-term liabilities 10,319 7,047
Total adjustments 167,005 (170,090)
Net cash provided by operating activities 471,973 269,494
Cash flows from investing activities:
Purchases of property, equipment and software, net (170,185) (166,171)
Payments for acquisitions, net of cash acquired (213,322) (235,128)
Proceeds from divestitures, net of transaction costs 87 583,370
Additions to other intangible assets (29,444) (23,582)
Purchases of investments (6,604) (4,752)
Additions to notes receivable (2,790)
Proceeds received on notes receivable 425 4,432
Other 46 1,196
Net cash provided by (used in) investing activities (418,997) 156,575
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Cash flows from financing activities:

Proceeds from issuance of long-term debt, net 1,341,163

Repayments of long-term debt (1,342,456)
Purchase of treasury shares (131,121)
Proceeds from issuance of treasury shares 20,203

Proceeds from stock options exercised 28,868

Other

Net cash used in financing activities (83,343)
Net decrease in cash and cash equivalents (30,367)
Cash and cash equivalents at beginning of period 76,899

Cash and cash equivalents at end of period $ 46,532

Supplemental information of noncash financing activities

808,025
(848 ,482)
(414,444)

18,766
(2,081)

(438,216)
(12,147)
51,170

39,023

The accompanying notes are an integral part of these consolidated financial statements.
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AFFILIATED COMPUTER SERVICES, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
(UNAUDITED)

1.  BASIS OF PRESENTATION

The consolidated financial statements include the accounts of Affiliated Computer Services, Inc. ( ACS ) and its
majority-owned subsidiaries. All material intercompany profits, transactions and balances have been eliminated. We
are a Fortune 500 and S&P 500 company with approximately 47,000 people providing business process and
information technology outsourcing solutions to commercial and government clients.

The financial information presented should be read in conjunction with our consolidated financial statements for the
year ended June 30, 2004. The foregoing unaudited consolidated financial statements reflect all adjustments (all of
which are of a normal recurring nature), which are, in the opinion of management, necessary for a fair presentation of
the results of the interim periods. The results for the interim periods are not necessarily indicative of results to be
expected for the year.

Significant accounting policies are detailed in our Annual Report on Form 10-K for the year ended June 30, 2004. For
discussion of our critical accounting policies, please refer to Management s Discussion and Analysis of Financial
Condition and Results of Operations.

2.  STOCK-BASED COMPENSATION

We follow Accounting Principles Board Opinion No. 25, Accounting for Stock Issued to Employees, ( APB 25 )in
accounting for our stock-based compensation plans. Under APB 25, no compensation expense is recognized for our
stock-based compensation plans since the exercise prices of awards under our plans are at the current market price of

our stock on the date of grant. Had compensation cost for our stock-based compensation plans been determined based

on the fair value at the grant date under those plans consistent with the fair value method of Statement of Financial
Accounting Standards No. 123, Accounting for Stock-Based Compensation ( SFAS 123 ), our net income and earnings
per share would have been reduced to the pro forma amounts indicated below (in thousands, except per share

amounts):

Three Months Ended Nine Months Ended

March 31, March 31,

2005 2004 2005 2004
Net Income
As reported $ 114,666 $ 99,746 §$ 304,968 $ 439,584
Less: Pro forma employee compensation
cost of stock-based compensation plans, net
of income tax 5,759 5,328 17,074 15,185
Pro forma $ 108907 $ 94,418 $ 287,894 $ 424,399
Basic earnings per share
As reported $ 09 $ 076 $ 238 $ 333
Pro forma $ 085 $ 072 $ 225§ 3.22
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Diluted earnings per share
As reported $ 08 $ 072 $ 233 $ 314
Pro forma $ 084 $ 069 $ 221§ 3.05

On December 16, 2004, the Financial Accounting Standards Board ( FASB ) issued Statement of Financial Accounting
Standard No. 123 (revised 2004), Share-Based Payment ( SFAS 123(R) ). SFAS 123(R) will require companies to
measure all employee stock-based compensation awards using a fair value method and recognize compensation cost in
its financial statements. SFAS 123(R) is effective beginning as of the first annual reporting period beginning after

June 15, 2005. We will be required to adopt SFAS 123(R) beginning July 1, 2005 for new awards of stock-based
compensation granted after that date and for unvested awards outstanding at that date. We believe the impact on our
results of operations of SFAS 123(R) will be consistent with our historical disclosure of pro forma stock compensation
information under SFAS 123; however, a portion of the tax benefit from the future exercise of stock options we
historically have classified as net cash provided by operating activities will be reported in net cash provided by
financing activities after the implementation of SFAS 123(R).

4
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AFFILIATED COMPUTER SERVICES, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
(UNAUDITED)

3. DEBT

On October 27, 2004, we entered into a Five Year Competitive Advance and Revolving Credit Facility Agreement
with JPMorgan Chase Bank, as Administrative Agent ( JP Morgan ), and Wells Fargo Bank, National Association, as
Syndication Agent, and a syndication of 19 other lenders (the Credit Facility ). Proceeds from advances under the
Credit Facility are used for general corporate purposes, to fund acquisitions and for repurchases under our share
repurchase program. The Credit Facility provides for an unsecured $1.5 billion multi-currency revolving credit and
competitive advance facility (fully available in US dollars, Euros or competitive loans in any currency).
Multi-currency commitments (available in certain specified currencies other than US dollars or Euros) in an initial
aggregate amount of $200 million and swing line loans in an amount up to $150 million are provided under the
facility. Subject to affirmation of representations and warranties, status of no default and commitments by willing
lenders, the Credit Facility may be increased by up to an additional $300 million. The lending commitments under the
Credit Facility are scheduled to terminate October 27, 2009. The terms and rates of the Credit Facility are generally
more favorable than those of the Prior Facility (defined below). At the closing of the Credit Facility, we borrowed
$316 million under the Credit Facility to pay off and terminate the Prior Facility. In addition, $94 million in letters of
credit were issued at closing under the Credit Facility to replace letters of credit outstanding under the Prior Facility.

Other than competitive loans and swing line loans, advances under the Credit Facility bear interest at a Base Rate
(generally equal to the prime rate of JP Morgan) or a Eurocurrency rate plus a percentage (ranging from 0.220% to
0.775%, currently 0.39%) determined based on our credit rating. We are required to pay accrued interest at established
intervals based upon our elected interest period.

Among other fees, we pay a facility fee of 0.110% per annum (due quarterly), based on our credit rating on the
aggregate commitment of the Credit Facility, whether used or unused. We also pay a utilization fee of 0.125% on the
total amount outstanding under the Credit Facility for each day that such amount exceeds 50% of the aggregate
commitments then in effect.

The Credit Facility contains customary covenants, including but not limited to, restrictions on our ability, and in
certain instances, our subsidiaries ability, to incur liens, merge or dissolve, finance its accounts receivables, or sell or
transfer assets. The Credit Facility also limits our ability to incur additional indebtedness at the subsidiary level. In
addition, we may not permit our consolidated leverage ratio to exceed 2.75 to 1.0 or our consolidated interest coverage
ratio to be less than 3.50 to 1.0.

Upon the occurrence of certain events of default, our obligations under the Credit Facility may be accelerated and the
lending commitments under the Credit Facility terminated. Such events of default include, but are not limited to,
payment default to lenders, material inaccuracies of representations and warranties, covenant defaults, material
payment defaults (other than under the Credit Facility), voluntary and involuntary bankruptcy proceedings, material
money judgments, material ERISA events, or change of control.

Simultaneously with entering into the $1.5 billion Credit Facility, we terminated our then existing $875 million
revolving credit facility (the Prior Facility ) on October 27, 2004 and repaid the $316 million outstanding on the Prior
Facility with borrowings under the Credit Facility. The lending commitments under the Prior Facility were evidenced
by that certain Revolving Credit Agreement, dated as of September 12, 2002 among us, Wells Fargo Bank Texas,
National Association, as administrative agent, and various other lenders, and were scheduled to expire in

December 2005.
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At March 31, 2005, we had approximately $1.02 billion available on our Credit Facility after giving effect to
outstanding indebtedness and $99 million of outstanding letters of credit that secure certain contractual performance
and other obligations and which reduce the availability of our Credit Facility. At March 31, 2005, we had

$383.4 million outstanding on our Credit Facility, which is reflected in long-term debt, and which bore interest at
3.24% for substantially all of the amount outstanding.

Table of Contents 14



Edgar Filing: AFFILIATED COMPUTER SERVICES INC - Form 10-Q

Table of Contents

AFFILIATED COMPUTER SERVICES, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
(UNAUDITED)

4. ACQUISITIONS

In January 2005, we completed the acquisition of Superior Consultant Holdings Corporation ( Superior ), acquiring all
of the issued and outstanding shares of Superior through a cash tender offer, which was completed on January 25,
2005, and subsequent short-form merger, at a purchase price of $8.50 per share. Superior provides information
technology consulting and business process outsourcing services and solutions to the healthcare industry. The
transaction was valued at approximately $122.2 million (including payment of approximately $106 million for issued
and outstanding shares, options, and warrants and additional amounts for debentures and other payments) plus related
transaction costs and was funded from borrowings under our Credit Facility. The purchase price was allocated to
assets acquired and liabilities assumed based on estimated fair value as of the date of acquisition. We acquired assets
of $159.2 million and assumed liabilities of $37 million. We recorded $76.5 million in goodwill, which is not
deductible for income tax purposes, and intangible assets of $16.8 million. The $16.8 million of intangible assets is
attributable to customer relationships and non-compete agreements with useful lives of 5 years. We believe this
acquisition expands our provider healthcare subject matter expertise, as well as providing experience with most major
hospital information systems and additional healthcare management talent. The operating results of the acquired
business are included in our financial statements in the Commercial segment from the effective date of the acquisition,
January 25, 2005. Our consolidated balance sheet as of March 31, 2005 reflects the preliminary allocation of the
purchase price to the assets acquired and liabilities assumed based on their estimated fair values at the date of
acquisition. Additional analysis is being performed with regard to our ability to utilize Superior s pre-acquisition net
operating loss carryovers in the post-acquisition tax years. As a result, the purchase price allocated to the initial
deferred tax asset of $18.4 million, primarily related to net operating losses acquired, may be adjusted if necessary.

In August 2004, we acquired BlueStar Solutions, Inc. ( BlueStar ), an information technology outsourcer specializing in
applications management of packaged enterprise resource planning and messaging services. The transaction was
valued at approximately $73.5 million, plus related transaction costs. The transaction value includes $6.4 million
attributable to the 9.2% minority interest we held in BlueStar prior to the acquisition; therefore, the net purchase price
was approximately $67.1 million. Of this amount, approximately $61 million was paid to former BlueStar
shareholders by March 31, 2005 and was funded from borrowings under our credit facilities and cash on hand. The
remaining purchase price of $6 million will be paid in the first quarter of fiscal year 2006. The purchase price was
allocated to assets acquired and liabilities assumed based on estimated fair value as of the date of acquisition. We
acquired assets of $97.8 million and assumed liabilities of $30.7 million. We recorded goodwill of $38.3 million,
which is not deductible for income tax purposes, and intangible assets of $11.6 million. The $11.6 million of
intangible assets is attributable to customer relationships with a useful life of seven years. We believe that the
acquisition of BlueStar improves our existing information technology services with the addition of applications
management and messaging services. The operating results of the acquired business are included in our financial
statements in the Commercial segment from the effective date of the acquisition, August 26, 2004. Our consolidated
balance sheet as of March 31, 2005 reflects the preliminary allocation of the purchase price to the assets acquired and
liabilities assumed based on their estimated fair values at the date of acquisition. Additional analysis is being
performed with regard to our ability to utilize BlueStar s pre-acquisition net operating loss carryovers in the
post-acquisition tax years. As a result, the purchase price allocated to the initial deferred tax asset of $29.2 million,
primarily related to net operating losses acquired, may be adjusted if necessary.

In July 2004, we acquired Heritage Information Systems, Inc. ( Heritage ). Heritage provides clinical management and

pharmacy cost containment solutions to 14 state Medicaid programs, over a dozen national commercial insurers and
Blue Cross Blue Shield licensees and some of the largest employer groups in the country. The transaction was valued
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at approximately $23.1 million plus related transaction costs, excluding contingent consideration of up to $17 million
maximum based upon future financial performance, and was funded from borrowings under our Prior Facility and
cash on hand. The purchase price was allocated to assets acquired and liabilities assumed based on estimated fair
value as of the date of acquisition. We acquired assets of $26.6 million and assumed liabilities of $3.5 million. We
recorded $14.3 million in goodwill, which is deductible for income tax purposes, and intangible assets of $2.4 million.
The $2.4 million of intangible assets is attributable to customer relationships and non-compete agreements with useful
lives of five years. We believe this acquisition enhances our clinical management and cost containment service
offerings. The operating results of the acquired business are included in our financial statements in the Government
segment from the effective date of the acquisition, July 1, 2004.

We also completed two other acquisitions in our government segment during the nine months ended March 31, 2005.

These acquisitions are not considered material to our results of operations, either individually or in the aggregate;
therefore, no pro forma information is presented.
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AFFILIATED COMPUTER SERVICES, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
(UNAUDITED)

5.  EQUITY

Our Board of Directors has authorized two share repurchase programs totaling $1.25 billion of our Class A common
stock. On September 2, 2003, we announced that our Board of Directors authorized a share repurchase program of up
to $500 million of our Class A common stock and on April 29, 2004, we announced that our Board of Directors
authorized a new, incremental share repurchase program of up to $750 million of our Class A common stock. The
programs, which are open-ended, will allow us to repurchase our shares on the open market from time to time in
accordance with Securities and Exchange Commission ( SEC ) rules and regulations, including shares that could be
purchased pursuant to SEC Rule 10b5-1. The number of shares to be purchased and the timing of purchases will be
based on the level of cash and debt balances, general business conditions and other factors, including alternative
investment opportunities. We intend to fund the repurchase program from various sources, including, but not limited
to, cash on hand, cash flow from operations, and borrowings under our Credit Facility. As of March 31, 2005, we had
repurchased approximately 17.4 million shares at a total cost of approximately $874.3 million and reissued 0.5 million
shares for proceeds totaling $22.7 million to fund contributions to our employee stock purchase plan and 401(k) plan.
As of March 31, 2005, approximately $375.7 million remained authorized under our share repurchase programs.

In order to conform our stock option program with standard market practice, on February 2, 2005, our Board of
Directors approved an amendment to stock options previously granted that did not become exercisable until five years
from the date of grant to provide that such options become exercisable on the day they vest. Options granted under
both our 1997 Stock Incentive Plan and our 1988 Stock Option Plan generally vest in varying increments over a five
year period. It is expected that future option grants will contain matching vesting and exercise schedules. This
amendment does not amend or affect the vesting schedule, exercise price, quantity of options granted, shares into
which such options are exercisable or life of any award under any outstanding option grant. Therefore, no
compensation expense is required.

6. GOODWILL AND OTHER INTANGIBLE ASSETS

The changes in the carrying amount of goodwill for the nine months ended March 31, 2005 are as follows (in
thousands):

Government Commercial Total
Balance as of June 30,2004 $ 1,082,536 $ 886,790 $ 1,969,326
Acquisition activity 28,151 131,683 159,834
Balance as of March 31,
2005 $ 1,110,687 $ 1,018,473 $ 2,129,160

Goodwill activity for the nine months ended March 31, 2005 was primarily due to the acquisitions of Superior,
BlueStar and Heritage (see Note 4) and contingent consideration due to former shareholders of prior years
acquisitions. Approximately $1.8 billion, or 81%, of the original gross amount of goodwill recorded is deductible for
income tax purposes.

The following information relates to our other intangible assets (in thousands):
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Amortized intangible assets:
Acquired customer-related intangibles
Customer-related intangibles

All other

Total

Unamortized intangible asset:
Title plant

March 31, 2005
Gross
Carrying Accumulated
Amount Amortization

$ 215855 $ (67,908)
171,750 (67,647)
11,708 (3,132)

$ 399,313 § (138,687)

$ 51,045

$

$

$

June 30, 2004
Gross
Carrying Accumulated
Amount Amortization
191,517  $ (49,425)
142,802 (53,334)
2,854 (1,447)
337,173 $ (104,206)
50,800

Table of Contents

18



Edgar Filing: AFFILIATED COMPUTER SERVICES INC - Form 10-Q

Table of Contents

AFFILIATED COMPUTER SERVICES, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

(UNAUDITED)

Aggregate Amortization:

For the quarter ended March 31, 2005 $ 14,018
For the quarter ended March 31, 2004 12,052
For the nine months ended March 31, 2005 41,270
For the nine months ended March 31, 2004 32,149
Estimated amortization for the years ended June 30, 2005 $ 54,932
2006 51,986
2007 46,147
2008 42,372
2009 34,754

Amortization includes amounts charged to amortization expense for customer-related intangibles and other
intangibles, other than contract inducements. Amortization of contract inducements of $3.8 million and $2.9 million
for the three months ended March 31, 2005 and 2004, respectively, and $10.1 million and $7.9 million for the nine
months ended March 31, 2005 and 2004, respectively, is recorded as a reduction of related contract revenue.
Amortization expense includes approximately $6.9 million and $6.5 million for acquired customer-related intangibles
for the three months ended March 31, 2005 and 2004, respectively, and $19.8 million and $15.8 million for the nine
months ended March 31, 2005 and 2004, respectively. Amortized intangible assets are amortized over the related
contract term. The amortization period of customer-related intangible assets ranges from 1 to 11 years, with a
weighted average of approximately 8 years. The amortization period for all other intangible assets, including
trademarks, ranges from 4 to 20 years, with a weighted average of approximately 6 years.

7.  COMPREHENSIVE INCOME

Statement of Financial Accounting Standards No. 130, Reporting Comprehensive Income ( SFAS 130 ), establishes
standards for reporting and display of comprehensive income and its components in financial statements. The

objective of SFAS 130 is to report a measure of all changes in equity of an enterprise that result from transactions and
other economic events of the period other than transactions with owners. Comprehensive income is the total of net
income and all other non-owner changes within a company s equity.

The components of comprehensive income are as follows (in thousands):

Three Months Ended Nine Months Ended
March 31, March 31,
2005 2004 2005 2004
Net income $ 114,666 $ 99,746 $ 304,968 $ 439,584
Other comprehensive income (loss):
Foreign currency translation adjustment (1,150) (1,467) 3,461 (1,335)

(net of income tax effect of ($690), ($880),
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$2,076 and ($802), respectively)

Comprehensive income $ 113,516 $ 98,279 $ 308,429

$ 438,249
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AFFILIATED COMPUTER SERVICES, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
(UNAUDITED)
8. EARNINGS PER SHARE
In accordance with Statement of Financial Accounting Standard No. 128, Earnings per Share, the following table sets

forth the computation of basic and diluted earnings per share (in thousands except per share amounts):

Three Months Ended Nine Months Ended

March 31, March 31,

2005 2004 2005 2004
Numerator:
Numerator for earnings per share (basic) $ 114666 $ 99,746 $ 304,968 $ 439,584
Income available to common stockholders
Effect of dilutive securities:
Interest on 3.5% convertible debt, net of
income tax 1,088 5,196

Numerator for diluted earnings per share
Income available to common stockholders $ 114,666 $ 100,834 $ 304,968 $ 444,780

Denominator:
Weighted average shares outstanding (basic) 127,568 131,503 128,048 131,894
Effect of dilutive securities:

3.5% convertible debt 4,350 6,323
Stock options 2,661 3,495 3,033 3,500
Total potential common shares 2,661 7,845 3,033 9,823
Denominator for earnings per share

assuming dilution 130,229 139,348 131,081 141,717
Earnings per share (basic) $ 090 $ 076 $ 238 § 3.33
Earnings per share assuming dilution $ 088 $ 072 $ 233§ 3.14

Options to purchase approximately 473,000 and 214,000 shares of common stock were outstanding during the three
and nine months ended March 31, 2005, respectively, but were not included in the computation of diluted earnings per
share because the options exercise price was greater than the average market price during the period. There were no
antidilutive shares for the three and nine months ended March 31, 2004.

9
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9. SEGMENT INFORMATION
During fiscal year 2004, as the result of the sale of the majority of our Federal business, we combined our State and
Local Government and Federal segments into our Government segment. Prior period reporting has been restated to

conform to the new segment reporting.

The following is a summary of certain financial information by reportable segment (in thousands):

Government Commercial Corporate  Consolidated

Three months ended March 31. 2005

Revenues (a) $ 525,146 $ 538,153 $ $ 1,063,299
Operating expenses (excluding

depreciation and amortization) 403,655 422.330 13,701 839,686
Depreciation and amortization 21,503 35,850 448 57,801
Operating income $ 99,988 $ 79973 $ (14,149) $ 165,812

Three months ended March 31, 2004

Revenues (a) $ 548213 $ 461,219 $ $ 1,009,432

Operating expenses (excluding

depreciation and amortization) 435,040 359,130 14,054 808,224

Gain on sale of business (493) (493)
Depreciation and amortization 18,106 29,257 518 47,881

Operating income $ 95,560 $ 72,832 $ (14,572) $ 153,820

Nine months ended March 31. 2005

Revenues (a) $ 1,619,208 $ 1,517,559 $ $ 3,136,767
Operating expenses (excluding

depreciation and amortization) 1,268,201 1,186,601 38,482 2,493,284
Depreciation and amortization 61,465 104,802 1,439 167,706
Operating income $ 289,542 $ 226,156 $ (39,921) $ 475,777

Nine months ended March 31, 2004

Revenues (a) $ 1,845,607 $ 1,198339 $ $ 3,043,946
Operating expenses (excluding

depreciation and amortization) 1,526,836 930,558 39,153 2,496,547
Gain on sale of business (284,839) (284,839)
Depreciation and amortization 53,696 76,198 1,614 131,508
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Operating income $ 549914 $ 191,583 $ (40,767) $ 700,730

(@ Revenues in our Government segment include revenues from operations divested during fiscal year
2004 of $5 million for the three months ended March 31, 2004, and $0.6 million and $250.2 million
for the nine months ended March 31, 2005 and 2004, respectively. Revenues in our Commercial
segment include revenues from operations divested during fiscal year 2004 of $6.9 million for the
nine months ended March 31, 2004.

10
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10. COMMITMENTS AND CONTINGENCIES

One of our subsidiaries, ACS Defense, LLC, and several other government contractors received a grand jury
document subpoena issued by the U.S. District Court for the District of Massachusetts in October 2002. The subpoena
was issued in connection with an inquiry being conducted by the Antitrust Division of the U.S. Department of Justice
( DOJ ). The inquiry concerns certain IDIQ (Indefinite Delivery Indefinite Quantity) procurements and their related
task orders, which occurred in the late 1990s at Hanscom Air Force Base in Massachusetts. Our revenue from the
contracts that we believe to be the focus of the DOJ s inquiry was approximately $17.2 million for the fiscal year
ended June 30, 2004, representing approximately 0.4% of our revenue for fiscal year 2004. In February 2004, we sold
the contracts associated with the Hanscom Air Force Base relationship to ManTech International Corporation;
however, we have agreed to indemnify ManTech with respect to this DOJ investigation. We understand that the DOJ
is continuing its investigation, but we have no information as to when the DOJ will conclude this process. We have
cooperated with the DOJ in producing documents in response to the subpoena, and our internal investigation and
review of this matter through outside legal counsel will continue through the conclusion of the DOJ investigatory
process. We are unable to express an opinion as to the likely outcome of this matter at this time.

Another of our subsidiaries, ACS State & Local Solutions, Inc. ( ACS SLS ), and a teaming partner of this subsidiary,
Tier Technologies, Inc. ( Tier ), received a grand jury document subpoena issued by the U.S. District Court for the
Southern District of New York in May 2003. The subpoena was issued in connection with an inquiry being conducted
by the Antitrust Division of the DOJ. The inquiry concerns the teaming arrangements between ACS SLS and Tier on
child support payment processing contracts awarded to ACS SLS, and Tier as a subcontractor to ACS SLS, in New
York, Illinois and Ohio. Effective June 30, 2004, Tier was no longer a subcontractor to us in Ohio. Our revenue from
the contracts for which Tier was a subcontractor was approximately $67 million in fiscal year 2004 and approximately
$32.4 million for the nine months ended March 31, 2005, representing approximately 1.6% and 1% of our fiscal year
2004 and the first nine months of fiscal year 2005 revenues, respectively. Our teaming arrangement also contemplated
the California child support payment processing request for proposals, which was issued in late 2003; however, we did
not enter into a teaming agreement with Tier for the California request for proposals. Based on Tier s filings with the
Securities and Exchange Commission, we understand that on November 20, 2003 the DOJ granted conditional
amnesty to Tier in connection with this inquiry pursuant to the DOJ s Corporate Leniency Policy. The policy provides
that the DOJ will not bring any criminal charges against Tier as long as it continues to fully cooperate in the inquiry
(and makes restitution payments if it is determined that parties were injured as a result of impermissible
anticompetitive conduct). We understand that the DOJ is continuing its investigation, but we have no information as to
when the DOJ will conclude this process. We have cooperated with the DOJ in producing documents in response to
the subpoena, and our internal investigation and review of this matter through outside legal counsel will continue
through the conclusion of the DOJ investigatory process. We are unable to express an opinion as to the likely outcome
of this matter at this time.

On January 30, 2004, the Florida Agency for Workforce Innovation s ( AWI ) Office of Inspector General ( OIG ) issued
a report that reviewed 13 Florida workforce regions, including Dade and Monroe counties, and noted concerns related

to the accuracy of customer case records maintained by our local staff. Our total revenue generated from the Florida
workforce services amounts to approximately 1% of our total fiscal year 2004 revenue. In March 2004, we filed our
response to the OIG report. On May 20, 2004, at a meeting of the Workforce Florida, Inc. ( WFI ) Board of Directors
which was attended by representatives of ACS SLS, which is our subsidiary performing these services, a

representative of WFI, which is the principal workforce policy organization for the State of Florida and oversees and
monitors the administration of the State s workforce policy as well as the programs and services carried out by regional
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workforce boards and AWI, indicated that WFI did not see a systemic problem with the performance of these
workforce services by ACS SLS and that it considered the issue closed. There were also certain contract billing issues
that arose during the course of our performance of our workforce contract in Dade County, Florida, which ended in
June 2003. However, during the first quarter of fiscal year 2005, we settled all financial issues with Dade County with
respect to our workforce contract with that county and the settlement is fully reflected in our results of operations for
the first quarter of fiscal year 2005. We were also advised in February 2004 that the SEC had initiated an informal
investigation into the matters covered by the OIG s report, although we have not received any request for information
or documents since the middle of calendar year 2004. On March 22, 2004, ACS SLS received a grand jury document
subpoena issued by the U.S. District Court for the Southern District of Florida. The subpoena was issued in
connection with an inquiry being conducted by the DOJ and the Inspector General s Office of the U.S. Department of
Labor ( DOL ) into the subsidiary s workforce contracts in Dade and Monroe counties in Florida, which also expired in
June 2003, and which were included in the OIG s report. On August 25, 2004, ACS SLS received a grand jury
document subpoena issued by the U.S. District Court for the Middle District of Florida in connection with an inquiry
being conducted by the DOJ and the Inspector General s Office of the DOL. The subpoena relates to a workforce
contract in Pinellas County in Florida for the period from January 1999 to the contract s expiration in March 2001,

11
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which was prior to our acquisition of this business from Lockheed Martin Corporation in August 2001. Further, we
settled a civil lawsuit with Pinellas County in December 2003 with respect to claims related to services rendered to
Pinellas County by Lockheed Martin Corporation prior to our acquisition of ACS SLS (those claims having been
transferred with ACS SLS as part of the acquisition), and the settlement resulted in Pinellas County paying ACS SLS
an additional $600,000. We are continuing our internal investigation of these matters through outside legal counsel
and we are continuing to cooperate with the DOJ, the SEC and DOL to produce documents in connection with their
investigations. At this stage of these investigations, we are unable to express an opinion as to their likely outcome. We
anticipate that we may receive additional subpoenas for information in other Florida Workforce regions as a result of
the AWI report issued in January 2004.

Certain contracts, primarily in our Government segment, require us to provide a surety bond or a letter of credit as a
guarantee of performance. As of March 31, 2005, $264.6 million of outstanding surety bonds and $84.9 million of our
outstanding letters of credit secure our performance of contractual obligations with our clients. In general, we would
only be liable for the amount of these guarantees in the event of default in the performance of our obligations under
each contract, the probability of which we believe is remote. In addition, we had approximately $14.1 million of
letters of credit which secure our casualty insurance programs. We believe that we have sufficient capacity in the
surety markets and liquidity from our cash flow and our Credit Facility to respond to future requests for proposals.

We are obligated to make certain contingent payments to former shareholders of acquired entities upon satisfaction of
certain contractual criteria. As of March 31, 2005, the maximum aggregate amount of the outstanding contingent
obligations is approximately $58.1 million. Upon satisfaction of the specified contractual criteria, any such payment
would result primarily in a corresponding increase in goodwill. During the first nine months of fiscal year 2005, we
paid $4.4 million related to these obligations and accrued an additional $12.6 million, of which $6.8 million was paid
in April 2005 and the remainder will be paid in May 2005.

We have indemnified Lockheed Martin Corporation against certain specified claims from certain pre-sale litigation,
investigations, government audits and other issues related to the sale of the majority of our Federal business to
Lockheed Martin Corporation in fiscal year 2004. Our maximum exposure under these indemnifications is

$85 million; however, we believe the actual exposure to be significantly less. As of March 31, 2005, other accrued
liabilities includes a reserve for these claims in an amount we believe to be adequate at this time.

Our Education Services business, which is included in our Commercial segment, performs third party student loan
servicing in the Federal Family Education Loan program (  FFEL ) on behalf of various financial institutions. We
service these loans for investors under an outsourcing arrangement and do not acquire any servicing rights that are
transferable by us to a third party. At March 31, 2005, we serviced a FFEL portfolio of approximately 1.6 million
loans with an outstanding principal balance of approximately $20.6 billion. Some servicing agreements contain
provisions that, under certain circumstances, require us to purchase the loans from the investor if the loan guaranty has
been permanently terminated as a result of a loan default caused by our servicing error. If defaults caused by us are
cured during an initial period, any obligation we may have to purchase these loans expires. Loans that we purchase
may be subsequently cured, the guaranty reinstated and then we repackage the loans for sale to third parties. We
evaluate our exposure under our purchase obligations on defaulted loans and establish a reserve for potential losses, or
default liability reserve, through a charge to the provision for loss on defaulted loans purchased. The reserve is
evaluated periodically and adjusted based upon management s analysis of the historical performance of the defaulted
loans. As of March 31, 2005, other accrued liabilities include a reserve for these claims in an amount we believe to be
adequate at this time.
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In June 2004, the Mississippi Department of Environmental Quality ( MDEQ ) issued a Notice of Violation to ACS
Image Solutions, Inc., one of our subsidiaries, that alleged noncompliance with the Clean Water Act and the Federal
Resource Conservation and Recovery Act. On September 20, 2004, we agreed to settle this matter with the MDEQ for
$150,000. We have closed the specific operation whose activities resulted in this notice.

In April 2004, we were awarded a contract by the North Carolina Department of Health and Human Services ( DHHS )
to replace and operate the North Carolina Medicaid Management Information System ( NCMMIS ). Prior to DHHS
award of the contract, our proposal was reviewed and approved by the State of North Carolina s Information
Technology Services group and the Federal Center for Medicare and Medicaid Services. Two competitors protested

the contract award. In considering the protests, DHHS again reviewed our proposal and determined that our technical
solutions did, in fact, comply with all technical requirements and denied protests on June 3, 2004. Electronic Data
Systems ( EDS ) protested the denial. On January 12, 2005, an administrative law judge made a non-binding
recommendation to sustain EDS protest of the contract between us and the DHHS. Notwithstanding the reviews,
approvals, and decisions in awarding the contract and in considering the protests, the
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administrative law judge based his recommendation on his assessment that our technical solution did not fully comply
with the DHHS technical standards for proposals. The non-binding recommendation was issued to the North Carolina
State Chief Information Officer ( CIO ), Office of Technology Services. We, DHHS and EDS, each had an opportunity
to present written arguments to the CIO. An oral hearing was held before the CIO on March 15, 2005 during which
each of the parties were permitted to present oral arguments. On April 28, 2005, the CIO issued a decision in favor of
the DHHS and us as to the issues of: (i) the sufficiency of our technical solution, (ii) our satisfaction of RFP
requirements relative to our integrated testing facility, and (iii) whether the State s evaluation was consistent with the
RFP s evaluation criteria. However, his ruling also found insufficient evidence or argument had been submitted to
address three other issues raised by EDS in its initial protest filing. Therefore, the CIO has directed that a hearing be
conducted on the issues of whether our (a) proposal complied with RFP requirements relative to experience of
proposed key personnel; (b) proposal complied with RFP requirements for pricing; and (c) perceived price advantage
is illusory and in any event was miscalculated by DHHS. We intend to vigorously pursue affirmation of DHHS
contract award. DHHS has instructed us to continue performance of our services under the contract.

In addition to the foregoing, we are subject to certain other legal proceedings, inquiries, claims and disputes, which
arise in the ordinary course of business. Although we cannot predict the outcomes of these other proceedings, we do
not believe these other actions, in the aggregate, will have a material adverse effect on our financial position, results of
operations or liquidity.

11. NEW ACCOUNTING PRONOUNCEMENTS
Please refer to our discussion of SFAS 123(R) in Note 2.

On March 29, 2005, the Securities and Exchange Commission ( SEC ) issued Staff Accounting Bulletin No. 107 ( SAB
107 ), Share-Based Payment. SAB 107 provides guidance related to specific topics affected by SFAS 123(R),

including share-based payment transactions with non-employees, valuation methods, accounting for certain

redeemable financial instruments issued under share-based payment arrangements, the classification of compensation
expense, non-GAAP financial measures, capitalization of compensation cost related to share-based payment
arrangements, the accounting for income tax effects of share based-payment arrangements upon adoption of SFAS
123(R), the modification of employee share options prior to the adoption of SFAS 123(R) and disclosures in
Management s Discussion and Analysis required after implementation of SFAS 123(R). We do not believe SAB 107
will have a material impact on our implementation of SFAS 123(R).

On October 22, 2004, the President signed into law the American Jobs Creation Act of 2004 (the Act ). The Act creates
a temporary incentive for U.S. corporations to repatriate accumulated income earned abroad by providing an 85%
dividends received deduction for certain dividends from controlled foreign corporations. FASB Staff Position 109-2

Accounting and Disclosure Guidance for the Foreign Earnings Repatriation Provision within the American Jobs
Creation Act of 2004 allows companies additional time beyond that provided in Statement of Financial Accounting
Standards No. 109 Accounting for Income Taxes to determine the impact of the Act on its financial statements and
provides guidance for the disclosure of the impact of the Act on the financial statements. At June 30, 2004, cumulative
undistributed earnings of non-U.S. subsidiaries for which U.S. taxes have not been recorded totaled $16.8 million.
This incentive is available to us until June 30, 2006. The 85% dividends received deduction is subject to a number of
limitations, and we have not yet decided whether, or to what extent, we might repatriate foreign earnings that have not
yet been remitted to the U.S. We will continue to monitor our international activities.
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12. SUBSEQUENT EVENTS

On March 16, 2005, we announced a definitive agreement to acquire the human resources consulting and outsourcing
businesses (the HR Business ) of Mellon Financial Corporation for approximately $445 million. For the trailing twelve
months ended December 31, 2004, the HR Business recorded revenues of approximately $660 million. The

transaction is expected to close by the end of the fourth quarter of fiscal year 2005 and has been approved by the

boards of directors of both companies. Closing is subject to customary closing conditions. We expect to initially fund

the transaction and related costs from cash on hand and our Credit Facility. We believe that this acquisition makes us a
stronger competitor in the end-to-end HR marketplace and strengthens our position as a leading global provider of
business process outsourcing services.
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In April 2005, our Board of Directors authorized the issuance of up to $750 million of senior or subordinated debt
instruments under our existing shelf registration. Proceeds from the issuance of the debt instruments will be used to
pay down borrowings under the Credit Facility and for general corporate purposes, including acquisitions and share
repurchases. The debt instruments are anticipated to be fixed-rate senior bonds with terms of 5 and 10 years. In
addition, we entered into forward interest rate agreements, which expire in the fourth quarter of fiscal year 2005, to
hedge the variability of future interest payments related to the anticipated issuance of fixed-rate senior bonds. These
agreements total a notional amount of $250 million based on the 5-year benchmark U.S. Treasury rate and

$250 million based on the 10-year benchmark U.S. Treasury rate. Upon termination of these agreements, we will
make or receive payments based on the difference between the interest rate specified in the forward interest rate
agreements and the then current 5 or 10-year benchmark U.S. Treasury rate. Upon the issuance of fixed-rate senior
bonds, we anticipate the change in the fair value of the forward interest rate agreements, which will be recorded in
accumulated other comprehensive income, will be amortized as an adjustment to interest expense over the life of the
fixed-rate senior bonds. However, there is no assurance we will be able to complete an offering of fixed-rate senior
bonds that would allow us to amortize the payments. If we are unable to complete the offering, we would have to
recognize the payments on the forward interest rate agreements immediately in earnings.

14

Table of Contents 30



Edgar Filing: AFFILIATED COMPUTER SERVICES INC - Form 10-Q

Table of Contents

ITEM 2. MANAGEMENT S DISCUSSION AND ANALYSIS OF
FINANCIAL CONDITION AND RESULTS OF OPERATIONS

All statements in this Management s Discussion and Analysis of Financial Condition and Results of Operations that
are not based on historical fact are forward-looking statements within the meaning of the Private Securities Litigation
Reform Act of 1995 and the provisions of Section 27A of the Securities Act of 1933, as amended, and Section 21E of
the Securities Exchange Act of 1934, as amended (which Sections were adopted as part of the Private Securities
Litigation Reform Act of 1995). While management has based any forward-looking statements contained herein on its
current expectations, the information on which such expectations were based may change. These forward-looking
statements rely on a number of assumptions concerning future events and are subject to a number of risks,
uncertainties, and other factors, many of which are outside of our control that could cause actual results to materially
differ from such statements. Such risks, uncertainties, and other factors include, but are not necessarily limited to,
those set forth under the caption Risks Related to our Business. In addition, we operate in a highly competitive and
rapidly changing environment, and new risks may arise. Accordingly, investors should not place any reliance on
forward-looking statements as a prediction of actual results. We disclaim any intention to, and undertake no obligation
to, update or revise any forward-looking statement.

We report our financial results in accordance with generally accepted accounting principles in the United States

( GAAP ). However, we believe that certain non-GAAP financial measures and ratios used in managing our business
may provide users of this financial information with additional meaningful comparisons between current results and
prior reported results. Certain of the information set forth herein and certain of the information presented by us from
time to time (including free cash flow and internal revenue growth) may constitute non-GAAP financial measures
within the meaning of Regulation G adopted by the Securities and Exchange Commission ( SEC ). We have presented
herein and we will present in other information we publish that contains any of these non-GAAP financial measures a
reconciliation of these measures to the most directly comparable GAAP financial measure. The presentation of this
additional information is not meant to be considered in isolation or as a substitute for comparable amounts determined
in accordance with GAAP.

GENERAL

We are a Fortune 500 and S&P 500 company with approximately 47,000 people providing business process and
information technology outsourcing solutions to commercial and government clients. Our clients have time-critical,
transaction-intensive business and information processing needs, and we typically service these needs through
long-term contracts.

New Business

During the quarter ended March 31, 2005, we signed contracts with new clients and incremental business with
existing clients representing $130.5 million of annualized recurring revenue and approximately $524.1 million in
estimated total contract value. The Government segment contributed 28% of the new contract signings (based on
annual recurring revenues), including contracts with New Jersey s Child Support Program to provide payment
processing and debit card services. The Commercial segment contributed 72% of the new contract signings (based on
annual recurring revenues), including contracts with Nextel Partners for expanded customer care services and Delta
Airlines to provide human resources outsourcing services. While there are no third party standards or requirements
governing the calculation of new business signings, we define new business signings as recurring revenue from new
contracts, including the incremental portion of renewals, signed during the period and represents the estimated first
twelve months of revenue to be recorded under that contract after full implementation. We use new business signings
as a measure of estimated recurring revenues represented by contractual commitments, both to forecast prospective
revenues and to estimate capital commitments. While there are no third party standards or requirements governing the
calculation of total contract value, we define total contract value as the estimated total revenues from contracts signed
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during the period and represents estimated total revenue over the term of the contract. We use total contract value as
an additional measure of estimating total revenue represented by contractual commitments, both to forecast
prospective revenues and to estimate capital commitments. Revenues for both new business signings and total contract
value are measured under GAAP.

Acquisitions

In January 2005, we completed the acquisition of Superior Consultant Holdings Corporation ( Superior ), acquiring all
of the issued and outstanding shares of Superior through a cash tender offer, which was completed on January 25,
2005, and subsequent short-form merger, at a purchase price of $8.50 per share. Superior provides information
technology consulting and business process outsourcing services and solutions to the healthcare industry. The
transaction was valued at approximately $122.2 million (including payment of approximately $106 million for issued
and outstanding shares, options, and warrants and additional amounts for debentures and other payments) plus related
transaction costs and was funded from borrowings under our Credit Facility (as defined below). The purchase price
was allocated to assets acquired and liabilities assumed based on estimated fair value as of the date of acquisition. We
acquired assets of $159.2 million and assumed liabilities of $37 million. We recorded $76.5 million in goodwill,
which is not deductible for income tax purposes, and intangible assets of $16.8 million. The $16.8 million of
intangible assets is attributable to customer relationships and non-compete agreements with useful lives of 5 years. We
believe this acquisition expands our provider healthcare subject matter expertise, as well as providing experience with
most major hospital information systems and additional healthcare
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management talent. The operating results of the acquired business are included in our financial statements in the
Commercial segment from the effective date of the acquisition, January 25, 2005. Our consolidated balance sheet as

of March 31, 2005 reflects the preliminary allocation of the purchase price to the assets acquired and liabilities
assumed based on their estimated fair values at the date of acquisition. Additional analysis is being performed with
regard to our ability to utilize Superior s pre-acquisition net operating loss carryovers in the post-acquisition tax years.
As aresult, the purchase price allocated to the initial deferred tax asset of $18.4 million, primarily related to net
operating losses acquired, may be adjusted if necessary.

In August 2004, we acquired BlueStar Solutions, Inc. ( BlueStar ), an information technology outsourcer specializing in
applications management of packaged enterprise resource planning and messaging services. The transaction was
valued at approximately $73.5 million, plus related transaction costs. The transaction value includes $6.4 million
attributable to the 9.2% minority interest we held in BlueStar prior to the acquisition; therefore, the net purchase price
was approximately $67.1 million. Of this amount, approximately $61 million was paid to former BlueStar
shareholders by March 31, 2005 and was funded from borrowings under our credit facilities and cash on hand. The
remaining purchase price of $6 million will be paid in the first quarter of fiscal year 2006. The purchase price was
allocated to assets acquired and liabilities assumed based on estimated fair value as of the date of acquisition. We
acquired assets of $97.8 million and assumed liabilities of $30.7 million. We recorded goodwill of $38.3 million,
which is not deductible for income tax purposes, and intangible assets of $11.6 million. The $11.6 million of
intangible assets is attributable to customer relationships with a useful life of seven years. We believe that the
acquisition of BlueStar improves our existing information technology services with the addition of applications
management and messaging services. The operating results of the acquired business are included in our financial
statements in the Commercial segment from the effective date of the acquisition, August 26, 2004. Our consolidated
balance sheet as of March 31, 2005 reflects the preliminary allocation of the purchase price to the assets acquired and
liabilities assumed based on their estimated fair values at the date of acquisition. Additional analysis is being
performed with regard to our ability to utilize BlueStar s pre-acquisition net operating loss carryovers in the
post-acquisition tax years. As a result, the purchase price allocated to the initial deferred tax asset of $29.2 million,
primarily related to net operating losses acquired, may be adjusted if necessary.

In July 2004, we acquired Heritage Information Systems, Inc. ( Heritage ). Heritage provides clinical management and
pharmacy cost containment solutions to 14 state Medicaid programs, over a dozen national commercial insurers and
Blue Cross Blue Shield licensees and some of the largest employer groups in the country. The transaction was valued
at approximately $23.1 million plus related transaction costs, excluding contingent consideration of up to $17 million
maximum based upon future financial performance, and was funded from borrowings under our Prior Facility
(defined below) and cash on hand. The purchase price was allocated to assets acquired and liabilities assumed based
on estimated fair value as of the date of acquisition. We acquired assets of $26.6 million and assumed liabilities of
$3.5 million. We recorded $14.3 million in goodwill, which is deductible for income tax purposes, and intangible
assets of $2.4 million. The $2.4 million of intangible assets is attributable to customer relationships and non-compete
agreements with useful lives of five years. We believe this acquisition enhances our clinical management and cost
containment service offerings. The operating results of the acquired business are included in our financial statements
in the Government segment from the effective date of the acquisition, July 1, 2004.

State Healthcare Contracts

In April 2004, we were awarded a contract by the North Carolina Department of Health and Human Services ( DHHS )
to replace and operate the North Carolina Medicaid Management Information System ( NCMMIS ). Prior to DHHS
award of the contract, our proposal was reviewed and approved by the State of North Carolina s Information
Technology Services group and the Federal Center for Medicare and Medicaid Services. Two competitors protested

the contract award. In considering the protests, DHHS again reviewed our proposal and determined that our technical
solutions did, in fact, comply with all technical requirements and denied protests on June 3, 2004. Electronic Data
Systems ( EDS ) protested the denial. On January 12, 2005, an administrative law judge made a non-binding

Table of Contents 33



Edgar Filing: AFFILIATED COMPUTER SERVICES INC - Form 10-Q

recommendation to sustain EDS protest of the contract between us and the DHHS. Notwithstanding the reviews,
approvals, and decisions in awarding the contract and in considering the protests, the administrative law judge based
his recommendation on his assessment that our technical solution did not fully comply with the DHHS technical
standards for proposals. The non-binding recommendation was issued to the North Carolina State Chief Information
Officer ( CIO ), Office of Technology Services. We, DHHS and EDS, each had an opportunity to present written
arguments to the CIO. An oral hearing was held before the CIO on March 15, 2005 during which each of the parties
were permitted to present oral arguments. On April 28, 2005, the CIO issued a decision in favor of the DHHS and us
as to the issues of: (i) the sufficiency of our technical solution, (ii) our satisfaction of RFP requirements relative to our
integrated testing facility, and (iii) whether the State s evaluation was consistent with the RFP s evaluation criteria.
However, his ruling also found insufficient evidence or argument had been submitted to address three other issues
raised by EDS in its initial protest filing. Therefore, the CIO has directed that a hearing be conducted on the issues of
whether our (a) proposal complied with RFP requirements relative to experience of proposed key personnel;

(b) proposal complied with RFP requirements for pricing; and (c) perceived price advantage is illusory and in any
event was miscalculated by DHHS. We intend to vigorously pursue affirmation of DHHS contract award. DHHS has
instructed us to continue performance of our services under the contract.

In 2001, we were awarded a contract by the Georgia Department of Community Health ( DCH ) to develop, implement
and operate a system to administer health benefits to Georgia Medicaid recipients as well as state government
employees (the Georgia Contract ).
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This system development project was large and complex and anticipated the development of a system that would
process both Medicaid and state employee claims. The Medicaid phase of this project was implemented on April 1,
2003. Various disputes arose because of certain delays and operational issues that were encountered in this phase.
During the second quarter of fiscal year 2004, in connection with a settlement in principle, we recorded a $6.7 million
reduction in revenue resulting from the change in our percentage-of-completion estimates primarily as a result of the
termination of Phase II of the contract, a charge of $2.6 million to services and supplies associated with the accrual of
wind-down costs associated with the termination of Phase II and an accrual of $10 million in other operating expenses
to be paid to DCH pursuant to the settlement which was paid in the first quarter of fiscal year 2005. On July 21, 2004
we entered into a definitive settlement agreement with the DCH to settle these disputes. The terms of the definitive
settlement, which were substantially the same as those announced in January 2004, include the $10 million payment
by us to DCH; a payment by DCH to us of $9 million in system development costs; escrow of $11.8 million paid by
DCH, with $2.4 million of the escrowed funds to be paid to us upon completion of an agreed work plan ticket and
reprocessing of July 2003  June 2004 claims, and the remaining $9.4 million of escrowed funds to be paid to us upon
final certification of the system by the Center for Medicare/Medicaid Services, the governing Federal regulatory
agency; cancellation of Phase II of the contract; and an agreement to settle outstanding operational invoices resulting
in a payment to us of over $8.2 million and approximately $7 million of reduction in such invoices.

Divestitures

In November 2003, we completed the sale of a majority of our Federal government business to Lockheed Martin
Corporation (the Divested Federal Business ) for approximately $649.4 million, which included a cash payment of
$586.5 million at closing and $70 million payable pursuant to a five-year non-compete agreement, less a working
capital settlement of $7.1 million paid in the third quarter of fiscal year 2004. Assets sold were approximately

$346.8 million and liabilities assumed by Lockheed Martin Corporation were approximately $67.9 million, both of
which were primarily in the Government segment. We recognized a pretax gain of $284.3 million ($182 million, net

of income tax) in the second quarter of fiscal year 2004. We recognized an additional pretax gain of $0.5 million

($0.3 million, net of income tax) in the third quarter of fiscal year 2004 due to our final working capital settlement

with Lockheed Martin. We incurred $9.8 million ($6.2 million, net of income tax) for compensation costs associated
with former Federal employees, which is reflected in wages and benefits in the second quarter of fiscal year 2004. As
of September 30, 2003, we classified as held-for-sale those assets and liabilities related to that portion of our Federal
business we expected to dispose of in the sale. Statement of Financial Accounting Standards No. 144, Accounting for
the Impairment or Disposal of Long-Lived Assets requires that depreciation and amortization of long-lived assets held
for sale be suspended during the holding period prior to sale. Accordingly, we suspended depreciation and

amortization in the amount of $4.3 million ($2.7 million, net of income tax) and $1.9 million ($1.2 million, net of
income tax) in the first and second quarters of fiscal year 2004, respectively, related to those long-lived assets sold.

In February 2004, we sold the contracts associated with the Hanscom Air Force Base relationship ( Hanscom ) to
ManTech International Corporation for $6.5 million in cash. We recognized a pretax gain of $5.4 million

($3.4 million, net of income tax) for this transaction. We also completed the sale of one other small contract during
fiscal year 2004.

Revenues in our Government segment include revenues from operations divested through June 30, 2004 (primarily the
Divested Federal Business and Hanscom) of $5 million for the three months ended March 31, 2004, and $0.6 million
and $250.2 million for the nine months ended March 31, 2005 and 2004, respectively. Revenues in our Commercial
segment include revenues from operations divested as of June 30, 2004 (primarily the Divested Federal Business) of
$6.9 million for the nine months ended March 31, 2004. The sale of the Divested Federal Business to Lockheed
Martin Corporation allows us to focus on our business process and information technology outsourcing service
offerings in the commercial, state and local, and Federal education and healthcare markets. Please see Liquidity and
Capital Resources for a discussion of indemnities provided to the purchaser of the Divested Federal Business and
Hanscom contracts.
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On March 16, 2005, we announced a definitive agreement to acquire the human resources consulting and outsourcing
businesses (the HR Business ) of Mellon Financial Corporation for approximately $445 million. 