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PART |
ITEM 1. BUSINESS
Forward-Looking Statements

KinderCare has made statements in this report that constitute forward-looking statements as that
term is defined in the federal securities laws. These forward-looking statements concern our operations,
economic performance and financial condition and include statements regarding: opportunities for
growth; the number of early childhood education and care centers expected to be added in future years;
the profitability of newly opened centers; capital expenditure levels; the ability to refinance or incur
additional indebtedness; strategic acquisitions, investments, alliances and other transactions; changesin
operating systems and policies and their intended results; our expectations and goals for increasing center
revenue and improving our operational efficiencies; changesin the regulatory environment; the potential
benefit of tax incentives for child care programs; our projected cash flow; and our marketing effortsto
sell and lease back centers. The forward-looking statements are subject to various known and unknown
risks, uncertainties and other factors. When we use words such as “believes,” “expects,” “ anticipates,”
“plans,” “estimates’ or similar expressions we are making forward-looking statements.

Although we believe that our forward-looking statements are based on reasonable assumptions,
our expected results may not be achieved. Actual results may differ materially from our expectations.
Important factors that could cause actual results to differ from expectations include, among others:

the effects of general economic conditions;
competitive conditionsin the child care and early education industries;

various factors affecting occupancy levels, including, but not limited to, the reduction in or
changes to the general labor force that would reduce the need for child care services;

the availability of a qualified labor pool, the impact of labor organization efforts and the
impact of government regul ations concerning labor and employment issues,

federal and state regulations regarding changes in child care assistance programs, welfare
reform, transportation safety, minimum wage increases and licensing standards;

the loss of government funding for child care assistance programs;

our inability to successfully execute our growth strategy;

the availability of financing or additional capital;

our difficulty in meeting or inability to meet our obligations to repay our indebtedness;

the availability of sites and/or licensing or zoning requirements that may make us unable to
open new centers,

our ability to integrate acquisitions;

our inability to successfully defend against or counter negative publicity associated with
claimsinvolving alleged incidents at our centers;

our inability to obtain insurance at the same levels;

the effects of potential environmental contamination existing on any real property owned or
leased by us; and



other risk factors that are discussed in this report and, from time to time, in our other
Securities and Exchange Commission reports and filings.

We caution you that these risks may not be exhaustive. We operate in a continually changing
business environment and new risks emerge from time to time.

Y ou should not rely upon forward-looking statements except as statements of our present
intentions and of our present expectations which may or may not occur. Y ou should read these cautionary
statements as being applicable to all forward-looking statements wherever they appear. We assume no
obligation to update or revise the forward-looking statements or to update the reasons why actual results
could differ from those projected in the forward-looking statements.

Overview

KinderCareisthe leading for-profit provider of early childhood education and care in the United
States. At August 23, 2002, we served approximately 119,000 children and their families at 1,261 child
care centers. At our child care centers, we provide educationa servicesto infants and children up to
twelve years of age. However, the majority of the children are from six weeksto five yearsold. Thetotal
licensed capacity at our centers was approximately 166,000 at August 23, 2002.

We operate child care centers under two brands as follows:

KinderCare— At August 23, 2002, we operated 1,189 KinderCare centers. The
brand was established in 1969 and operates centersin 39 states, as well astwo
centers located in the United Kingdom.

Mulberry —We operated 72 Mulberry centers and 12 before- and after-school
programs at August 23, 2002. Mulberry operates primarily in the northeast
region of the United States and southern California. We acquired Mulberry in
April 2001.

Within each brand we operate two types of centers: community centers and employer-sponsored
centers. The vast mgjority are community centers. Our employer-sponsored centers partner with
companies to provide on-site or near-site education and child care for the families of their employees.

Our centers are open year round. The hours vary by location, although Monday through Friday
from 6:30 am. to 6:00 p.m. istypical. Children are usually enrolled on aweekly basis for either full- or
half-day sessions. Hourly enrollment is permitted where capacity allows. Tuition rates vary for children
of different ages and by location.

Center-based child care continues to be our primary business. However, we have also acquired,
invested in or entered into alliances with more broad-based education companies. These companies
provide educational content and services to children, teenagers and young adults, as described below:

Distance Learning. Our subsidiary, KC Distance Learning, Inc., is based in Bloomsburg,
Pennsylvania. KC Distance Learning operates three business units as follows:

Keystone National High School, an accredited correspondence-based high school program;

Keystone eSchool, which provides the on-line delivery of most of the same courses as
Keystone National High School; and



the Learning and Evaluation Center, which provides subject extension or make-up and extra
credit courses to high school students.

KC Distance Learning sells and/or deliversits high school curriculum over the
kcdi stancel earning.com, keystonehighschool.com and creditmakeup.com websites. The information on
our websitesis not incorporated by reference in this report.

Charter Schools. Charter schools have emerged as a publicly-funded alternative to public schools
in those states that have passed enabling legislation. We have a minority equity investment in and have
made aloan to Chancellor Beacon Academies, Inc., a charter school management company based in
Westborough, Massachusetts. At August 23, 2002, Chancellor Beacon operates charter and private
schools primarily in the northeastern region of the United States.

Educational Content and Delivery for Public Schools. We have a minority equity investment in
Voyager Expanded Learning, Inc., which isbased in Dallas, Texas. Voyager developed Universa
Literacy Systems™, areading program for students in grades kindergarten through six. They also
provide summer school programs to elementary and middle schools.

Educational Content and Delivery Within Our Centers. We partner with Gateway Learning
Corporation to deliver the Hooked on Phonics® reading and literacy program in selected centers. Hooked
on Phonics enhances the educational services offered to children four years and older attending our
centers. During fiscal year 2002, over 800 of our centers offered the four-week program.

Our principal executive offices are located at 650 N.E. Holladay Street, Suite 1400, Portland,
Oregon 97232. Our telephone number is (503) 872-1300. Our website addresses include kindercare.com,
kindercareatwork.com, mulberrychildcare.com, kcdistancel earning.com, keystonehighschool.com and
creditmakeup.com. Theinformation on our websites is not incorporated by reference in this report.

Business Strategy
We are pursuing a business strategy containing the following key elements:

Continue to Open and Acquire Centers. We plan to expand by opening approximately 30 to 35
new centers per year. We target locations where we believe the market for center-based child care will
support tuition rates higher than our current average rates. We believe there continue to be opportunities
to locate centers in many attractive markets across the United States. During fiscal year 2002, we opened
35 new centers. We have opened six new centers from the end of fiscal year 2002 to August 23, 2002.

We also plan to continue making selective acquisitions of existing high-quality regional
operators. We believe our strong market position enhances our opportunities to capitalize on
consolidation of the highly fragmented child care segment of the education industry.

Capitalize on Strong Brand Identity and Reputation. Our high quality educational and child care
services, developed over 30 years, have resulted in a strong brand identity and reputation in an industry
where personal trust and parent referrals play an important role in attracting new customers. We believe
this brand recognition enhances our new center marketing efforts and encourages potential customersto
try our centers. Throughout all of our communications, we reinforce our image as the market |eader with
acaring, well-trained staff and high quality resources. These communications include informational
brochures, parent handbooks, advertising and marketing materials.



We believe our market position makes us an attractive strategic partner for companies with
compatible products and services and our large, nationwide customer base gives us a valuable distribution
network for these companies’ products and services. Such companies include Hooked on Phonics® and
Portrait Industries. Our market position also gives us the ahility to spread the costs of programs and
services over alarge number of centers.

Pursue Strategic Growth Through Acquisitions and Investments. We plan to continue to pursue
opportunities with companiesin our industry that offer educational content and servicesto children,
teenagers and adults. These opportunities may include acquisitions, investments and alliances. We
believe these opportunities would complement our center-based educational services and would make us
amore competitive and broad-based education company. The areas we plan to pursue include the
following:

Educationa content and services,
Distance learning,

Charter schools, and

Private schools.

Expand Employer-Sponsored Child Care Services. Due to the changing demographics of today’s
workforce and the prevalence of dual career families, a growing number of companies are providing child
care benefitsin the form of subsidies or availability. We attempt to meet this need by partnering with
companies to provide on-site or near-site child care to attract and retain employees. We intend to pursue

growth in this area through expanded relationships with our existing customers, as well as expansion of
our customer base through internal growth, selective acquisitions and strategic alliances.

Increase Existing Center Revenue. We have ongoing initiatives to increase center revenue by:

sharing best practices;
providing incentives for center directors;
using targeted marketing;
recruiting, retaining and training qualified staff; and
maintaining competitive tuition pricing.
In order to better support our centers, we implemented a center visitation program in fiscal year

2002. The program requires management to visit centers and provides an automated way to collect best
practices and assess quality.

Infiscal year 2003, we expanded our bonus program to reward center directors for enrollment
growth, in addition to overall operating profit performance.

Our local marketing effortsinclude direct mail solicitation, telephone directory and internet
yellow pages and customer referrals. These methods communicate to parents our commitment to quality
care. We emphasize our nurturing environment, educational programs, quality staff and excellent
facilities and equipment.

We focus on recruiting and retaining high quality center personnel. We believe a high quality
teaching and administrative staff is akey factor in customer retention and increasing center occupancy.



Tuition rates are typically adjusted company-wide each year in thefall. However, we implement
market specific rate increases in centers where the quality of our services, demand and other market
conditions support such increases. See“Tuition.”

Further Enhance Our Educational Programs. We have developed high quality proprietary
curricula of age-specific learning programs based on the latest educational research. All of our
educational programs are designed to respond to the needs of the children and parents we serve and to
prepare children for successin school and in life. We provide curriculum-specific training for our staff to
enabl e effective delivery of our programs. We periodically revise our educational programs to take
advantage of the latest developments in early childhood education.

Improve Our Operational Efficiencies. We believe strong overhead controls will help usto
contain costs.  Infiscal year 2002, we implemented an automated labor management tool to assist center
directorsin scheduling and meeting labor productivity targets. We also commenced aroll-out at the end
of fiscal year 2002 of an automated purchasing system. The purchasing system alows usto limit the
types of items available for purchase and track expenditures against budget at the point of purchase. We
plan to continue our focus on center-level economics, which makes each center director accountable for
center expenditures. We believe this focus has a positive effect on cost control at our centers.

Increase Number of Accredited Centers. Although not mandated by any regulatory authority, we
pursue accreditation of our centers by the National Association for the Education of Y oung Children,
referred to asNAEYC. NAEY Cisanational organization that has established comprehensive criteriafor
providing quality early childhood education and care. We believe that the accreditation process
strengthens the quality of our centers by motivating the teaching staff and enhancing their understanding
of developmentally-appropriate early childhood practices. At August 23, 2002, we had 510 accredited
centers and approximately 500 centers in various stages of the accreditation process.

Educational Programs

We have developed a complete array of educational programs, including five separate proprietary
age-specific curricula. Our educational programs recognize the importance of using high quality,
research-based curriculum materials designed to create arich and nurturing learning environment for
children. The programs are revised on arotating basis to take advantage of the latest research in child
development.

Our educational programs and materials are designed to respond to the needs of our children,
parents and families and to prepare children for successin school and in life. Specifically, we focus on
the development of the whole child: physically, socialy, emotionally, cognitively and linguistically.

Training. We provide curriculum-specific training for teachers and caregiversto assist themin
effectively delivering our programs. Each curriculum is designed to provide teachers with the necessary
materials and enhancements to enable effective delivery based on the resources and needs of the local
community. We emphasize selection of staff who are caring adults responsive to the needs of children.
We strive to give each teacher the opportunity, training and resources to effectively implement the best in
developmentally and age appropriate practice. Opportunities for professional growth are available
through company-wide training such as the Certificate of Excellence Program. We also make available
more advanced training opportunities, including tuition reimbursement for employment-related college
courses or course work in obtaining a Child Development Associate credential.

Infant and Toddler Curricula. Our infant and toddler program, Welcome to Learning®, is
designed for children ages six weeks to two years. Theinfant component, for children from six weeksto



15 months, is based on building relationships with the child and the family and focuses on providing a
safe and nurturing environment. The toddler component lets children from 12 to 24 months feel freeto
explore and discover the world around them.

Two-Year-Old Curriculum. Our Early Learning Curriculum focuses on using the latest research
in brain development to provide learning experiences for children during one of their most critical
developmental stages. This curriculum provides children with opportunities to explore and discover the
world around them with both daily and long-term extended activities and projects. The Early Learning
Curriculum is offered for children from 24 to 36 months.

Preschool Curricula. We have two preschool programs designed for children three to five years
of age. Both programs use research-based goals and objectives as their framework to provide a high
quality learning experience for children. Through collaboration with Gateway Learning Corporation,
Hooked on Phonics® is offered as a program enhancement. This reading and literacy programis
available, for afee, in selected centers.

The Preschool Readiness Curriculum focuses on three-year-olds. Monthly themes are divided
into two-week units to allow children extended time for in-depth exploration and discovery. Curriculum
activities emphasize emerging readiness skills in reading and language development. Specially designed
L etterBooks are used to introduce children to phonics and letter and word recognition. Discovery areas
support children’s learning of basic math and science concepts, computer awareness, creative arts, blocks,
cooking and homeliving.

The Preschool at KinderCare curriculum focuses on four-year-olds. It teaches children to enjoy
learning through hands-on involvement and stimulating activities. Monthly themes are divided into one-
week units providing a comprehensive array of activities relevant to the lives of older preschoolers.
Curriculum materials build pre-reading, writing and language skills. Discovery areas provide
opportunities for exploration and choice based on children’ sinterests.

Kindergarten Curriculum. For five-year-olds, we offer the Kindergarten at KinderCare ...
Journey to Discovery® program. The thematic program incorporates resources developed by The DLM
Early Childhood Program, published by McGraw-Hill Companies. Children learn through play, hands-on
exploration, activities and experiences that are real world and sensory in nature. This curriculum
emphasi zes reading devel opment, beginning math concepts and those skills necessary to give children the
confidence to succeed in school. Our kindergarten is offered in approximately two-thirds of our child
care centers and meets state requirements for instructional curriculum prior to first grade.

School-Age Curriculum. Our KC Imagination Highway® program is a project-based curriculum
designed for children ages six to twelve. The program includes a number of challenging activities and
projects designed to stimulate the imagination of elementary school-agers through researching, designing,
building, decorating and presenting. This program meets the needs of parents looking for content rich
after-school experiences that keep school-age children interested and involved.

Summer Curriculum. We offer a summer program called Summer Explorations™ to el ementary
school-agers. This program is a fun-filled, academic-based curriculum of 10 weekly themes selected
from the following 15 topics:

Abracadabra - MegaMachines

Act It Out - Outer Space
American Pride - Rap, Rhythm & Rock
At Head of the Class - Science Mania



Can You Dig It - Tournament of Games
Cartooning - Up, Up & Away

Crazy Creations - Wild, Wild Wilderness
Foodle For Your Noodle

Accreditation. We continue to stress the importance of offering high quality programs and
services to children and families. Currently, we have 510 centers accredited by NAEY C. See “Business
Strategy, Increase Number of Accredited Centers.”

Employer-Sponsored Child Care Services

Through KinderCare At Work®, we offer amore flexible format for our services by individually
evaluating the needs of each sponsoring company to find the appropriate format to fit its needs for on-site
or near-site employee child care. Our current relationships with employers include centers owned or
leased by us and various forms of management contracts. The management contracts generally provide
for athree- to five-year initial period with renewal options ranging from two to five years. Our
compensation under existing agreementsis generally based on afixed fee with annual escalations.
KinderCare At Work® can also assist organizations in one or more aspects of implementing achild care
related benefit, including needs assessments, financial analysis, architectural design and devel opment
plans.

At August 23, 2002, we operated 47 on-site/near-site empl oyer-sponsored early childhood
education and care centers for 44 different employers, including Universal Studios Florida, Saturn,
Fred Meyer, LEGO Systems and several other businesses, universities and hospitals. Of the 47 employer-
sponsored centers, 42 were owned or leased by us and five were operated under management fee
contracts.

We also offer back-up child care, a program that utilizes our existing centers to provide back-up
child care servicesto the employees of subscribed employers. Current clientsinclude Universal Studios
Florida, Prudential, US Cellular and KPMG.

KinderCare At Work’ s® website address is kindercareatwork.com. The information on our
websitesis not incorporated by reference into this report.

Marketing, Advertising and Promotions

We conduct our marketing efforts through various promotional activities and customer referral
programs. Additionally, we utilize targeted direct mail, telephone and internet yellow pages advertising,
access to informative and user-friendly websites and newspaper and magazine advertisements. We
continually evaluate the effectiveness of our marketing efforts and attempt to use the most cost-effective
means of advertising. We have improved our ability to gain information about our current and potential
customers to better target our direct marketing efforts and have focused more attention on marketing to
our existing customersin an effort to increase retention of those customers. We offer ongoing sales and
service training that focuses on enrollment and retention of families. Currently, interested customers can
call toll-free or access our internet websites, kindercare.com and mulberrychildcare.com, to locate their
nearest center or obtain information. The information on our websites is not incorporated by referencein
this report.

We have focused on center-specific marketing opportunities such as (1) choosing sitesthat are
convenient for customersin order to encourage drive-by identification, (2) renovating our existing centers



to enhance their curb appeal and (3) upgrading the signage at our centersto a uniform standard to enhance
customer recognition of our centers.

Our local marketing programs include periodic extended evening hours and afive o’ clock snack
that is provided to the children as they are picked up by their parents. We also sponsor areferral program
under which parents receive tuition credits for every new customer referral that leads to a new enrollment.
Our center directors and field operations management are encouraged to market to parents vialocal
speaking engagements and interaction with local regulatory agencies that may then refer potential
customers. We hold parent orientation meetingsin the fall at which center directors and staff explain our
educational programs, as well as policies and procedures. We a so periodically hold open house events
and have established parent forums to involve parents in center activities and events.

Our center pre-opening marketing effort includes direct mail and newspaper support, aswell as
local public relations support. Every new center hosts an open house and provides individualized center
tours where parents and children can talk with staff, visit classrooms and play with educational toys and
computers.

Tuition

We determine tuition charges based upon a number of factors, including the age of the child, full-
or part-time attendance, location and competition. Tuition is generally collected on aweekly basis, in
advance. Tuition rates are typically adjusted company-wide each year in the fall. However, we may
adjust individual center rates at any time based on competitive position, occupancy levels and consumer
demand. Our focus on center-level economics has enabled us to better implement market specific
increases in rates without losing occupancy in centers where the quality of our services, demand and other
market conditions support such increases. Our weighted average tuition rate on aweekly basis was as
follows:

Fiscal Year 2002 $137.72
Fiscal Year 2001 $129.34
Fiscal Year 2000 $120.75

Seasonality

New enrollments are generally highest during the traditional fall *back to school” period and after
the calendar year-end holidays. Enrollment generally decreases 5% to 10% during the summer months
and calendar year-end holidays.

Site Selection for New Centers

We seek to identify attractive new sites for our centersin large, metropolitan markets and smaller,
growth markets that meet our operating and financial goals. We look for sites where we believe the
market for our services will support tuition rates higher than our current average rates. Our real estate
department performs comprehensive studies of geographic markets to determine potentia areas for new
center development. These studiesinclude analysis of land prices, development costs, competitors, tuition
pricing and demographic data such as population, age, household income and employment levels. In
addition, we review state and local laws, including zoning requirements, development regulations and
child care licensing regulations to determine the timing and probability of receiving the necessary
approvalsto construct and operate a new center.



We target sites that offer convenience for our customers, are located in appealing markets and
provide opportunities for drive-by interest. We make specific site location decisions for new centers
based upon a detailed site analysis that includes feasibility and demographic studies, aswell as
comprehensive financial modeling. Within a prospective area, we often analyze several aternative sites.
Each potential site is evaluated against our standards for location, convenience, visibility, traffic patterns,
size, layout, affordability and functionality, as well as potential competition.

Our real estate and development staff work closely with our operations, purchasing, human
resources and marketing personnel to streamline the new center opening process. We believe this results
in amore efficient transition of new centers from the construction phase to field operation.

Our Real Estate Asset Management Program

At August 23, 2002, we owned 764, or 61%, of our 1,261 centers. Those owned centers have an
approximate net book value of $544.5 million, which includes land, building and equipment costs.

During the fourth quarter of fiscal year 2002, we began marketing efforts to sell centersto
individual real estate investors and then lease them back. The Board of Directors has authorized sales of
up to $150.0 million, which we expect will represent 65 to 75 centers. The resulting leases are expected
to be classified as operating leases. We would continue to manage the operations of any centersthat are
sold in such transactions. By August 23, 2002, we had completed sales totaling $15.9 million and were in
the process of negotiating another $55.0 million of sales. We expect this effort to continue into fiscal year
2004, assuming the market for such transactions remains favorable.

During fiscal years 2001 and 2000, we used a synthetic lease facility to construct 44 centers. The
related leases are classified as operating leases for financial reporting purposes. See “Liquidity and
Capital Resources.”

We routinely analyze the profitability of our existing centers through a detailed evaluation that
considers leased versus owned status, lease options, operating history, premises expense, capital
regquirements, area demographics, competition and site assessment. Through this evaluation process, our
asset management staff formulates a plan for the property reflecting our strategic direction and marketing
objectives. If a center continues to underperform, exit strategies are employed in an attempt to minimize
our financial liability. We make an effort to time center closures to minimize the negative impact on
affected families. During fiscal year 2002, we closed 13 centers. From the end of fiscal year 2002 to
August 23, 2002, nine centers were closed.

Our asset management department also manages the disposition of all surplusreal estate owned
or leased by us. These real estate assets include undevel oped sites, unoccupied buildings and closed
centers. We disposed of seven surplus propertiesin fiscal year 2002. From the end of fiscal year 2002 to
August 23, 2002, two surplus properties were sold. We were in the process of marketing an additional six
surplus properties at August 23, 2002.

Employees

At August 23, 2002, we employed approximately 27,000 people. Of these employees, over
26,000 were employed in our centers. Center employees include the following:

center directors,

assistant directors,



regular full- and part-time teachers,

temporary and substitute teachers

teachers' aides, and

non-teaching staff, including cooks and van drivers.

There are approximately 310 employees in the corporate headquarters and 330 field management
and support personnel. Approximately 6.6% of our 27,000 employees, including al management and
supervisory personnel, are salaried. All other employees are paid on an hourly basis. We do not have an
agreement with any labor union and believe that we have good relations with our employees.

Human Resources

Regional and Center Personnel. At August 23, 2002, our KinderCare centers were organized
into three geographic regions, each headed by a Region Vice President. The Region Vice Presidents are
supported by atotal of six region manager and 81 area manager positions. The six region manager
positions are responsible for supervising operationsin our most important geographic markets. At
August 23, 2002, our Mulberry centers were supervised by a Vice President of Operations and nine region
director positions. Region management also includes controllers, human resource managers and
accreditation managers assigned to each region.

Individual centers are managed by a center director and, in most cases, an assistant director. All
center directors participate in periodic training programs or meetings and must be familiar with applicable
state and local licensing regulations. During fiscal year 2002, we conducted a center director retention
survey. We believe the results of the survey reflect overall center director satisfaction. Asaresult of the
survey, we revised the center director bonus plan in fiscal year 2003 to increase the focus on customer
retention and new enrollments. We continue to use the results to construct initiatives to increase our
support of the center directors, aswell asimprove business performance.

Due to high employee turnover rates in the child care segment of the education industry in
general, we emphasize recruiting and retaining qualified personnel. The turnover of personnel
experienced by us and other providersin our industry resultsin part from the fact that a significant portion
of our employees earn entry-level wages and are part-time employees.

Training Programs. All center teachers and other non-management staff are required to attend an
initial half-day training session prior to being assigned full duties and to complete a six week on-the-job
basic training program. Our basic orientation and staff training program is delivered via avideo series.
Additionally, we have developed and implemented training programs to certify personnel as teachers of
various age groups in accordance with our internal standards and in connection with our age-specific
educational programs. We offer ongoing sales and service training to center directors and area managers
that focuses on enrollment and retention of families, training on delivery of our educational programs,
health and safety related training. Center staff also participate in ongoing in-service training as required
by state licensing authorities, most of which is focused on education and child health and safety related
issues.

Empl oyee Benefits. The corporate human resources department monitors salaries and benefits for
competitiveness. Infiscal year 2002, the processing of benefits was automated company-wide.
Employees can enroll, make changes and disenroll from all benefit plans via their computers or
telephones.
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Communication and Information Systems

We have afully automated information, communication and financial reporting system for our
centers. This system uses personal computers and links every center and regional office to the corporate
headquarters. The system is designed to provide timely information on items such as net revenues,
expenses, enrollments, attendance, payroll and staff hours. In fiscal year 2002, we implemented a web-
based purchase order system for our centersthat isintegrated into our financial systems.

Our nationwide network includes the internet and company-wide intranet and email applications.
Through the use of Netscape Navigator® software, our intranet allows center directors to have immediate
access to corporate information and provides center directors with the ability to distribute reports, update
databases and revise center listings on adaily basis. We regularly seek new uses for our intranet as a tool
to communicate with our centers. For example, in fiscal year 2002, we implemented a center visitation
program. The program provides an automated way to communicate information to the corporate
headquarters and for management to assess quality and identify best practices.

Competition in the Child Care Segment of the Education Industry

The child care segment of the education industry is competitive and highly fragmented, with the
most important competitive factors generally based upon reputation, location and price. Our competition
consists principally of the following:

other for-profit, center-based child care providers;

preschool, kindergarten and before- and after-school programs provided by public
schools;

local nursery schools and child care centers, including church-affiliated and other non-
profit centers,

providers of child care services that operate out of homes; and

substitutes for organized child care, such asrelatives, nannies and one parent caring full-
timefor achild.

Our competition includes other large, national, for-profit companies providing child care and
education services, many of which offer child care at alower price than we do. These other for-profit
providers continue to expand in many of the same markets where we currently operate or plan to operate.
We compete by offering (a) high quality education and recreational programs, (b) contemporary, well-
equipped facilities, (c) trained teachers and supervisory personnel and (d) arange of services, including
infant and toddler care, drop-in service and the transportation of older children enrolled in our before- and
after-school program between our centers and schools.

In some markets, we also face competition with respect to preschool services and before- and
after-school programs from public schools that offer such services at little or no cost to parents. The
number of school districts offering these servicesis growing and we expect this form of competition to
increase in the future.

Local nursery schools, child care centers and in-home providers generally charge less for their
services than we do. Many church-affiliated and other non-profit child care centers have lower operating
expenses than we do and may receive donations and/or other funding to subsidize operating expenses.
Consequently, operators of such centers often charge tuition rates that are less than our rates. In addition,
fees for home-based care are normally substantially lower than fees for center-based care because
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providers of home care are not always required to satisfy the same health, safety, insurance or operational
regulations as our centers.

Our employer-sponsored centers compete with center-based child care chains, some of which
have divisions that compete for employer-sponsorship opportunities, and with other organizations that
focus exclusively on the work-site segment of the child care market.

Insurance

Our insurance program currently includes the following types of policies: workers' compensation,
comprehensive general liability, automobile liability, property, excess “umbrella’ liability, directors’ and
officers’ liability and employment practicesliability. These policies provide for avariety of coverages,
are subject to various limits, and include substantial deductibles or self-insured retentions. Special
insurance is sometimes obtained with respect to specific hazards, if deemed appropriate and available at
reasonable cost.

Claimsin excess of, or not included within, our coverage may be asserted. The effects of these
claims could have an adverse effect on us. We expect our insurance costs to continue to increasein fiscal
year 2003, due partially to higher premiums. See“ltem 8. Financial Statements and Supplementary Data,
Note 1. Summary of Significant Accounting Policies, Self-Insurance Programs.” At August 23, 2002,
approximately $23.5 million of letters of credit were outstanding to secure obligations under retrospective
and self-insurance programs.

Governmental Laws and Regulations Affecting Us

Center Licensing Requirements. Our centers are subject to numerous state and local regulations
and licensing requirements. We have policies and proceduresin place to assist in complying with such
regulations and requirements. Although these regulations vary from jurisdiction to jurisdiction,
government agencies generally review the fitness and adequacy of buildings and equipment, the ratio of
staff personnel to enrolled children, staff training, record keeping, childrens dietary program, the daily
curriculum and compliance with health and safety standards. In most jurisdictions, these agencies conduct
scheduled and unscheduled inspections of the centers and licenses must be renewed periodically. Most
jurisdictions establish requirements for background checks or other clearance procedures for new
employees of child care centers. Repeated failures of a center to comply with applicable regulations can
subject it to sanctions, which might include probation or, in more serious cases, suspension or revocation
of the center’ slicense to operate and could also lead to sanctions against our other centerslocated in the
same jurisdiction. In addition, this type of action could lead to negative publicity extending beyond that
jurisdiction.

We believe that our operations are in substantial compliance with all material regulations
applicable to our business. However, there is no assurance that a licensing authority will not determine a
particular center to be in violation of applicable regulations and take action against that center and
possibly other centersin the same jurisdiction. In addition, there may be unforeseen changesin
regulations and licensing requirements, such as changesin the required ratio of child center staff
personnel to enrolled children, that could have a material adverse effect on our operations. States in which
we operate routinely review the adequacy of regulatory and licensing requirements and implement
changes which may significantly increase our coststo operate in those states.

Child Care Tax Incentives. Tax incentives for child care programs can potentially benefit us.

Section 21 of the Internal Revenue Code of 1986, referred to as the Code, provides afederal income tax
credit ranging from 20% to 30% of specified child care expenses. For eligible taxpayers with one child, a
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credit can be claimed on a maximum of $2,400 of eligible expenses. For eligible taxpayers with two or
more children, a credit can be claimed on a maximum of $4,800 of eligible expenses. The maximum
credit rises to 35% and the maximum eligible expenses increase to $3,000 for one child and $6,000 for
two or more children in 2003. The fees paid to us by digible taxpayers for child care services qualify for
these tax credits, subject to the limitations of Section 21 of the Code. However, these tax incentives are
subject to change.

The Economic Growth and Tax Relief Reconciliation Act of 2001 created new Code Section 45F.
This section provides incentives to employers to offset costs related to employer-provided child care
facilities. Costs related to (a) acquiring or constructing property used as aqualified child care center,
(b) operating an existing child care center, or (c) contracting with an independent child care operator to
care for the children of the taxpayer’s employees will qualify for the credit. An additional credit of 10%
of qualified expenses for child care resource and referral services has aso been enacted. The maximum
credit available, beginning in 2002, for any taxpayer is $150,000 per tax year.

Many states offer tax credits in addition to the federal credits discussed above. Credit programs
vary by state and may apply to both the individual taxpayer and the employer.

Child Care Assistance Programs. During fiscal year 2002, approximately 22.0% of our net
revenues were generated from federal and state child care assistance programs, primarily the Child Care
and Development Block Grant and At-Risk Programs. These programs are designed to assist low-income
families with child care expenses and are administered through various state agencies. Although
additional funding for child care may be available for low income families as part of welfare reform and
the reauthorization of the Block Grant, there is no assurance that we will benefit from any such additional
funding.

Americans with Disabilities Act. The federal Americans with Disabilities Act, referred to asthe
ADA, and similar state laws prohibit discrimination on the basis of disability in public accommodations
and employment. Compliance with the ADA requires that public accommodations reasonably
accommodate individuals with disabilities and that new construction or alterations made to commercial
facilities conform to accessibility guidelines unless structurally impracticable for new construction or
technically infeasible for alterations. Non-compliance with the ADA could result in the imposition of
injunctive relief, fines, an award of damages to private litigants and additional capital expendituresto
remedy such noncompliance. We have not experienced any material adverse impact as aresult of these
laws.

Federal Transportation Regulations. In August and September of 1998, the National Highway
Transportation Safety Administration, referred to as NHTSA, issued interpretive |etters that appear to
modify itsinterpretation of regulations governing the sale by automobile dealers of vehicles intended to
be used for the transportation of children to and from school by child care providers. These letters
indicate that dealers may no longer sell 15-passenger vans for this use, and that any vehicle designed to
transport eleven persons or more must meet federal school bus standards if it is likely to be used
significantly to transport children to and from school or school-related events. These interpretations have
affected the type of vehicle that may be purchased by us for use in transporting children between schools
and our centers. NHTSA’ sinterpretation and potential related changesin state and federal transportation
regulations have increased our costs to transport children because school buses are more expensive to
purchase and maintain and, in some jurisdictions, require drivers with commercial licenses.

At August 23, 2002, we had 1,070 school buses out of atotal of 2,381 vehicles used to transport
children. We have ordered approximately 70 additional school buses, which are expected to be delivered
during fiscal year 2003.
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Trademarks and Service Marks

We own and use various registered and unregistered trademarks and service marks covering the
name KinderCare, our schoolhouse logo and a number of other names, slogans and designs, including

Helping America s Busiest Families™ - Let'sMove, Let's Play®

| Think. | Can.™ - Mulberry Child Care Centers, Inc.®

Kindergarten at KinderCare ... Journey - Mulberry Child Care and Preschool®
to Discovery® - My Window On The World®

KC Imagination Highway® - Razzmatazz®

Keystone National High School ™ - SmalTak®

Kid's Choice™ . Summer Explorations™

KinderCare At Work® - The Whole Child is the Whole |dea™

KinderCare Connections™ - Welcome To Learning®

Lakemont Academy™ - Your Child sFirst Classroom®

A federd registration in the United Statesis effective for ten years and may be renewed for ten-
year periods perpetualy, subject only to required filings based on continued use of the mark by the
registrant. A federa registration provides the presumption of ownership of the mark by the registrant and
notice of its exclusive right to use such mark throughout the United States in connection with the goods or
services specified in the registration. In addition, we have registered various trademarks and service
marks in other countries, including Canada, Germany, Japan, the People’s Republic of Chinaand the
United Kingdom. However, many of these foreign countries require us to use the marks locally to
preserve our registration rights and, because we have not conducted business in foreign countries other
than the United Kingdom, we may not be able to maintain our registration rightsin all other foreign
countries. We believe that our name and logo are important to our operations. We intend to maintain and
renew our trademark and service mark registrations in the United States and the United Kingdom.
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ITEM 2. PROPERTIES
Early Childhood Education and Care Centers

Of our child care centersin operation at August 23, 2002, we owned 764, |eased 492 and operated
five under management contracts. We own or lease other centersthat have not yet been opened or are
being held for disposition. In addition, we own real property held for the future development of centers.

The community and employer-sponsored centers we operated at August 23, 2002 were located as
follows:

Community Employer-Sponsor ed
L ocation Centers Centers Total
United States:
Alabama 9 -- 9
Arizona 19 2 21
Arkansas 3 -- 3
Cdifornia 136 1 137
Colorado 35 -- 35
Connecticut 16 2 18
Delaware 5 -- 5
Florida 66 7 73
Georgia 31 -- 31
Illinois 94 1 95
Indiana 25 1 26
lowa 8 3 11
Kansas 16 -- 16
Kentucky 13 1 14
Louisiana 9 2 11
Maryland 25 1 26
M assachusetts 46 1 47
Michigan 31 2 33
Minnesota 38 -- 38
Mississippi 4 -- 4
Missouri 35 -- 35
Nebraska 10 1 11
Nevada 10 -- 10
New Hampshire 4 -- 4
New Jersey 47 4 51
New Mexico 7 -- 7
New York 7 2 9
North Carolina 33 -- 33
Ohio 77 4 81
Oklahoma 6 -- 6
Oregon 16 4 20
Pennsylvania 65 1 66
Rhode Island -- 1 1
Tennessee 21 2 23
Texas 105 1 106
Utah 6 1 7
Virginia 54 -- 54
Washington 56 1 57
Wisconsin 24 1 25
United Kingdom 2 -- 2
1,214 47 1,261
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Our typical community center is aone-story, air-conditioned building constructed based on our
design and located on approximately one acre of land. Larger capacity centers are situated on parcels
ranging from one to four acres of land. The community centers contain classrooms, play areas and
complete kitchen and bathroom facilities. The centers can accommodate from 70 to 270 children, with
most centers able to accommodate 95 to 190 children. Over the past few years, we have opened
community centersthat are larger in size with a capacity ranging from 135 to 220 children. New
prototype community centers accommodate approximately 180 children, depending on site and location.
Each center is equipped with avariety of audio and visual aids, educational supplies, games, puzzles, toys
and outdoor play equipment. Centers also have vehicles used for field trips and transporting children
enrolled in our before- and after-school program. All community centers are equipped with computers for
children’s educational programs.

KinderCare At Work® provides employer-sponsored child care programsindividualized for each
such sponsor. Facilities are on or near the employer’s site and range in capacity from 75 to 250 children.

Center Maintenance Program

We use a centralized maintenance program to ensure consi stent high-quality maintenance of our
facilities located across the country. Each of our maintenance technicians has a van stocked with spare
parts and handles emergency, routine and preventative maintenance functions through an automated work
order system. Technicians are notified and track all work orders via palm top computers. At August 23,
2002, specific geographic areas were supervised by two regional directors and 13 facility managers, each
of whom manages between six and ten technicians.

Center Renovation Program

We have continued a renovation program, which includes interior and playground renovations
and signage replacements, to ensure that all of our centers meet specified standards that we establish. We
believe that our properties are in good condition and are adequate to meet our current and reasonably
anticipated future needs.

Environmental Compliance

We are not aware of any existing environmental conditions that currently or in the future could
reasonably be expected to have a material adverse effect on our financia position, operating results or
cash flows. We have not incurred material expenditures to address environmental conditions at any
owned or leased property. Approximately ten years ago, we established a process of obtaining
environmental assessment reports to reduce the likelihood of incurring liabilities under applicable federal,
state and local environmental laws upon acquisition or lease of prospective new centers or sites. These
assessment reports have not revealed any environmental liability that we believe would have a materia
adverse effect on us. Nevertheless, it is possible that these assessment reports do not or will not reveal all
environmental liabilities and it is also possible that sites acquired prior to the establishment of our current
process have environmental liabilities. Additionally, from time to time, we have conducted additional
limited environmental investigations and remedial activities at some of our former and current centers.
However, we have not undertaken an in-depth environmental review of all of our owned and leased
centers. Consequently, there may be material environmental liabilities of which we are unaware.

In addition, no assurances can be given that: future laws, ordinances or regulations will not
impose any material environmental liability; the current environmental condition of our owned or |eased
centers will not be adversely affected by conditions at locations in the vicinity of our centers (such asthe
presence of |eaking underground storage tanks) or by third parties unrelated to us; or, on sites we lease to
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others, the tenants will not violate their leases by introducing hazardous or toxic substances into our
owned or leased centers that could expose us to liability under federal, state, or local environmental laws.

Corporate Headquarters

Our corporate officeis located in Portland, Oregon. We entered into aten year |ease of
approximately 73,000 square feet of office space, commencing on November 17, 1997. The lease calls for
annual rental payments of $22.50 per square foot for the first five years of the lease term and $26.50 for
the final five years, with one five-year extension option at market rent. On July 15, 2000, we signed an
amendment to our lease to add 5,000 sguare feet to our corporate office spacein July 2000 and an
additional 2,300 square feet in July 2001. Rent for the additional spaceis calculated at $23.00 per square
foot for the remainder of the first five years of the lease and will increase to $26.50 per square foot for the
second five years of the lease term.

ITEM 3. LEGAL PROCEEDINGS

We do not believe that there are any pending or threatened legal proceedings that, if adversely
determined, would have a material adverse effect on our business or operations. However, we are subject
to claims and litigation arising in the ordinary course of business, including claims and litigation
involving allegations of physical or sexual abuse of children. We have notice of such allegations that have
not yet resulted in claims or litigation. Although we cannot be assured of the ultimate outcome of the
alegations, claims or lawsuits of which we are aware, we believe that none of these allegations, claims or
lawsuits, either individually or in the aggregate, will have a material adverse effect on our financial
position, operating results or cash flows. In addition, we cannot predict the negative impact of publicity
that may be associated with any such allegation, claim or lawsuit.

ITEM 4. Submission of Matters to a Vote of Security Holders

None.
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PART Il

ITEM 5. MARKET FOR THE REGISTRANT'S COMMON EQUITY AND
RELATED STOCK HOLDER MATTERS

Stock Split

On July 15, 2002, the Board of Directors authorized a 2-for-1 stock split of our common stock
and an increase of the authorized common shares to 10.0 million shares. The 2-for-1 stock split was
effective August 19, 2002 for stockholders of record on August 9, 2002. All of the information in this
report, including all references to the number or price of shares of common stock, gives effect to the stock
split. Theinformation in thisreport also gives effect to adjustments in the number of shares available, the
number of shares subject to options granted and the exercise price of those options under our stock option
plan, in each case, to reflect the stock split.

Market Information

In February 1997, affiliates of Kohlberg Kravis Roberts & Co., referred to as KKR, became
owners of 15.7 million shares of our common stock in arecapitalization transaction. Since then, our
common stock has been traded in the over-the-counter market in the “pink sheets’ published by the
National Quotation Bureau. It islisted on the OTC Bulletin Board under the symbol “KDCR.”

The market for our common stock must be characterized as very limited due to the very low
trading volume, the small number of brokerage firms acting as market makers and the sporadic nature of
the trading activity. The average weekly trading volume during fiscal year 2002 was less than 1,000
shares. The following table sets forth, for the periods indicated, information with respect to the high and
low bid quotations for our common stock as reported by a market maker for our common stock. The
guotations represent inter-dealer quotations without retail markups, markdowns or commissions and may
not represent actual transactions.

Common Stock

High Bid Low Bid

Fiscal year ended May 31, 2002:

First quarter $ 13.00 $ 1275

Second quarter 15.00 12.75

Third quarter 15.00 8.00

Fourth quarter 11.50 8.50
Fiscal year ended June 1, 2001:

First quarter $ 12.00 $ 11.00

Second quarter 11.06 10.50

Third quarter 11.00 11.00

Fourth quarter 12.88 9.75

See“Item 12. Security Ownership of Certain Beneficial Owners and Management and Related
Stockholder Matters, Securities Authorized for Issuance under Equity Compensation Plans.”

Approximate Number of Security Holders

At August 23, 2002, there were 134 holders of record of our common stock.
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Dividend Policy

During the past three fiscal years, we have not declared or paid any cash dividends or
distributions on our capital stock. We do not intend to pay any cash dividends for the foreseeable future.
We intend to retain earnings, if any, for the future operation and expansion of our business. Any
determination to pay dividends in the future will be at the discretion of our Board of Directors and will be
dependent upon our results of operations, financial condition, contractual restrictions, restrictions imposed
by applicable law and other factors deemed relevant by our Board of Directors. Further, our credit
facilities and the indenture governing our senior subordinated notes currently contain limitations on our
ability to declare or pay cash dividends on our common stock. Future indebtedness or loan arrangements
incurred by us may also prohibit or restrict our ability to pay dividends and make distributions to our
stockholders.
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ITEM 6. SELECTED HISTORICAL CONSOLIDATED FINANCIAL AND OTHER DATA
The following table sets forth selected historical consolidated financial and other data, with

dollarsin thousands, except per share amounts and child care center data. Our fiscal year ends on the
Friday closest to May 31. Thefiscal yearsaretypicaly comprised of 52 weeks. However, fiscal year
2000 included 53 weeks. See “Item 7. Management’s Discussion and Analysis of Financial Condition
and Results of Operations’ and “Item 8. Financial Statements and Supplementary Data’ included

elsewhere in this report.

Fiscal Year Ended (a)

May 31, Junel, June 2, 2000 May 28, May 29,
2002 2001 (53 Weeks) 1999 1998
Statement of Operations Data:
REVENUES, NEL......c.oviiiirieiec e $ 829434 $ 743397 $ 696,846 $ 632985 $ 597,070
Operating expenses, exclusive of restructuring and
other charges, NEt..........ccveeevecicenncnseees 756,307 668,532 619,756 565,238 546,376
Restructuring and other charges, net (b).............. -- (100) -- 4,157 5,201
Total operating EXPeNSES.......ccovvevereerereenerens 756,307 668,432 619,756 569,395 551,577
Operating iNCoOME .....ccveveeeeeieese e 73,127 74,965 77,090 63,590 45,493
INVESIMENt iINCOME.......oceuevveireriieieeriee e 560 582 386 490 612
INterest EXPENSE......cvvvveeeereerereenesieeeeeees (44,078) (48,820) (45,375) (41,843) (40,677)
Loss on minority investment (2,265) - -- - -
Income before income taxes and cumulative
effect of a change in accounting principle.. 27,344 26,727 32,101 22,237 5,428
INCOME tax EXPENSE ......coveriireeie e 10,801 10,266 12,138 8,711 2,002
Income before cumulative effect of a changein
accounting PrinCiple .......ccovverereeeneecreenens 16,543 16,461 19,963 13,526 3,426
Cumulative effect of a change in accounting
principle, net of income taxes (C).........cccueu..... -- (790) -- - -
NELINCOME ... $ 16,543 $ 15671 $ 19963 $ 13526 $ 3,426
Net income per share (d):
Basic income before cumulative effect of achange
in accounting PrinCiple .....ccocoeeeeeveeeecevevenenas $ 083 $ 086 $ 105 $ 071 $ 0.18
Cumulative effect of a change in accounting
PrinCiple, NEL......ccvveieeceece e -- (0.04) -- - -
NEL INCOME .....vvivevereieie e $ 083 $ 082 $ 105 $ 071 $ 0.18
Diluted income before cumulative effect of a
change in accounting principle............ccccueve... $ 082 $ 08 $ 104 $ 070 $ 0.18
Cumulative effect of achange in accounting
PrinCiple, NEL......cooieeeeeee e -- (0.04) -- - -
NEL INCOME ....vcveverereiie e $ 082 $ 081 $ 104 $ 070 $ 0.18
Balance Sheet Data (at end of period):
Property and equipment, Net...........cccccevererennene. $ 702160 $ 666,227 $ 613,206 $ 566,365 $ 508,113
TOtal @SSELS....viveireeeie e 844,185 805,367 695,570 638,797 591,539
Total long-term obligations, including current
004 11 o ISR 549,240 540,602 475,175 441,371 415,368
Stockholders’ equity .......coeeveerrernenrcesee 123,269 106,731 76,673 51,790 31,900
Other Financial Data:
EBITDAR (€) ...ecveeiueirieienieereeienesiee s $ 181540 $ 160,737 $ 147,081 $ 134,667 $ 121,232
EBITDAR Margin ..ccovveeeereeeieeieneseeseeesieeseeeens 21.9% 21.6% 21.1% 21.3% 20.3%
EBITDA () .eveeeveerieereeesieeseeieneseeeseeneseeseseneens 132,420 121,497 117,132 105,131 93,247
EBITDA margin 16.0% 16.3% 16.8% 16.6% 15.6%
Cash flows from operations...........c.cceoevererenenns 87,466 69,671 61,197 61,810 56,577
Depreciation and amortization..............cccceeeeneee. 59,293 46,632 40,042 37,384 42,553
Capital expenditures.........ccceevereennenereenenenns 95,843 94,269 82,473 92,139 84,954
Child Care Center Data:
Number of centers at end of fiscal year .............. 1,264 1,242 1,169 1,160 1,147
Center licensed capacity at end of fiscal year..... 166,000 162,000 150,000 146,000 143,000
OccuPANCY (F) ceveveereeerieerieere e 65.6% 68.3% 69.8% 69.9% 70.6%
Average tuition rate (g).......ccceevvereeereereereresrennnns $ 13772 $ 12934 % 12075 $ 11345 $ 106.81

See accompanying notes to selected historical consolidated financial and other data.
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(b)

(©)

(d)

()

(f)

Notes to Selected Historical Consolidated Financial and Other Data

Our fiscal year ends on the Friday closest to May 31. Typically, the fiscal years are comprised of 52
weeks. Fiscal year 2000, however, included 53 weeks.

Restructuring and other charges, net, included the following, with dollars in thousands:

Fiscal Year Ended

May 31, Junel, June 2, 2000 May 28, May 29,
2002 2001 (53 Weeks) 1999 1998
Restructuring charges, net ............ $ - $ (100) $ - $ 3561 $ 5697
Offering CoOStS .....oovrerenerinienens -- -- -- 596 --
Gain on litigation settlement......... -- -- -- -- (496)
$ - $ (100) $ - $ 4157 $ 5201

Infiscal year 2001, we adopted Securities and Exchange Commission Staff Accounting Bulletin
(“SAB”) No. 101, Revenue Recognition in Financial Satements, the impact of which was recorded
as acumulative effect of a change in accounting principle.

The per share amounts have been adjusted to reflect the 2-for-1 stock split, which was effective
August 19, 2002.

EBITDAR and EBITDA were calculated as follows, with dollars in thousands:
Fiscal Year Ended
May 31, Junel, June 2, 2000 May 28, May 29,
2002 2001 (53 Weeks) 1999 1998
NEL INCOME. ....covieeeiriireeieriereee s $ 16543 $ 15671 $ 19963 $ 13526 $ 3,426
Interest expense, Net .......cccevevveveereenen. 43,518 48,238 44,989 41,353 40,065
INCOME tAXES......eeeirerre e 10,801 10,266 12,138 8,711 2,002
Depreciation and amortization............... 59,293 46,632 40,042 37,384 42,553
Restructuring and other charges, net ..... -- (100) -- 4,157 5,201
Loss on minority investment ................. 2,265 -- -- -- --
Cumulative effect of achangein
accounting principle........cccoceeeeene. -- 790 -- -- --
EBITDA ..o 132,420 121,497 117,132 105,131 93,247
REN...ciciceeece e 49,120 39,240 29,949 29,536 27,985
EBITDAR ..o $ 181,540 $ 160,737 $ 147,081 $ 134,667 $ 121,232

EBITDAR and EBITDA are not intended to indicate that cash flow is sufficient to fund all of our
cash needs or represent cash flow from operations as defined by accounting principles generally
accepted in the United States of America. In addition, EBITDAR and EBITDA should not be used as
atool for comparison as the computation may not be the same for all companies.

Occupancy is ameasure of the utilization of center capacity. We calculate occupancy as the full-
time equivalent, or FTE, attendance at all of the centers divided by the sum of the centers’ licensed
capacity. FTE attendanceisnot a strict head count. Rather, the methodology determines an
approximate number of full-time children based on weighted averages. For example, an enrolled
full-time child equates to one FTE, while a part-time child enrolled for five half-days equatesto 0.5
FTE. The FTE measurement of center capacity utilization does not necessarily reflect the actual
number of full- and part-time children enrolled.
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(g) Wecaculate the average tuition rate as net revenues, exclusive of fees and non-tuition income,
divided by FTE attendance for the related time period. The average tuition rate represents the
approximate weighted average tuition rate at all of the centers paid by parents for children to attend
the centers five full days during aweek. However, the occupancy mix between full- and part-time
children at each center can significantly affect these averages with respect to any specific center.

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

Introduction

The following discussion should be read in conjunction with the consolidated financia statements
and the related notes included elsewherein thisreport. Our fiscal year ends on the Friday closest to
May 31. Theinformation presented refers to the 52 weeks ended May 31, 2002 as “fiscal 2002,” the 52
weeks ended June 1, 2001 as “fiscal 2001,” and the 53 weeks ended June 2, 2000 as “fiscal 2000.”
Typically, our first fiscal quarter has 16 weeks and the remaining quarters each have 12 weeks. However,
the fourth quarter of fiscal 2000 included 13 weeks.

A center isincluded in comparable center net revenues when it has been open and operated by us
at least one year and it has not been rebuilt or permanently relocated within that year. Therefore, a center
is considered comparable during the first quarter it has prior year net revenues. Non-comparable centers
include those that have been closed during the past year.

Fiscal 2002 compared to Fiscal 2001

The following table shows the comparative operating results of KinderCare, with dollarsin
thousands, except rate:

Change
Fiscal Year Per cent Fiscal Year Per cent Amount
Ended of Ended of Increase/
May 31,2002 Revenues Junel,2001 Revenues (Decrease)
Revenues, net.........ccoovvevvenencnieeen. $ 829,434 100.0% $ 743,397 100.0% $ 86,037
Operating expenses:
Salaries, wages and benefits:
Center expense ......cccecvevveveenenens 428,848 51.7 379,352 51.0 49,496
Region and corporate expense... 31,943 3.9 28,638 3.9 3,305
Total salaries, wages and
benefits......coovvvrineciee 460,791 55.6 407,990 54.9 52,801
Depreciation and amortization...... 59,293 7.1 46,632 6.3 12,661
RENt ...t 49,120 5.9 39,240 5.2 9,880
(@111 SRR 187,103 22.6 174,670 235 12,433
Restructuring charges (reversals) .. -- -- (100) 0.0 100
Total operating expenses........... 756,307 91.2 668,432 89.9 87,875
Operating income................... $ 73,127 8.8% $ 74,965 101% $  (1,838)
OCCUPANCY ...veenvereeerreesreeeeeeseeseeseens 65.6% 68.3% (2.7)%
Average tuition rate...........ccceveueneen. $ 137.72 $ 129.34 $ 8.38

Revenues, net. Net revenues increased $86.0 million, or 11.6%, from the same period last year to
$829.4 million in fiscal 2002. The increase was primarily due to the acquisition of the Mulberry centers
in the fourth quarter of fiscal 2001 and the additional net revenues generated by the newly opened centers.

22



Comparable center net revenues increased $6.1 million, or 0.8%. During fiscal 2002 and 2001, we
opened, acquired and closed centers as follows:

Fiscal Year Ended

May 31, 2002 June 1, 2001
Number of centers at the beginning of the fiscal year.... 1,242 1,169
OPENINGS ..ottt 35 44
ACQUISITIONS......ecuierieiesie et ceereee et -- 75
ClOSUIES.....cveeeceeceeeece et et neens (13) (46)
Number of centers at the end of the fiscal year.......... 1,264 1,242

The average tuition rate increased $8.38, or 6.5%, to $137.72 in fiscal 2002 due primarily to
tuition increases. Occupancy declined to 65.6% from 68.3% for the same period last year due to reduced
full-time equivalent attendance within the older center population. Total center licensed capacity was
166,000 and 162,000 at the end of fiscal 2002 and 2001, respectively. See“Item 6. Selected Historical
Consolidated Financial and Other Data, Notes (€) and (f)” for descriptions of average tuition rate and
occupancy.

Salaries, wages and benefits. Expenses for salaries, wages and benefits increased $52.8 million,
or 12.9%, from the same period last year to $460.8 million. Total salaries, wages and benefits expense as
a percentage of net revenues was 55.6% for fiscal 2002 compared to 54.9% for fiscal 2001.

The expense directly associated with the centers was $428.8 million, an increase of $49.5 million
from the same period last year. The increase was primarily due to costs from the acquired and newly
opened centers and overall higher wage rates. See “Inflation and Wage Increases.” At the center level,
salaries, wages and benefits expense as a percentage of net revenuesincreased to 51.7% from 51.0% for
the same period last year due primarily to higher medical insurance costs.

The expense related to region management and corporate administration was $31.9 million, an
increase of $3.3 million from the same period last year. The increase was primarily due to the addition of
the Mulberry region management during the fourth quarter of fiscal 2001. We also added six region
managers in fiscal 2002 to provide greater oversight to our most important geographic markets. See
“Item 1. Business, Human Resources.”

Depreciation and amortization. Depreciation and amortization expense increased $12.7 million
from the same period last year to $59.3 million. Depreciation increased due to the acquisition of the
Mulberry centers, increased capital spending, particularly for new center development, and a $3.6 million
asset impairment charge.

During the fourth quarter of fiscal 2002, 38 underperforming centers and certain undevel oped
properties were determined to be impaired, which resulted in an impairment charge of $3.6 million for the
fiscal year compared to $1.0 million last year. Underperforming centers are those with estimated future
cash flows less than the net book value of the center. We performed an undiscounted cash flow analysis
and determined that 38 centers were impaired primarily as aresult of occupancy declines at individual
centers.

Amortization of goodwill and other intangible assets increased $2.2 million as aresult of the

acquisition of Mulberry in the fourth quarter of fiscal 2001. See *Recently Issued Accounting
Pronouncements.”
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Rent. Rent expense increased $9.9 million from the same period last year to $49.1 million. The
increase was primarily due to the acquisition of the Mulberry leased centersin the fourth quarter of fiscal
2001 and rent from the synthetic lease facility used to finance new center construction during fiscal 2001
and 2000. See“Liquidity and Capital Resources.”

Therenta rates experienced on new and renewed center |eases are higher than those experienced
in previous fiscal periods. See*“ltem 2. Properties.”

Other operating expenses. Other operating expenses increased $12.4 million, or 7.1%, from the
same period last year, to $187.1 million. The increase was due primarily to additional center level costs
from the acquired and newly opened centers. Other operating expenses as a percentage of net revenues
declined to 22.6% from 23.5% for the same period last year as aresult of cost controls over variable
center level and corporate expenditures.

Other operating expenses include costs directly associated with the centers, such asfood,
insurance, transportation, janitorial, maintenance, utilities and marketing costs, and expenses related to
field management and corporate administration.

Operating income. Operating income was $73.1 million, a decrease of $1.8 million, or 2.5%,
from the same period last year. The decreased operating income was primarily due to the $3.6 million
impairment charge discussed above, higher insurance costs and rent expense. Operating income was
positively impacted by the control of variable center level and corporate expenditures. Operating income
as a percentage of net revenues was 8.8% compared to 10.1% for the same period last year.

Interest expense. Interest expense was $44.1 million compared to $48.8 million for the same
period last year. The decrease was substantially attributable to lower interest rates, offset partialy by
additional borrowings. Our weighted average interest rate on our long-term debt, including amortization
of deferred financing costs, was 7.8% and 9.7% for fiscal 2002 and fiscal 2001, respectively.

Loss on minority investment. During the fourth quarter of fiscal 2002, we wrote down the net
book value of a cost method investment. The write-down was due to a reduced valuation of the subject
company and dilution of our minority investment.

Income tax expense. Income tax expense was $10.8 million, or 39.5% of pretax income, in fiscal
2002 and $10.3 million, or 38.4% of pretax income, in fiscal 2001. Theincrease in the effective tax rate
was due to additional goodwill amortization, which is not deductible for tax purposes. Income tax
expense was computed by applying estimated effective income tax rates to the income before income
taxes. Income tax expense varies from the statutory federal income tax rate due primarily to state and
foreign income taxes, offset by tax credits.

Net income. Net income was $16.5 million, an increase of $0.9 million, or 5.6%, from the same
period last year. The increase was due to lower interest costs, offset partialy by the write-down in a
minority investment and a decline in operating income due primarily to the $3.6 million asset impairment
charge. Basic and diluted net income per share were $0.83 and $0.82, respectively, for fiscal 2002. For
fiscal 2001, basic and diluted net income per share before the cumulative effect of a change in accounting
principle were $0.86 and $0.85, respectively, and were $0.82 and $0.81, respectively, after such effect.

We implemented Securities and Exchange Commission SAB No. 101 with respect to non-

refundabl e fee revenuesin the first quarter of fiscal 2001. Thisresulted in a one-time charge of $0.8
million, net of taxes, which was recorded as a cumulative effect of achange in accounting principle.
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Fiscal 2001 (52 Weeks) compared to Fiscal 2000 (53 Weeks)

The following table shows the comparative operating results of KinderCare, with dollarsin
thousands, except rate:

Fiscal Year Fiscal Year Change
Ended Per cent Ended Per cent Amount
June 1, 2001 of June 2, 2000 of Increase/
(52 Weeks)  Revenues (53 Weeks) Revenues  (Decrease)
Revenues, Net........coeoeveveevenecnienens $ 743,397 100.0% $ 696,846 100.0% $ 46,551
Operating expenses:
Salaries, wages and benefits:
Center eXpense ......ccceevvvrereeeenenn. 379,352 51.0 356,828 51.2 22,524
Region and corporate expense..... 28,638 3.9 26,891 3.9 1,747
Total salaries, wages and
bENEfitS.....covevieeiceeee, 407,990 54.9 383,719 55.1 24,271
Depreciation and amortization........ 46,632 6.3 40,042 5.7 6,590
RENt ..o 39,240 5.2 29,949 4.3 9,291
(@111 SRS 174,670 235 166,046 23.8 8,624
Restructuring charges (reversals)..... (100) 0.0 -- -- (100)
Total operating expenses............. 668,432 89.9 619,756 88.9 48,676
Operating income..........cco...... $ 74,965 10.1% $ 77,090 11.1% $ (2,125)
OCCUPANCY.-..c..veeeeeniesieeieeeeie e 68.3% 69.8% (1.5)%
Averagetuition rate..........cccceevevnnen. $ 129.34 $ 120.75 $ 8.59

Revenues, net. Net revenues increased $46.6 million, or 6.7%, from the same period last year, to
$743.4 million in fiscal 2001 from fiscal 2000. After adjusting fiscal 2000 to a comparable 52-week
basis, net revenues would have increased $60.2 million, or 8.8%, in fiscal 2001. Comparable center net
revenues increased $26.2 million, or 4.0%, on an adjusted 52-week basis. During fiscal 2001 and 2000,
we opened, acquired and closed centers as follows:

Fiscal Year Ended
June 1, 2001 June 2, 2000

Number of centers at the beginning of the fiscal year.... 1,169 1,160
OPENINGS ..t see e e 44 35
ACQUISITIONS ...t 75 13
ClIOSUIES......eeeiierie sttt e (46) (39)
Number of centers at the end of the fiscal year ......... 1,242 1,169

The average tuition rate increased $8.59, or 7.1%, to $129.34 in fiscal 2001 from $120.75 due to
tuition increases and, to alesser degree, higher than average tuition rates experienced at newly opened
centers. Occupancy declined to 68.3% from 69.8% for the same period last year due to reduced full-time
equivalent attendance in some of the older centers and the impact of the new centers, which open with
lower occupancy than mature centers. Total licensed capacity was 162,000 and 150,000 at the end of
fiscal 2001 and 2000, respectively.

Salaries, wages and benefits. Expenses for salaries, wages and benefits increased $24.3 million,
or 6.3%, from the same period last year, to $408.0 million from fiscal 2000. Total salaries, wages and
benefits expense as a percentage of net revenues was 54.9% for fiscal 2001 and 55.1% for fiscal 2000.

The expense directly associated with the centers was $379.4 million, an increase of $22.5 million

from the same period last year. Theincrease in center related expenses was primarily attributable to
higher staff wage rates and additional hours related to newly opened centers. At the center level, salaries,
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wages and benefits expense as a percentage of net revenues declined slightly to 51.0% from 51.2% for the
same period last year.

The expense related to region management and corporate administration was $28.6 million, an
increase of $1.7 million, or 6.5%, from the same period last year.

Depreciation and amortization. Depreciation and amortization expense increased $6.6 million
from the same period last year to $46.6 million. The increase was due to higher renovation spending,
newly opened and acquired centers and additional goodwill amortization as a result of acquisitions.

Rent. Rent expense increased $9.3 million from the same period last year to $39.2 million. The
increase was primarily associated with the newly opened leased centers, many of which were financed by
the synthetic lease facility. The rental rates experienced on new and renewed center |eases are higher than
those experienced in previous fiscal years.

Other operating expenses. Other operating expenses increased $8.6 million, or 5.2%, from the
same period last year, to $174.7 million. The increase was due primarily to additional center level costs
from the newly opened centers. Other operating expenses as a percentage of net revenues declined to
23.5% from 23.8% for the same period | ast year.

Restructuring charges (reversals). During the fourth quarter of fiscal 1999, the Board of
Directors authorized a provision of $4.0 million for the planned early termination of certain center
operating leases. The provision included an estimate of discounted future lease payments and anticipated
incremental costs related to closure of the centers. A total of 61 underperforming leased centers were
closed: 36infiscal 2001 and 25 in fiscal 2000. We have paid or committed to pay $3.9 million of lease
termination and closure costs for such closed centers. During the fourth quarter of fiscal 2001, the
remaining reserve of $0.1 million was reversed.

Operating income. Operating income was $75.0 million, a decrease of $2.1 million, or 2.8%,
from the same period last year. After adjusting fiscal 2000 to a comparable 52-week basis, operating
income would have increased $0.6 million in fiscal 2001. Operating income as a percentage of net
revenues was 10.1% compared to 11.1% on a 53-week basisin fiscal 2000. Compared to fiscal 2000,
operating income was negatively impacted by the significant increase in rent expense of $9.3 million
primarily related to the synthetic lease facility used to finance new center construction. In addition, the
lower occupancy experienced in some of the older centers negatively impacted operating income, but was
partialy offset by improved labor margins and control of other operating expenses.

Interest expense. Interest expense was $48.8 million compared to $45.4 million for the same
period last year. The increase was substantially attributabl e to the additional borrowingsin order to fund
investments, acquisitions and capital expenditures, offset partially by lower interest rates. Our weighted
average interest rate on our long-term debt, including amortization of deferred financing costs, was 9.7%
and 10.2% for fiscal 2001 and 2000, respectively.

Income tax expense. Income tax expense was $10.3 million, or 38.4% of pre-tax income, in fiscal
2001, and $12.1 million, or 37.8% of pre-tax income, in fiscal 2000. Theincrease in the effective tax rate
was due to additional goodwill amortization, which is not deductible for tax purposes. Income tax
expense was computed by applying estimated effective income tax rates to income before income taxes.
Income tax expense varies from the statutory federal income tax rate due primarily to state and foreign
income taxes, offset by tax credits.
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Net income. Net income was $15.7 million compared to $20.0 million in fiscal 2000. The
decline was due to higher interest expense and the impact of the additional week of operationsin fiscal
2000. In addition, we implemented SAB No. 101 in fiscal 2001, which resulted in the one-time deferral
of $0.8 million of fee revenues, net of taxes, from the fourth quarter of the previousfiscal year. The one-
time deferral of $0.8 million was recorded as a cumulative effect of a change in accounting principle.

For fiscal 2001, basic and diluted net income per share before the cumulative effect of achangein
accounting principle were $0.86 and $0.85, respectively, and were $0.82 and $0.81, respectively, after
such effect. Basic and diluted net income per share were $1.05 and $1.04, respectively, for fiscal 2000.

Liquidity and Capital Resources

Our principal sources of liquidity are cash flow generated from operations and borrowings under
a$300.0 million revolving credit facility. At May 31, 2002, we had drawn $175.0 million under the
revolving credit facility, had committed to outstanding letters of credit totaling $28.5 million and had
funded $97.9 million under the synthetic lease facility discussed below. Our availability under the
revolving credit facility at May 31, 2002 was $96.5 million. The revolving credit facility is scheduled to
terminate on February 13, 2004.

Our consolidated net cash provided by operating activities for fiscal 2002 was $87.5 million
compared to $69.7 million in the same period last year. The increase in net cash flow was due to the
increase in earnings, see the calculation of EBITDAR below. Cash and cash equivalents totaled $8.6
million at May 31, 2002, compared to $3.7 million at June 1, 2001, and the ratio of current assetsto
current liabilities was 0.46 to one at May 31, 2002 versus 0.41 to one at June 1, 2001.

EBITDAR is earnings, adjusted for the cumulative effect of a change in accounting principle, loss
on minority investment and restructuring charges, before interest, taxes, depreciation, amortization and
rent. EBITDAR was calculated as follows, with dollars in thousands:

Fiscal Year Ended

June 2, 2000
May 31, 2002 June 1, 2001 (53 weeks)
NELINCOME.....ovveieieiceeerer e $ 16543  $ 15671 $ 19,963
Interest expense, Net.......cccevceeveeveeereennen, 43,518 48,238 44,989
INCOMe taX EXPENSE....ccevvveereereeerereeeeeees 10,801 10,266 12,138
Depreciation and amortization................ 59,293 46,632 40,042
Restructuring charge (reversas).............. -- (100) --
Loss on minority investment................... 2,265 -- --
Cumulative effect of achangein
accounting principle, net of tax.......... -- 790 --
EBITDA ...ooiiirneeire e 132,420 121,497 117,132
ReNnt eXpense.......cocoevrerereneienneneseeeees 49,120 39,240 29,949
EBITDAR....cooiitrerrerire e $ 181,540 $ 160,737 % 147,081
EBITDAR — percent of revenues........ 21.9% 21.6% 21.1%

During fiscal 2002, EBITDAR increased $20.8 million, or 12.9%, from fiscal 2001 due to the
addition of the Mulberry centers and the additional contribution from the newer centers. During fiscal
2001, EBITDAR increased $13.7 million, or 9.3%, from fiscal 2000. After adjusting fiscal 2000 to a
comparable 52-week basis, EBITDAR would have increased $16.3 million in fiscal 2001. The fiscal
2001 increase was due to improved labor margins and control of other operating expenses. EBITDAR is
not intended to indicate that cash flow is sufficient to fund all of our cash needs or represent cash flow
from operations as defined by accounting principles generally accepted in the United States of America.

27



In addition, EBITDAR should not be used as atool for comparison as the computation may not be the
same for all companies.

Our principal uses of liquidity are meeting debt service requirements, financing capital
expenditures and providing working capital. In 1997, we borrowed $50.0 million under aterm loan
facility and issued $300.0 million of 9.5% senior subordinated notes due 2009. The term loan facility will
mature on February 13, 2006 and provides for nominal annual amortization. During the second quarter of
fiscal 2000, we acquired $10.0 million aggregate principal amount of our 9.5% senior subordinated notes
at an aggregate price of $9.6 million. This transaction resulted in the write-off of deferred financing costs
of $0.3 million and again of approximately $0.1 million.

Infiscal 2001, our acquisition spending, including transaction fees, for Mulberry, NLKK, a
distance learning company, and two independently operated centers totaled $32.4 millionin cash. In
addition to the cash payments, we issued 860,000 shares of our common stock to the sellers of Mulberry
and assumed $3.3 million of debt. In August 2002, 119,838 of the 860,000 shares were returned to us,
which included 99,152 shares that were rel eased from an indemnity escrow and 20,686 shares that were
redeemed from certain former shareholders of Mulberry. In fiscal 2000, we paid $9.5 million for a
regional child care operator.

We made minority investments of $10.1 million in fiscal 2001 and $5.5 million in fiscal 2000 in
two education-based companies. During fiscal 2001, notes receivable of $4.8 million were issued to us
by one of the companies in which we hold aminority investment. During fiscal 2002, $2.2 million of
such notes were converted into additional stock of the subject company. During the fourth quarter of
fiscal 2002, we wrote down the net book value of a cost method minority investment by $2.3 million.

In fiscal 2000, we entered into a $100.0 million synthetic lease facility under which a syndicate of
lenders financed construction of 44 centers for lease to usfor athreeto five year period, which may be
extended, subject to the consent of the lessors. The related leases are classified as operating leases for
financial reporting purposes. We do not consolidate the assets or liabilities related to the synthetic lease
in our consolidated financial statements.

The synthetic lease facility closed to draws on February 13, 2001 and, at May 31, 2002, $97.9
million had been funded through the facility. We have the option to purchase the centers for $97.9
million at the end of the lease term, which is February 13, 2004. We are required to notify the lessors by
May 14, 2003, as to whether we will be exercising our option to purchase the centers at the end of the
lease term. If we do not elect to exercise our purchase option, then we are required to market the leased
centers for sale to third parties. In addition, we would pay the lessors a guaranteed residual amount of up
to $82.2 million. The guaranteed residua amount that we may have to pay would be reduced to the
extent the net sales proceeds from the centers exceed $15.7 million. Any such payment of the guaranteed
residual amount to the lessors would be recognized as rental expense when and if payment becomes
probable.

The synthetic lease facility includes covenants and restrictions that are substantially identical to
those in our credit facility. Inthe event of certain defaults under the terms of the synthetic |ease facility,
all amounts under the synthetic lease facility, including the full property cost of the leased centers, may
become immediately due and payable.

In June 2002, the Financial Accounting Standards Board issued an Exposure Draft of a proposed
Interpretation, Consolidation of Certain Special Purpose Entities. If the Interpretation isissued as
proposed, we expect to be required to consolidate the special purpose entity during our fiscal year 2004.
Upon consolidation, we would record the assets as property and equipment and the lease liability as an
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obligation. The impact to our statement of operations would be reduced rent expense and increased
depreciation and interest expense.

During the fourth quarter of fiscal year 2002, we began marketing efforts to sell centersto
individual real estate investors and then lease them back. The Board of Directors has authorized sales of
up to $150.0 million, which we expect will represent 65 to 75 centers. The resulting leases are expected
to be classified as operating leases. We would continue to manage the operations of any centersthat are
sold in such transactions. By May 31, 2002, we had completed sales totaling $9.5 million. Subsequent to
May 31, 2002, we closed $6.4 million in sales and are currently in the process of negotiating another
$55.0 million of sales. We expect this effort to continue into fiscal year 2004, assuming the market for
such transactions remains favorable. See “Item 8. Financial Settlements and Supplementary Data, Note 7.
Long-Term Debt.”

We expect to fund future new center development through the revolving credit facility and sale-
leaseback proceeds, although aternative forms of funding continue to be evaluated and new arrangements
may be entered into in the future.

We have certain contractual obligations and commercial commitments. Contractual obligations
are those that will require cash payments in accordance with the terms of a contract, such as a borrowing
or lease agreement. Commercial commitments represent potential obligations for performancein the
event of demands by third parties or other contingent events, such aslines of credit. Our contractua
obligations and commercial commitments at May 31, 2002 were as follows, with dollars in thousands:

Fiscal Year
Total 2003 2004 2005 2006 2007 Ther eafter
Long-term debt ................ $ 357,317 $ 6,237 $ 1144 $ 4554 $ 46,417 $ 263 $ 298,702
Capital lease obligations.. 30,094 2,140 2,213 2,215 2,290 2,400 18,836
Operating leases............... 390,599 39,516 132,725 28,520 25,818 24,216 139,804
Lineof credit...........c........ 175,000 -- 175,000 -- -- -- --
Standby letters of credit... 28,498 28,498 -
Other commitments......... 13,663 13,585 78

$ 995171 $ 89,976 $ 311,160 $ 35,289 $ 74,525 $ 26,879 $ 457,342

Other commitments include center devel opment commitments and obligations to purchase
vehicles.

We may experience decreased liquidity during the summer months and the calendar year-end
holidays due to decreased attendance during these periods. See “ltem 1. Business, Seasonality.”

We utilized approximately $29.3 million of net operating loss carryforwards to offset taxable
income in our 2000 through 2002 fiscal years. Approximately $5.7 million of net operating loss
carryforwards are available to be utilized in future fiscal years. If such net operating loss carryforwards
were reduced due to a change of control or otherwise, we would be required to pay additional taxes and
interest, which would reduce available cash.

We believe that cash flow generated from operations and borrowings under the revolving credit
facility will adequately provide for our working capital and debt service needs and will be sufficient to
fund our expected capital expenditures for the foreseeable future. Any future acquisitions, joint ventures
or similar transactions may require additional capital, and such capital may not be available to us on
acceptable terms or at all. Although no assurance can be given that such sources of capital will be
sufficient, the capital expenditure program has substantial flexibility and is subject to revision based on
various factors, including but not limited to, business conditions, cash flow requirements, debt covenants,
competitive factors and seasonality of openings. If we experience alack of working capital, it may reduce
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our future capital expenditures. If these expenditures were substantially reduced, in management’s
opinion, our operations and cash flow would be adversely impacted.

Capital Expenditures

During fiscal 2002 and 2001, we opened 35 and 44 new centers, respectively. We expect to open
approximately 30 to 35 new centersin fiscal 2003 and to continue our practice of closing centersthat are
identified as not meeting performance expectations. In addition, we may acquire existing centers from
local or regional early childhood education and care providers. We may not be able to successfully
negotiate and acquire sites and/or previously constructed centers, meet our targets for new center
additions or meet targeted deadlines for development of new centers.

New centers are located based upon detailed site analyses that include feasibility and
demographic studies and financial modeling. The length of time from site selection to construction and,
finaly, the opening of a community center ranges from 16 to 24 months. Frequently, new site
negotiations are delayed or canceled or construction is delayed for avariety of reasons, many of which are
outside our control. The average total cost per community center typically ranges from $1.8 million to
$2.6 million depending on the size and location of the center. However, the actual costs of a particular
center may vary from such range.

Our new centerstypically have alicensed capacity of 180, while the centers constructed during
fiscal 1997 and earlier have an average licensed capacity of 125. When mature, these larger centers are
designed to generate higher revenues, operating income and margins than our older centers. These new
centers also have higher average costs of construction and typically take three to four yearsto reach
maturity. On average, our new centers should begin to produce positive EBITDAR by the end of the first
year of operation and begin to produce pasitive net income by the end of the second year of operation.
Accordingly, as more new centers are devel oped and opened, profitability will be negatively impacted in
the short-term but is expected to be enhanced in the long-term once these new, more profitable centers
achieve anticipated levels.

We continue to make capital expenditures in connection with a renovation program, which
includesinterior and playground renovations and signage replacements. The program is designed to bring
all of our existing facilities to a company standard for plant and equipment and to enhance the curb appeal
of these centers.

Capital expenditures included the following, with dollars in thousands:

Fiscal Year Ended

May 31, Junel, June 2, 2000

2002 2001 (53 Weeks)
New center development ................. $ 63990 % 4254  $ 36,631
Renovation of existing facilities...... 18,979 37,829 36,646
Equipment purchases...........ccccceu..... 9,508 7,993 6,208
Information systems purchases........ 3,366 4,193 2,988
$ 95843  $ 94,269 $ 82,473

During fiscal 2001 and 2000, we used a synthetic lease facility to construct 44 centers. The
related leases are classified as operating leases for financial reporting purposes. See “Liquidity and
Capital Resources.” The cost of these centers were not included in our capital expenditures.

Capital expenditure limits under our credit facilities for fiscal year 2003 are $190.0 million.
Capital expenditure limits may be increased by carryover of aportion of unused amounts from previous
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periods and are subject to exceptions. Also, we have some ability to incur additional indebtedness,
including through mortgages or sale-leaseback transactions, subject to the limitations imposed by the
indenture under which the senior subordinated notes were issued and the credit facilities.

Critical Accounting Policies

The preparation of financia statements in conformity with accounting principles generally
accepted in the United States of America requires that management make estimates and assumptions that
affect the amounts reported in the financial statements and accompanying notes. Predicting future events
isinherently an imprecise activity and as such requires the use of judgment. Actual results may vary from
estimates in amounts that may be material to the financial statements.

For a description of our significant accounting policies, see“Item 8. Financial Statements and
Supplementary Data, Note 1. Summary of Significant Accounting Policies.” The following accounting
estimates and related policies are considered critical to the preparation of our financial statements dueto
the business judgment and estimation processes involved in their application.

Revenue recognition. Tuition revenues, net of discounts, and other revenues are recognized as
services are performed. Certain fees may be received in advance of services being rendered, in which
case the fee revenue is deferred and recognized over the appropriate time period. Our net revenues meet
the criteriaof SAB No. 101, including the existence of an arrangement, the rendering of services, a
determinable fee and probable collection.

Accounts receivable. Our accounts receivable are comprised primarily of tuition due from
governmental agencies, parents and employers. Accounts receivable are presented at estimated net
realizable value. We use estimates in determining the collectibility of our accounts receivable and must
rely on our evaluation of historical trends, governmental funding levels, specific customer issues and
current economic trends to arrive at appropriate reserves. Material differences may result in the amount
and timing of bad debt expense if actual experience differs significantly from management estimates.

Long-lived and intangible assets. Under the requirements of Statement of Financial Accounting
Standards (“SFAS’) No. 121, Accounting for the Impairment of Long-Lived Assets, we assess the
potential impairment of property and equipment, identifiable intangibles and acquired goodwill whenever
events or changesin circumstances indicate that the carrying value may not be recoverable. An asset’s
valueisimpaired if our estimate of the aggregate future cash flows, undiscounted and without interest
charges, to be generated by the asset are less than the carrying value of the asset. Such cash flows
consider factors such as expected future operating income and historical trends, aswell as the effects of
demand and competition. To the extent impairment has occurred, the loss will be measured as the excess
of the carrying amount of the asset over the fair value of the asset. Such estimates require the use of
judgment and numerous subjective assumptions, which, if actual experience varies, could result in
material differencesin the requirements for impairment charges. Impairment charges were $3.6, $1.0 and
$1.1 millionin fiscal 2002, 2001 and 2000, respectively, and were included as a component of
decpreciation expense. We will adopt SFAS No. 142, Goodwill and Other Intangible Assets, and SFAS
No. 144, Accounting for the Impairment or Disposal of Long-Lived Assets, in fiscal year 2003. See
“Recently Issued Accounting Pronouncements.”

SHf-insurance obligations. We self-insure a portion of our general liability, workers
compensation, auto, property and employee medical insurance programs. We purchase stop 10ss coverage
a varying levelsin order to mitigate our potential future losses. The nature of these liabilities, which may
not fully manifest themselves for several years, requires significant judgment. We estimate the
obligations for liabilities incurred but not yet reported or paid based on available claims data and
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historical trends and experience, aswell as future projections of ultimate |osses, expenses, premiums and
administrative costs. The accrued obligations for these self-insurance programs were $35.5 and $31.5
million at May 31, 2002 and June 1, 2001, respectively, see“Item 8. Financia Statements and
Supplementary Data, Note 1. Summary of Significant Accounting Policies, Self-Insurance Programs.”
Our internal estimates are reviewed annually by athird party actuary. While we believe that the amounts
accrued for these obligations are sufficient, any significant increase in the number of claims and costs
associated with claims made under these programs could have a material adverse effect on our financial
position, cash flows or results of operations.

Income taxes. Accounting for income taxes requires us to estimate our income taxesin each
jurisdiction in which we operate. Due to differences in the recognition of itemsincluded in income for
accounting and tax purposes, temporary differences arise which are recorded as deferred tax assets or
liabilities. We estimate the likelihood of recovery of these assets, which is dependent on future levels of
profitability and enacted tax rates. Should any amounts be determined not to be recoverable, or
assumptions change, we would be required to take a charge, which could have a material effect on our
financial position or results of operations.

Recently Issued Accounting Pronouncements

SFAS No. 142, Goodwill and Other Intangible Assets, requires discontinuing the amortization of
goodwill and other intangible assets with indefinite useful lives. Instead, these assets must be tested at
least annually for impairment and written down to their fair market values as necessary. SFASNo. 142 is
effective the first day of our fiscal year 2003. Goodwill amortization was $2.8 million during fiscal 2002.
We expect such amortization to cease in fiscal year 2003. However, we are still evaluating the impact of
the adoption of al of the provisions of SFAS No. 142 and have not yet determined the impact of adoption
on our financia position and results of operations.

SFAS No. 144, Accounting for the Impairment or Disposal of Long-Lived Assets, addresses
accounting and reporting for the impairment or disposal of long-lived assets. SFAS No. 144 supersedes
SFAS No. 121, Accounting for the Impairment of Long-Lived Assets and for Long-Lived Assets to be
Disposed Of and the accounting and reporting provisions of Accounting Principles Board Opinion
(“APB") No. 30, Reporting the Results of Operations — Reporting the Effects of Disposal of a Segment of
a Business, and Extraordinary, Unusual and Infrequently Occurring Events and Transactions, for the
disposal of a segment of business. SFAS No. 144 modifies the accounting and reporting for long-lived
assets to be disposed of by sale and it broadens the presentation of discontinued operations to include
more disposal transactions. We believe that most of our future center closures will now be categorized as
discontinued operations. SFAS No. 144 becomes effective for our fiscal year 2003. However, we are
till evaluating SFAS No. 144 and have not yet determined the impact of adoption on our financial
position and results of operations.

SFAS No. 145, Recission of SFAS Nos. 4, 44 and 64, Amendment of SFASNo. 13 and Technical
Corrections, requires analyzing gains and losses from the extinguishment of debt to determineif they
should be classified as an extraordinary item or interest expense. SFAS No. 145 also requiresthat certain
lease modifications having economic effects similar to sale-leaseback transactions be accounted for in the
same manner as sale-leaseback transactions. SFAS No. 145 is effective the first day of our fiscal year
2003. We are till evaluating the impact of the adoption of SFAS No. 145, but we do not expect a
material effect on our financial position or results of operations.

SFAS No. 146, Accounting for Costs Associated with Exit or Disposal Activities, requires
recording costs associated with exit or disposal activities at their fair values when aliability has been
incurred, rather than at the date of commitment to an exit or disposal plan. SFAS No. 146 is effective for
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disposal activities initiated after December 31, 2002. We are evaluating SFAS No. 146 and have not yet
determined the impact of adoption on our financial position and results of operations.

Seasonality

See“Item 1. Business, Seasonality.”
Governmental Laws and Regulations Affecting Us

See“Item 1. Business, Governmental Laws and Regulations Affecting Us.”
Inflation and Wage Increases

We do not believe that the effect of inflation on the results of our operations has been significant
in recent periods, including the last three fiscal years.

Expenses for salaries, wages and benefits represented approximately 55.6% of net revenues for
fiscal 2002. We believe that, through increasesin our tuition rates, we can recover any future increase in
expenses caused by adjustments to the federal or state minimum wage rates or other market adjustments.
However, we may not be able to increase our rates sufficiently to offset such increased costs. We
continually evaluate our wage structure and may implement changes at targeted local levels.

ITEM 7A. QUANTITATIVE AND QUALITATIVE DISCLOSURES ABOUT MARKET RISK

Market risk represents the risk of loss that may impact our consolidated financial position, results
of operations or cash flows. We are exposed to market risk in the areas of interest rates and foreign
currency exchange rates.

Interest Rates

Our exposure to market risk for changesin interest rates relates primarily to debt obligations. We
have no cash flow exposure due to rate changes on our 9.5% senior subordinated notes aggregating
$290.0 million at May 31, 2002. We aso have no cash flow exposure on certain industrial revenue
bonds, mortgages and notes payable aggregating $7.2 million at May 31, 2002. However, we have cash
flow exposure on our revolving credit facility, our term loan facility and certain industrial revenue bonds
subject to variable LIBOR or adjusted base rate pricing aggregating $235.1 million at May 31, 2002.
Accordingly, a 1% change in the LIBOR rate and the adjusted base rate would have resulted in interest
expense changing by approximately $2.3, $2.2 and $1.4 million in fiscal 2002, 2001 and 2000,
respectively.

We have cash flow exposure on our synthetic lease facility subject to variable LIBOR pricing.
We also have cash flow exposure on our vehicle leases with variable interest rates. A 1% change in the
LIBOR rate and the interest rate defined in the vehicle lease agreement would have resulted in rent
expense changing by approximately $1.5, $2.1 and $2.8 million in fiscal 2002, 2001 and 2000,
respectively.

Foreign Exchange Risk

We are exposed to foreign exchange risk to the extent of fluctuations in the United Kingdom
pound sterling. Based upon the relative size of our operations in the United Kingdom, we do not believe
that the reasonably possible near-term change in the related exchange rate would have a material effect on
our financial position, results of operations and cash flows.
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Assets
Current assets:

Cash and cash equivalents
Receivables, net
Prepaid expenses and supplies.
Deferred income taxes

Total current assets,

Property and equipment, net
Deferred income taxes
GOOAWIIL ...ttt st re e s esbeeebeenre e
OtNEr @SSELS.....eeiveeiteeiteeete ettt et ettt be e sbe e resaeesreesbeenbeenbeens

ITEM 8. FINANCIAL STATEMENTS AND SUPPLEMENTARY DATA

Kinder Care Learning Centers, Inc. and Subsidiaries
Consolidated Balance Sheets
(Dallarsin thousands, except per share amounts)

Liabilitiesand Stockholders Equity
Current ligbilities:

Bank overdrafts
Accounts payable
Current portion of long-term debt
Accrued expenses and other liabilities

Total current liabilities

Long-term debt
Long-term self-insurance liabilities
Deferred income taxes
Other noncurrent liabilities

Total liabilities

Commitments and contingencies (Notes 7 and 13)

Stockholders’ equity:

Preferred stock, $.01 par value; authorized 10,000,000 shares; none
outstanding
Common stock, $.01 par value; authorized 100,000,000 shares; issued
and outstanding 19,819,352 shares
Additional paid-in capital
Notes receivable from stockhol ders
Retained earnings
Accumulated other comprehensive loss
Total stockholders' equity

See accompanying notes to consolidated financia statements.
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May 31,2002 Junel, 2001
$ 8619 % 3,657
31,657 28,523
9,948 7,835
13,904 13,514
64,128 53,529
702,160 666,227
8 358
42,565 44,100
35,324 41,153
$ 84418 $ 805367
$ 9,779  $ 9,328
9,836 8,296
6,237 2,588
112,667 108,796
138,519 129,008
526,080 524,370
15,723 15,819
12,208 5,737
28,386 23,702
720,916 698,636
198 198
28,107 28,107
(1,426) (1,355)
96,882 80,339
(492) (558)
123,269 106,731
$ 844185 $ 805367




Kinder Care Learning Centers, Inc. and Subsidiaries
Consolidated Statements of Oper ations
(Dallars in thousands, except per share amounts)

Fiscal Year Ended

May 31, 2002 June 1, 2001 June 2, 2000
REVENUES, NEL......oereeierreere s $ 829434  $ 743397 $ 696,846
Operating expenses:
Salaries, wages and ben€fits.........ccoovvvvreeiciennns 460,791 407,990 383,719
Depreciation and amortization...........cccceeeeereeenne. 59,293 46,632 40,042
REME .. 49,120 39,240 29,949
Provision for doubtful accounts.............ccccceeeuee. 7,499 6,394 5,107
OthEr ... e 179,604 168,276 160,939
Restructuring charges (reversals) .......ccceeeveeneene. -- (100) --
Total operating eXpenseS........cooeveeeeeereenen 756,307 668,432 619,756
Operating iINCOME........ccoereerererene e 73,127 74,965 77,090
INVEStEMENt INCOME........coeieriiiee e 560 582 386
INtErest EXPENSE .....ocveiviriereeee e (44,078) (48,820) (45,375)
Loss on minority investment..........cocvvvveeeereereenenns (2,265) -- --
Income before income taxes and cumulative
effect of achange in accounting principle,
0= SRS 27,344 26,727 32,101
INCOME taX EXPENSE. ... .evieeeeeeieeie e seee e nee e 10,801 10,266 12,138
Income before cumulative effect of achangein
accounting principle, Nt .......cccocvveveceeceenene 16,543 16,461 19,963
Cumulative effect of achangein accounting
principle, net of income tax benefit of $484 ........ - (790) --
NELINCOME ...t $ 16543 $ 15671 % 19,963
Net income per share:
Basic income before cumulative effect of a change
in accounting principle, Nt .........ccccevceeeeeenenene $ 083 % 08 $ 1.05
Cumulative effect of a change in accounting
principle, net of taxes........cocceeerereneneieriee -- (0.04) --
NEL INCOME.....c.cvcvererereeeeeee e $ 083 $ 082 $ 1.05
Diluted income before cumulative effect of a change
in accounting principle, Net .........cccceeeeeeeeennnene. $ 082 % 08 3 1.04
Cumulative effect of a change in accounting
principle, net of taxes.......cccovveevivencnieene, - (0.04) --
NELINCOME......vieiiierrr e $ 082 % 081 % 1.04
Weighted average common shares outstanding:
BESIC...oevceiererere e 19,819,352 19,072,726 18,953,920
DIIULED ..o 20,110,688 19,274,502 19,194,170

See accompanying notes to consolidated financial statements.
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Kinder Care Learning Centers, Inc. and Subsidiaries

Consolidated Statements of Stockholders Equity and Comprehensive Income
(Dollars in thousands)

Notes Accumulated
Additional Receivable Other
Common Stock Paid-in from Retained Comprehensive
Shares Amount Capital Stockholders Earnings L oss Total
Balance at May 28, 1999...........cccuuuee. 18961674 $ 190 $ 8260 $ (1,128) $ 44705 $ (237) $ 51,790
Comprehensive income:
NEt INCOME......cvvrerrcierererrerereenes - - - - 19,963 - 19,963
Cumulative translation adjustment... -- - - - - (276) (176)
Total comprehensiveincome....... 19,787
Issuance of common StocK...........ceeeen. 40,216 - 452 (338) - -- 114
Repurchase of common stock............... (38,016) - (396) - - -- (396)
Proceeds from collection of
stockholders’ notesreceivable.......... - - - 280 - - 280
Reversal of pre-fresh start contingency -- -- 5,098 -- -- -- 5,098
Balance at June 2, 2000............... 18,963,874 190 13,414 (1,186) 64,668 (413) 76,673
Comprehensive income:
NEt INCOME......cvvrerrcierererrerereenes - - - - 15,671 - 15,671
Cumulative tranglation adjustment... -- -- -- -- -- (145) (145)
Total comprehensiveincome....... 15,526
Issuance of common stocK............ce..... 882,024 8 12,074 (264) -- -- 11,818
Repurchase of common stock............... (26,546) -- (324) -- -- -- (324)
Proceeds from collection of
stockholders' notesreceivable.......... -- -- -- 95 -- -- 95
Reversal of pre-fresh start contingency -- -- 2,943 -- -- -- 2,943
Balance at June 1, 2001............... 19,819,352 198 28,107 (1,355) 80,339 (558) 106,731
Comprehensive income:
NEL INCOME....c.eeuirieerieieesieereeeeies -- -- -- -- 16,543 -- 16,543
Cumulative translation adjustment... - - - - - 66 66
Total comprehensiveincome....... 16,609
Proceeds from collection of
stockholders’ notesreceivable.......... - - - 35 - - 35
Issuances of stockholders' notes
recaivable........ococciiiiinii, - - - (106) - - (106)
Balance at May 31, 2002............. 19819352 $ 198 $ 28107 % (1,426) $ 96882 % (492) $ 123269

See accompanying notes to consolidated financial statements.
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Kinder Care Learning Centers, Inc. and Subsidiaries
Consolidated Statements of Cash Flows

See accompanying notes to consolidated financial statements.
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(Dallars in thousands)
Fiscal Year Ended
May 31, 2002 June 1, 2001 June 2, 2000
Cash flows from operations:
NEL INCOME. ...t 16,543 $ 15,671 $ 19,963
Adjustments to reconcile net income to net cash
provided by operating activities:
(D1 o = o T 110 55,968 45,480 40,042
Amortization of deferred financing costs,
goodwill and other intangible assets............... 6,311 4,132 3,056
Provision for doubtful accounts.........c..cccoeeenne. 7,499 6,394 5,107
Loss on minority investment............cocevveveenveeens 2,265 - -
Gain on sales and disposals of property and
EQUIPMENE. ... (529) (1,125) (680)
Deferred tax expense (benefit) .......c.ccooevvveeeenne 6,431 (116) 4,271
Changes in operating assets and liabilities:
Increase in receivables..........ccocooeiiieneneeenne. (10,387) (9,492) (10,102)
Decrease (increase) in prepaid expenses and
SUPPHIES .ot (2,113) 273 (1,188)
Decrease (increase) in other assets.................. (1,485) 3,852 (5,611)
Increase in accounts payable, accrued
expenses and other lighilities...................... 6,897 4,747 6,515
(@101 S 0 66 (145) (176)
Net cash provided by operating activities................ 87,466 69,671 61,197
Cash flows from investing activities:
Purchases of property and equipment .........cccccoeevenee (95,843) (94,269) (82,473)
Acquisitions of previously constructed centers........... - (17,257) (9,490)
Acquisition of new subsidiary, net of cash acquired... - (15,189) -
Investments accounted for under the cost method ...... - (10,074) (5,460)
Issuance of notesreceivable...........cccooroeiiieieieieeene - (4,836) -
Proceeds from sales of property and equipment.......... 8,862 7,948 1,709
Proceeds from collection of notes receivable.............. 26 145 63
Net cash used by investing activities..........c..cccceeeee (86,955) (133,532) (95,651)
Cash flows from financing activities:
Proceeds from long-term borrowings..........cccceveevennene 57,128 108,000 78,000
Payments on long-term borrowings.........ccoceevevvevvennene (51,769) (44,836) (43,349)
Payments on capital [€8SeS.........ccoeeeeireriieie e (1,288) (1,647) (1,258)
Proceeds from issuance of common stock .................. - 270 452
Proceeds from collection of stockholders' notes
FECEIVADI.....oeieeeee s 35 95 280
Repurchases of common StocK..........cccevvvieievienieens - (324) (396)
Issuances of stockholders' notesreceivable................ (106) (264) (338)
Bank overdraftS.........ccceeveeiiiiseniceecece e 451 4,779 (3,242)
Net cash provided by financing activities................ 4,451 66,073 30,149
Increase (decrease) in cash and cash equivalents 4,962 2,212 (4,305)
Cash and cash equivalents at the beginning of
the fiscal YEar......cccvev e 3,657 1,445 5,750
Cash and cash equivalents at the end of the
FISCAl YEAN ... 8,619 $ 3,657 $ 1,445
Supplemental cash flow information:
INtEreSt PAId ....oveveeeeeeee e e 41,360 $ 45,415 $ 41,193
Income taxes paid, NEL..........ccoereieirinenc e 11,614 12,552 3,387
Non-cash financial activities:
Property and equipment under capital leases.............. 4,390 $ 559 $ 410



KinderCare Learning Centers, Inc. and Subsidiaries
Notes to Consolidated Financial Statements

1 Summary of Significant Accounting Policies

Nature of Business and Basis of Presentation. KinderCareisthe leading for-profit provider of
educational services and care for children between the ages of six weeks and twelve years in the United
States. At May 31, 2002, we operated atotal of 1,264 early childhood education and care centers and
served approximately 129,000 children and their families. Of the 1,264 centers, 1,262 were located in 39
states within the United States and two centers were located in the United Kingdom.

On October 3, 1996, we entered into an Agreement and Plan of Merger with KCLC Acquisition
Corp., referred to as KCLC. KCLC was awholly owned subsidiary of KLC Associates, L.P., referred to
as the Partnership, a partnership formed at the direction of Kohlberg Kravis Roberts & Co., referred to as
KKR, aprivate investment firm. Pursuant to the merger agreement, on February 13, 1997, KCLC was
merged with and into us and we continued as the surviving corporation. Upon completion of the merger,
affiliates of KKR owned 15,657,894 shares. At May 31, 2002, the Partnership owned 79.0% of our
outstanding common stock.

The consolidated financial statements include the financial statements of KinderCare and our
wholly owned subsidiaries. All significant intercompany balances and transactions have been eliminated
in consolidation.

Fiscal Year. Referencesto fiscal 2002, fiscal 2001 and fiscal 2000 are to the 52 weeks ended
May 31, 2002, the 52 weeks ended June 1, 2001 and the 53 weeks ended June 2, 2000, respectively. Our
fiscal year ends on the Friday closest to May 31. Typically, thefirst quarter is 16 weekslong and the
second, third and fourth quarters are each 12 weekslong. Fiscal 2000, however, was 53 weeks long with
13 weeks in the fourth quarter.

Revenue Recognition. We recognize revenue for child care services as earned in accordance
with Staff Accounting Bulletin (“SAB”) No. 101, Revenue Recognition in Financial Satements. Net
revenues include tuition, fees and non-tuition income, reduced by discounts. We receive feesfor
reservation, registration, education and other services. Non-tuition income is primarily comprised of field
trip revenue. Registration and education fees are amortized over the estimated average enrollment period,
not to exceed 12 months. Tuition, other fees and non-tuition income are recognized as the related service
is provided.

On June 3, 2000, we implemented SAB No. 101. Asaresult of that implementation, a non-
recurring charge of $0.8 million, net of income tax benefit of $0.5 million, was recorded in the first
quarter of fiscal 2001 related to non-refundabl e registration and education fee revenues that were
originally recognized in the fourth quarter of fiscal 2000. This one-time charge was recorded as a
cumulative effect of achange in accounting principle.

Advertising. Costsincurred to produce media advertising for seasonal campaigns are expensed
during the quarter in which the advertising first takes place. Costs related to website development are
capitalized or expensed in accordance with Statement of Position No. 98-1, Accounting for the Costs of
Computer Software Developed or Obtained for Internal Use. Other advertising costs are expensed as
incurred. Advertising costs were $12.1, $12.5 and $12.1 million during fiscal 2002, 2001 and 2000,
respectively.
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Cash and Cash Equivalents. Cash and cash equivalents consist of cash held in banks and liquid
investments with maturities, at the date of acquisition, not exceeding 90 days.

Property and Equipment. Property and equipment are stated at cost. Interest and overhead costs
incurred in the construction of buildings and leasehold improvements are capitalized. Depreciation on
buildings and equipment is provided on the straight-line basis over the estimated useful lives of the assets.
L easehold improvements are amortized over the shorter of the estimated useful life of the improvements
or the lease term, including expected lease renewal options where we have the unqualified right to
exercise the option and expects to exercise such option.

Our property and equipment is depreciated using the following estimated useful lives:

Life
210 Lo [ o 10to 40 years
Building renovations..........ccccoevvveneceereese e 2to 15 years
Leasehold improvements.........ccocvvevereereeresesese s eeeee s 2to 15 years
COmMpPULEr EQUIPMENT ....eveeeceeeeeeeeeeeeeee e e 3to5years
All other eqUIPMEN........cccovivrerereeee e 3to 10 years

Asset Impairments. Long-lived assets and certain identifiable intangibles to be held and used are
reviewed for impairment whenever events or changes in circumstances indicate that the carrying amount
of the asset may not be recoverable. We regularly evaluate long-lived assets for impairment by comparing
projected undiscounted cash flows for each asset to the carrying value of such asset. If the projected
undiscounted cash flows are less than the asset’ s carrying value, we record an impairment charge, if
necessary, to reduce the carrying value to estimated fair value. During fiscal 2002, 2001 and 2000,
impairment charges of $3.6, $1.0 and $1.1 million, respectively, were recorded with respect to certain
underperforming and undevel oped centers. The impairment charge was included as a component of
depreciation expense in the statement of operations.

Deferred Financing Costs. Deferred financing costs are amortized on a straight-line basis over
the lives of the related debt facilities. Such method approximates the effective yield method.

I nvestments. Investments, wherein we do not exert significant influence or own over 20% of the
investee' s voting stock, are accounted for under the cost method.

Sdf-Insurance Programs. We are self-insured for certain levels of general liability, workers
compensation, auto, property and employee medical coverage. Estimated costs of these self-insurance
programs are accrued at the undiscounted value of projected settlements for known and anticipated claims
incurred. A summary of self-insurance liabilities was as follows, with dollars in thousands:

May 31, 2002 June 1, 2001 June 2, 2000

Balance at the beginning of the fiscal year..... $ 31,483 $ 20485 $ 30,341
EXPENSE ..ot 31,754 23,592 20,790
ClaimS Paid......c..ceeerieenirirenirie e (27,764) (21,594) (21,646)
Balance at the end of the fiscal year........ 35,473 31,483 29,485
Less current portion of self-
insurance liabilities........c.coorveieienennnne 19,750 15,664 14,271
L ong-term portion of self-insurance
[iDilities....cveeeeeereeree $ 15723 % 15819 $ 15,214

Income Taxes. Income tax expenseis based on pre-tax financial accounting income. Deferred
income taxes result primarily from the expected tax consequences of temporary differences between
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financial and tax reporting. If it is more likely than not that some portion or all of a deferred tax asset will
not be realized, a valuation allowanceis established.

Stock-Based Compensation. We measure compensation expense for our stock-based employee
compensation plans using the method prescribed by Accounting Principles Board Opinion (“*APB”)
No. 25, Accounting for Stock Issued to Employees, and provide, if material, pro forma disclosures of net
income and earnings per share as if the method prescribed by Statement of Financial Accounting
Standards (“SFAS") No. 123, Accounting for Sock-Based Compensation, had been applied in measuring
compensation expense.

Comprehensive Income. Comprehensive income does not include the reversal of certain
contingency accruals as aresult of fresh-start reporting related to our emergence from bankruptcy in
March 1993. Such contingency accrual s represent reserves equal to the tax benefit of pre-bankruptcy
income tax net operating loss carryforwards. The tax benefits were reserved due to uncertainty associated
with their future realization. Asrealization of these benefits becomes more likely than not, the reserveis
reversed from other liabilities and credited to additional paid-in capital. Up to an additional $9.5 million
may be reversed in future periods.

Net Income per Share. The difference between basic and diluted net income per share was a
result of the dilutive effect of options, which are considered potential common shares. A summary of the
weighted average common shares was as follows:

Fiscal Year Ended

May 31, 2002 June 1, 2001 June 2, 2002

Basic weighted average common shares

OULSEANAING. ... 19,819,352 19,072,726 18,953,920
Dilutive effect of options..........c.cccceeeee. 291,336 201,776 240,250
Diluted weighted average common shares

OULSEANAING. ... 20,110,688 19,274,502 19,194,170
Shares excluded from potential shares

due to their anti-dilutive effect............ 299,060 394,910 185,000

Reporting for Segments. We operate in one reportable segment.

Derivative I nstruments and Hedging Activities. SFAS No. 133, Accounting for Derivative
Instruments and Hedging Activities, as amended, established accounting and reporting standards for
derivative instruments, including certain derivative instruments embedded in other contracts, and for
hedging activities. We adopted SFAS No. 133 on June 2, 2001 with no resulting impact on our financial
position or results of operations.

Recently I ssued Accounting Pronouncements. We adopted SFAS No. 141, Business
Combinations, during the first quarter of fiscal 2002. SFAS No. 141 requires all business combinations
initiated after June 30, 2001 to be accounted for using the purchase method of accounting.

SFAS No. 142, Goodwill and Other Intangible Assets, requires discontinuing the amortization of
goodwill and other intangible assets with indefinite useful lives. Instead, these assets must be tested at
least annually for impairment and written down to their fair market values as necessary. SFASNo. 142 is
effective the first day of our fiscal year 2003. Goodwill amortization was $2.8, $1.2 and $0.1 million
during fiscal 2002, 2001 and 2000, respectively. We expect such amortization of goodwill to ceasein
fiscal year 2003. However, we are still evaluating the impact of the adoption of al of the provisions of
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SFAS No. 142 and have not yet determined the impact of adoption on our financial position and results of
operations.

SFAS No. 144, Accounting for the Impairment or Disposal of Long-Lived Assets, addresses
accounting and reporting for the impairment or disposal of long-lived assets. SFAS No. 144 supersedes
SFAS No. 121, Accounting for the Impairment of Long-Lived Assets and for Long-Lived Assets to be
Disposed Of and the accounting and reporting provisions of APB No. 30, Reporting the Results of
Operations — Reporting the Effects of Disposal of a Segment of a Business, and Extraordinary, Unusual
and Infrequently Occurring Events and Transactions for the disposal of a segment of business. SFAS
No. 144 modifies the accounting and reporting for long-lived assets to be disposed of by sale and it
broadens the presentation of discontinued operations to include more disposal transactions. We believe
that most of our future center closures will now be categorized as discontinued operations. SFAS No. 144
becomes effective for our fiscal year 2003. However, we are still evaluating SFAS No. 144 and have not
yet determined the impact of adoption on our financial position and results of operations.

SFAS No. 145, Recission of SFASNos. 4, 44 and 64, Amendment of SFASNo. 13 and Technical
Corrections, requires analyzing gains and losses from the extinguishment of debt to determine if they
should be classified as an extraordinary item or interest expense. SFAS No. 145 also requires that certain
lease modifications having economic effects similar to sale-leaseback transactions be accounted for in the
same manner as sale-leaseback transactions. SFAS No. 145 is effective the first day of our fiscal year
2003. We are till evaluating the impact of the adoption of SFAS No. 145, but we do not expect a
material effect on our financial position or results of operations.

SFAS No. 146, Accounting for Costs Associated with Exit or Disposal Activities, requires
recording costs associated with exit or disposal activities at their fair values when aliability has been
incurred, rather than at the date of commitment to an exit or disposal plan. SFAS No. 146 is effective for
disposal activitiesinitiated after December 31, 2002. We are evaluating SFAS No. 146 and have not yet
determined the impact of adoption on our financial position and results of operations.

Use of Estimates. The preparation of financia statementsin conformity with accounting
principles generally accepted in the United States of America requires management to make estimates and
assumptions that affect the reported amounts of assets and liabilities and disclosure of contingent assets
and liabilities at the date of the financia statements and the reported amounts of revenues and expenses
during the reporting period. Actual results could differ from those estimates.

Reclassifications. Certain prior period amounts have been reclassified to conform to the current
year's presentation.

2. Receivables
Receivables consisted of the following, with dollars in thousands:

May 31, 2002 June 1, 2001

TUIION. .. s $ 33,996 $ 32,037
Allowance for doubtful accounts............... (6,381) (5,713)

27,615 26,324

OthEr ... 4,042 2,199

$ 31,657 $ 28,523
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Prepaid Expenses and Supplies

Prepaid expenses and supplies consisted of the following, with dollars in thousands:

May 31, 2002 Junel, 2001
[NVENLOTIES .....cveeeeeseesecese e $ 4167  $ 4,001
Prepaid rent........coooeeeeeenenene e, 2,211 2,104
Other ... 3,570 1,730
$ 9,948 $ 7,835

Property and Equipment

Property and equipment consisted of the following, with dollars in thousands:

May 31, 2002 June 1, 2001

LaNd ..o $ 166,110 $ 160,158
Buildings and leasehold improvements.......... 578,544 505,528
EQUIPMENL ...t 193,308 175,991
Construction in Progress ........coeeeereeeeseeseenees 34,641 58,234
972,603 899,911

Accumulated depreciation and amortization.. (270,443) (233,684)
$ 702,160 $ 666,227

Other Assets

Other assets consisted of the following, with dollars in thousands:

May 31, 2002 June 1, 2001
Minority investments, cost method ............cccccevvveneene $ 15757 % 15,554
Deferred financing COSES.......coovererereresesereeeereeees 11,405 14,390
Notes recaiVable.......ccoveerircirerereee e 2,548 4,779
(©]1 1= U 5,614 6,430
$ 35,324 $ 41,153

Accrued Expenses and Other Liabilities

Accrued expenses and other liabilities consisted of the following, with dollarsin thousands:

May 31, 2002 June 1, 2001

Accrued compensation, benefits and related taxes...... $ 30,589 % 28,151
Deferred reVenUE........ccovveerereeesee e 20,032 18,483
Current portion of self-insurance lighilities................. 19,750 15,664
ACCIUEH INLEIESE ... 8,975 9,257
Accrued property taxeS .....vveeeereereresese e 8,879 8,293
Accrued INCOME tAXES .......ovveeeriereririerieere e 5,854 12,667
Current portion of capital lease obligations ................ 854 1,668
OtNEN oo 17,734 14,613

$ 112667  $ 108,796
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7. Long-Term Debt
Long-term debt consisted of the following, with dollars in thousands:

May 31,2002 Junel, 2001

Secured:
Borrowings under revolving credit facility, interest at:
May 31, 2002 — adjusted LIBOR plus 1.50%, from 3.34% to 3.67%

June 1, 2001:
- adjusted LIBOR plus 1.50%, from 5.56% to 5.85%
- dternative base rate plus 0.25%, equal t0 7.25%...........cccceruenens $ 175000 $ 167,000
Term loan facility, interest at adjusted LIBOR plus 2.50%, equal to 4.43%
and 6.56%06, FESPECHIVEIY.....c.ervreeeierieeerereeeee st 47,500 48,000

Industrial refunding revenue bonds at variable rates of interest from 1.60%

to 2.50% and 4.10% to 5.00%, respectively, supported by letters of

credit, maturing calendar 2002 t0 2009........ccoeerieeeeieenese e 12,598 12,598
Industrial revenue bonds secured by real property with maturitiesto

calendar 2005 at interest rates of 3.33% to 4.55% and 4.90% to 9.75%,

(1501 o V7= Y 3,846 4,033
Real and personal property mortgages payable in monthly installments
through calendar 2005, interest rates of 8.00% t0 8.25%......cccccecervververnnns 920 2,164
Unsecured:
Senior subordinated notes due calendar 2009, interest at 9.5%, payable
SEMI-BNNUAITY ..ottt 290,000 290,000
Notes payable in monthly installments through calendar 2008, interest rate
(0] 1S 00 RS RR 2,453 3,163
532,317 526,958
Less current portion of 1ong-term debt..........ccoooieiiiiiiniiie e 6,237 2,588

$ 526080 $ 524,370

Credit Facilities. We have credit facilitiesthat are provided by a syndicate of financia
institutions. The credit facilities consist of the $90.0 million term loan facility, of which $50.0 million
was drawn in 1997 and $40.0 million has since expired, and the $300.0 million revolving credit facility.
The revolving credit facility includes borrowing capacity of up to $75.0 million for letters of credit and up
to $25.0 million for selected short-term borrowings. The term loan facility will mature on February 13,
2006 and provides for $0.5 million annual interim amortization. The revolving credit facility is scheduled
to terminate on February 13, 2004. Our obligations under the credit facilities are guaranteed by our
subsidiaries and secured by a pledge of our subsidiaries’ stock.

The credit facilities bear interest, at our option, at either of the following rates, which may be
adjusted in quarterly increments based on the achievement of performance goals:
an adjusted LIBOR rate plus

in the case of the term loan facility, a debt to EBITDA-dependent rate ranging from
2.50% to 3.00%.

in the case of the revolving credit facility, adebt to EBITDA or EBITDA to interest
expense-dependent rate ranging from 1.25% to 2.50%.
an alternative base rate plus

in the case of the term loan facility, a debt to EBITDA-dependent rate ranging from
1.25% to 1.75%.
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in the case of the revolving credit facility, adebt to EBITDA or EBITDA to interest
expense-dependent rate ranging from 0.00% to 1.25% .

EBITDA isdefined in the credit facilities as net income before interest expense, income taxes,
depreciation and amortization.

At May 31, 2002, the amount outstanding on the term loan facility was $47.5 million and the
interest rate was 4.43%, which was adjusted LIBOR plus 2.50%. Under the revolving credit facility, the
following amounts were outstanding at the respective interest rates, with dollars in thousands, at May 31,
2002:

Adjusted LIBOR plus 1.50%:

36790 $ 65,000
Bu43Y0 e 55,000
35690 50,000
33490 5,000

$ 175,000

We also pay acommitment fee on the revolving credit facility calculated at arate, which may be
adjusted quarterly in increments based on a debt to EBITDA or EBITDA to interest expense-dependent
ratio, ranging from 0.25% to 0.50% per year on the undrawn portion of the commitments under the credit
facilities. At May 31, 2002, the commitment fee rate was 0.30%. Thisfeeis payable quarterly in arrears.
During fiscal 2002 and 2001, we paid commitment fees totaling $0.4 and $0.5 million, respectively.

In addition, we pay aletter of credit fee based on the face amount of each letter of credit
calculated at the rate per year then applicable to loans under the revolving credit facility bearing interest
based on adjusted LIBOR, less afronting fee calculated at arate equal to 0.125% per year. At May 31,
2002, the letter of credit fee rate was 1.50%, which included the fronting fee. These fees are payable
quarterly in arrears. In addition, we will pay customary transaction charges in connection with any letter
of credit. At May 31, 2002, we had approximately $28.5 million committed under outstanding | etters of
credit.

Theterm loan facility will be subject to mandatory prepayment with the proceeds of specified
asset sales; specified debt issuances; and, on an annual basis, with 50% of our excess cash flow, as
defined in the credit agreement, to the extent not reinvested in our business. The term loan facility isalso
subject to mandatory prepayment with the proceeds of specified sale leaseback transactions, child care
center mortgage financings and real estate securitization transactions involving properties owned,
operated or |eased on the date of the February 13, 1997 closing of the credit facilities, but only to the
extent that such proceeds exceed $50 million in the aggregate.

The credit facilities contain customary covenants and provisions that restrict our ability to:
change its business,
declare dividends,
grant liens,
incur additional indebtedness, and

make capital expenditures.
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In addition, the credit facilities provide that we must meet or exceed defined interest coverage
ratios and must not exceed leverage ratios.

Series A Through E Industrial Revenue Bonds. We are obligated to variousissuers of industrial
revenue bonds, which are referred to as refunded IRBs. Such bonds mature from calendar 2002 to 2009.
The refunded IRBs were issued to provide funds for refunding an equal principal amount of industrial
revenue bonds that were used to finance the cost of acquiring, constructing and equipping specific
centers. At May 31, 2002, the refunded IRBs bore interest at variable rates from 1.60% to 2.50%, and
each is secured by aletter of credit under the revolving credit facility.

Other Industrial Revenue Bonds. We are also obligated to various issuers of other industrial
revenue bonds that mature to calendar 2005. The principal amount of such IRBswas used to finance the
cost of acquiring, constructing and equipping specific child care centers. The IRBs are secured by these
centers. At May 31, 2002, the IRBs bore interest at rates of 3.33% to 4.55%.

Senior Subordinated Notes. In fiscal 1997, we issued $300.0 million aggregate principal amount
of 9.5% unsecured senior subordinated notes under an indenture between Marine Midland Bank, as
trustee, and us. During fiscal 2000, we acquired $10.0 million aggregate principal amount of our 9.5%
senior subordinated notes at an aggregate price of $9.6 million. This transaction resulted in the write-off
of deferred financing costs of $0.3 million and again of approximately $0.1 million.

The 9.5% notes are due February 15, 2009 and are general unsecured obligations, ranked behind
all existing and future indebtedness that is not expressly ranked behind, or made equal with, the notes.
The 9.5% notes bear interest at arate of 9.5% per year, payable semi-annually on February 15 and
August 15 of each year. The 9.5% notes may be redeemed at any time, in whole or in part, on or after
February 15, 2002 at a redemption price equal to 104.75% of the principal amount of the notesin the first
year and declining yearly to par at February 15, 2005, plus accrued and unpaid interest, if any, to the date
of redemption.

Upon the occurrence of a change of control, we will be required to make an offer to repurchase
all notes properly tendered at a price equal to 101% of the principal amount plus accrued and unpaid
interest to the date of repurchase.

The indenture governing the notes contains covenants that limit our ability to:
incur additional indebtedness or liens,
incur or repay other indebtedness,
pay dividends or make other distributions,
repurchase equity interests,
consummeate asset sales,
enter into transaction with affiliates,

merge or consolidate with any other person or sell, assign, transfer, lease, convey or
otherwise dispose of all or substantially all of our assets, and

enter into guarantees of indebtedness.

Covenants. Many of our loan agreements contain lenders' standard covenants and restrictions.
We were in compliance with al of the covenants and restrictions of these agreements at May 31, 2002.
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Principal Payments. The aggregate minimum annual maturities of long-term debt for the five
fiscal years subsegquent to May 31, 2002 are as follows, with dollars in thousands:

Fiscal Year:
2003, $ 6,237
2004.... e e s 176,144
12200 T 4,554
2006.....ccueeeeeeeee et 46,417
2007 .. s 263
THEMEATEr .. 298,702
$_ 532317
8. Restructuring Charges (Rever sals)

During the fourth quarter of fiscal 1999, the Board of Directors authorized a provision of $4.0
million for the planned early termination of certain center operating leases. The provision included an
estimate of discounted future lease payments and anticipated incremental costs related to closure of the
centers. A total of 61 underperforming leased centers were closed: 36 in fiscal 2001 and 25 in fiscal
2000.

We have paid and/or entered into contractual commitments to pay $3.9 million of lease
termination and closure costs for such closed centers. During the fourth quarter of fiscal 2001, the
remaining reserve of $0.1 million was reversed.

A summary of the lease termination reserve was as follows, with dollars in thousands:

Balance at May 28, 1999........ccccoueverereriesereeeeseesie e esee e, $ 4,000
Payments with respect to the closed centers.........ccoovvvvvevceccerenenenn, (1,054)
Reversal related to abandoned exit plans and remaining reserves.......... (1,282)
Reduction related to the extension of closure dates into fiscal 2001...... (111)
Provision related to new exit plans initiated in fiscal 2001 .................... 1,393
Balance at June 2, 2000.........cccuerireriinieniereeee e, 2,946
Payments with respect to the closed centers.........coovinniniercienen, (2,176)
Contractual commitments with respect to the closed centers................. (670)
Reversal of remaining rESEIVE.........cccoviiererenee e e, (100)
Baanceat June 1, 2001.......ccccoeueveiiiereesieieeseiee e, $ -

A summary of the aggregate financial operating performance of the 61 closed centers was as
follows, with dollars in thousands:

Fiscal Year Ended
May 31, 2002 June 1, 2001 June 2, 2000
NEt reVENUES.......covveveeeerree, $ - $ 2131 $ 16,188
Operating 10SSES.....c.covrevrenee. 139 938 3,448
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9. Income Taxes

The provision for income taxes attributable to income before income taxes and cumulative effect
of achange in accounting principle consisted of the following, with dollars in thousands:

Fiscal Year Ended

May 31, 2002 June 1, 2001 June 2, 2000
Current
Federd .......ccccovevveinnecen $ 3,042 $ 7025 % 5,212
StAE .. 1,388 3,403 2,736
FOreign....oceeeeeeeereee (60) (46) (81)
4,370 10,382 7,867
Deferred
Federd .......ccccovovveinnecnenn 5,868 152 3,825
StAE ..o 753 23 478
FOreign....oceeeeeeeereee (190) (291) (32)
6,431 (116) 4,271
$ 10,801 $ 10266  $ 12,138

A reconciliation between the statutory federal income tax rate and the effective income tax rates
on income before income taxes and cumul ative effect of a change in accounting principle was as follows,
with dollarsin thousands:

Fiscal Year Ended

May 31, 2002 Junel, 2001 June 2, 2000
Expected tax provision at the federal
Tt Of 3590 ...vcuvieiieeiriesieis e $ 9,565 $ 9,080 $ 11,235
State income taxes, net of federal tax benefit ... 1,330 1,258 1,565
Goodwill and other non-deductible expenses... 678 272 131
Tax credits, net of valuation adjustment............ (780) (1,050) (1,002)
Other, NEL ..o 8 706 209
$ 10,801 $ 10266  $ 12,138

The tax effects of temporary differences that give rise to significant portions of the deferred tax
assets and deferred tax liabilities were summarized as follows, with dollars in thousands:

May 31, 2002 June 1, 2001

Deferred tax assets:
Self-INSUranCe reSEIVES ........ccvirirrrernieeeeeeese s $ 11693 $ 10,486
Net operating loss carryforwards...........ccoeeveeerceeieenennen. 1,987 3,481
Capital loss carryforwards...........cccceverenenenencneeieeen -- 76
Property and equipment, basis differences...................... 226 1,082
TaX CrEOITS....cvireereereeee s 7,214 8,733
Compensation PaYMENES.........cceevereererereseseseeeereeneees 4,668 4211
OLNEN . s 5,302 4,823
Total gross deferred tax assets........ccoovevevererccneeneenn. 31,090 32,892
Lessvaluation allowance...........cccooevererenenieeiinnene (5,211) (5,395)
Net deferred tax aSSets........ocvvererreeiierenerese e 25,879 27,497
Deferred tax liabilities:
Property and equipment, basis differences...................... (14,707) (9,785)
Property and equipment, basis differences of foreign
SUDSIAIBIIES ... (5,716) (5,945)
Stock basis of foreign subsidiary .........ccoceevvivreeeereenne (3,621) (3,622)
OtNEN . (131) (10)
Total gross deferred tax liabilities.........ccocoeereeneenenee. (24,175) (19,362)
Financia statement net deferred tax assets................. $ 1,704 % 8,135




The valuation allowance decreased by $0.2 million during fiscal 2002 due to the utilization of
domestic capital loss carryforwards and foreign net operating loss carryforwards. Deferred tax assets, net
of valuation allowances, have been recognized to the extent that their realization is more likely than not.
However, the amount of the deferred tax assets considered realizable could be adjusted in the future as
estimates of taxable income or the timing thereof are revised. If we are unable to generate sufficient
taxable income in the future through operating results, increasesin the valuation allowance may be
regquired through an increase to tax expense in future periods. Conversely, if we recognize taxable income
of a suitable nature and in the appropriate periods, the valuation allowance will be reduced through a
decrease in tax expense in future periods.

At May 31, 2002, we had $5.7 million of net operating losses available for carryforward that
expire over various dates through fiscal year 2022. Utilization of the net operating losses is subject to an
annual limitation. We have tax credits available for carryforward for federal income tax purposes of $7.2
million, which are available to offset future federal income taxes through fiscal year 2022.

10. Benefit Plans

Stock Purchase and Option Plans. During fiscal 1997, the Board of Directors adopted and,
during fiscal 1998, the stockholders approved the 1997 Stock Purchase and Option Plan for Key
Employees of KinderCare Learning Centers, Inc. and Subsidiaries, referred to as the 1997 Plan. The 1997
Plan authorizes grants of stock or stock options covering 5,000,000 shares of our common stock. Grants
or awards under the 1997 Plan may take the form of purchased stock, restricted stock, incentive or
nonqualified stock options or other types of rights specified in the 1997 Plan.

During fiscal 2001 and 2000, certain officers purchased 22,024 and 40,216 shares of restricted
common stock in aggregate, respectively, under the terms of the 1997 Plan. No shares were purchased in
fiscal 2002. All of the officers, with the exception of the CEO, have executed term notes in order to
purchase restricted stock. The term notes mature from calendar 2008 to 2011 and bear interest at rates
ranging from 2.73% to 4.44% per annum, payable semi-annually on June 30 and December 31. At
May 31, 2002, the term notes totaled $1.4 million and are reflected as a component of stockholders

equity.

Grants or awards under the 1997 Plan are made at fair market value as determined by the Board
of Directors. Options granted during fiscal 2002, 2001 and 2000 have exercise prices ranging from
$11.21 to $14.15 per share. At May 31, 2002, options outstanding had exercise prices ranging from $9.50
to $14.15. A summary of outstanding options was as follows:

Number Weighted

of Average
Shares Exercise Price
Outstanding at May 28, 1999 .................... 1,474,186 $ 9.54
Granted........covirereririee e 300,540 11.42
Canceled.....coveeeverececec e (105,042) 9.75
Outstanding at June 2, 2000................... 1,669,684 9.87
Granted........coviveenirereree e 194,060 12.26
CanCaled ..o (91,366) 9.95
Outstanding at June 1, 2001 .................. 1,772,378 10.12
Granted........coviveieririeee e 125,000 13.66
Canceled......coooeiiii e (35,000) 12.14
Outstanding at May 31, 2002 ................ 1,862,378 $ 10.32
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The stock options granted were non-qualified options that vest 20% per year over afive-year
period. Options outstanding at May 31, 2002 have a remaining average contractual life of 5.8 years.
Exercisable options at May 31, 2002 totaled 1,410,464 and have a weighted average exercise price of
$9.75. At May 31, 2002, 2,599,322 shares were available for issuance under the 1997 Plan.

Asdiscussed in Note 1. Summary of Significant Accounting Policies, we have adopted the
disclosure only provisions of SFAS No. 123. Accordingly, no compensation cost has been recognized for
stock options granted with an exercise price equal to the fair value of the underlying stock on the date of
grant. Had compensation cost for our stock option plans been determined based on the estimated
weighted average fair value of the options at the date of grant in accordance with SFAS No. 123, our net
income and basic and diluted net income per share would have been as follows, with dollars in thousands,
except per share data:

Fiscal Year Ended
May 31, 2002 June 1, 2001 June 2, 2000
Adjusted NEt INCOME..........cevererereriieeee e $ 15702 $ 14695 $ 19,176
Adjusted net income per share:
Basic income per share before cumulative effect

of achange in accounting principle, net............ $ 079 $ 081 $ 1.01
Cumulative effect of a change in accounting
principle, net of taxes........ccocveeerieeienenenenne -- (0.04) --
Adjusted Net iNCOME.......ccceeeevereeereererererennas $ 079 $ 077 $ 1.01
Diluted income per share before cumulative
effect of achangein accounting principle, net.. $ 078 $ 080 $ 1.00
Cumulative effect of a change in accounting
principle, net of taxes........ccocvererieeieneenesenne -- (0.04) 1.00
Adjusted Net iNCOME.......ccceeeverevereererererennes $ 078 $ 076 $ 1.00

A summary of the weighted average fair values was as follows:

Fiscal Year Ended
May 31,2002 Junel, 2001 June 2, 2000
Weighted average fair value, using the Black-
Scholes option pricing mode ....................... $ 555 % 507 $ 491
Assumptions used to estimate the present
value of options at the grant date:

VOl ..ooveeeeeecereeeese e 36.5% 34.1% 35.1%
Risk-free rate of return..........c.cooeevveeenenn. 4.7% 6.2% 6.8%
Dividend yield .......cooevrevicricrceen 0.0% 0.0% 0.0%
Number of yearsto exercise options....... 7 7 7

Savings and Investment Plan. The Board of Directors adopted the KinderCare Learning
Centers, Inc. Savings and Investment Plan, referred to as the Savings Plan, effective January 1, 1990 and
approved the restatement of the Savings Plan effective July 1, 1998. All employees, other than highly
compensated employees, over the age of 21 are éligible to participate in the Savings Plan on the quarterly
entry date after the employee has been employed a minimum of six months and has over 1,000 hours of
service. Participants may contribute, in increments of 1%, up to 18% of their compensation to the
Savings Plan. Since January 1, 1999, we have matched participants contributions up to 1% of
compensation.

Nonqualified Deferred Compensation Plan. The Board of Directors adopted the KinderCare

Learning Centers, Inc. Nonqualified Deferred Compensation Plan, effective August 1, 1996 and approved
the restatement effective August 1, 1996. Under the Nonqualified Deferred Compensation Plan, certain
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highly compensated or key management employees are provided the opportunity to defer receipt and
income taxation of such employees compensation. Since January 1, 1999, we have matched participants
contributions up to 1% of compensation.

Directors Deferred Compensation Plan. On May 27, 1998, the Board of Directors adopted the
KinderCare Learning Centers, Inc. Directors Deferred Compensation Plan. Under this plan, non-
employee members of the Board of Directors may elect to defer receipt and income taxation of al or a
portion of their annual retainer. Any amounts deferred under the Directors' Deferred Compensation Plan
are credited to a phantom stock account. The number of shares of phantom stock credited to the director’s
account will be determined based on the amount of deferred compensation divided by the then fair value
per share, as defined in the Directors' Deferred Compensation Plan, of our common stock.

Distributions from the Directors' Deferred Compensation Plan are made in cash and reflect the
value per share of the common stock at the time of distribution multiplied by the number of phantom
shares credited to the director’ s account. Distributions from the Directors Deferred Compensation Plan
occur upon the earlier of (1) the first day of the year following the director’s retirement or separation from
the Board or (2) termination of the Directors' Deferred Compensation Plan.

11. Disclosures About Fair Value of Financial I nstruments

Fair value estimates, methods and assumptions are set forth below for our financial instruments at
May 31, 2002 and June 1, 2001.

Cash and cash equivalents, receivables, investments and current liabilities. Fair value
approximates the carrying value of cash and cash equivalents, receivables and current liabilities as
reflected in the consolidated balance sheets at May 31, 2002 and June 1, 2001 because of the short-term
maturity of theseinstruments. Our cost method investments are recorded at estimated fair values.

Long-term debt. The estimated fair value of our $290.0 million of 9.5% senior subordinated
notes was $290.0 and $285.7 million at May 31, 2002 and June 1, 2001, respectively, based on recent
market activity. The carrying values for our remaining long-term debt of $242.3 and $237.0 million at
May 31, 2002 and June 1, 2001, respectively, approximated market value based on current rates that
management believes could be obtained for similar debt.

12. Acquisitions

In April 2001, we acquired Mulberry Child Care Centers, Inc., referred to as Mulberry, a child
care and early education company based in Dedham, Massachusetts. We acquired 100% of Mulberry’s
stock in exchange for 860,000 shares of our common stock valued at $11.8 million. In connection with
the transaction, we paid $13.1 million and assumed $3.3 million of Mulberry’sdebt. In August 2002,
119,838 of the 860,000 shares were returned to us, which included 99,152 shares that were released from
an indemnity escrow and 20,686 shares that were redeemed from certain former sharehol ders of
Mulberry. Our subsidiary, KC Distance Learning, Inc., acquired NLKK, Inc., referred to as NLKK, a
distance learning company based in Bloomsburg, Pennsylvaniain June 2000. NLKK was purchased for
$15.1 million in cash. See*“Consolidated Statements of Cash Flows.”

Both acquisitions were accounted for under the purchase method. The results of operations for
Mulberry and NLKK for the periods subsequent to the acquisitions were included in our results of
operations for fiscal 2002 and 2001. The purchase price for both transactions was allocated to the assets
and liabilities of the respective companies based on their estimated fair values. Goodwill from the
purchase of Mulberry totaled $26.4 million, which was amortized using the straight-line method over 20
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years. Goodwill from the purchase of NLKK totaled $15.2 million, which was amortized using the
straight-line method over 20 years. See “Note 1. Summary of Significant Accounting Policies, Recently
Issued Accounting Pronouncements.”

13. Commitments and Contingencies

We conduct a portion of our operations from leased or subleased day care centers. At May 31,
2002, we leased 491 operating centers under various lease agreements that average twenty year terms.
Most leases contain standard renewal clauses. A mgjority of the leases contain standard covenants and
restrictions, al of which we werein compliance with at May 31, 2002. A mgjority of the leases are
classified as operating leases for financial reporting purposes. We have 15 center leases that were
classified as capital |eases, as well as certain equipment capital |eases.

During the fourth quarter of fiscal year 2002, we began marketing efforts to sell centers to
individual real estate investors and then lease them back. The Board of Directors has authorized sales of
up to $150.0 million, which we expect will represent 65 to 75 centers. The resulting leases are expected
to be classified as operating leases. We would continue to manage the operations of any centersthat are
sold in such transactions. At May 31, 2002, we had completed sales totaling $9.5 million. See“Note 7.
Long-Term Debt.”

Each vehiclein our fleet is leased pursuant to the terms of a 12-month non-cancel able master
lease which may be renewed on a month-to-month basis after the initial 12-month |ease period. Payments
under the vehicle leases vary with the number, type, model and age of the vehiclesleased. The vehicle
leases require that we guarantee specified residual values upon cancellation. In most cases, we expect that
substantialy all of the leases will be renewed or replaced by other leases as part of the normal course of
business. All such leases are classified as operating leases. Expensesincurred in connection with the fleet
vehicle leases were $9.8, $11.7 and $11.1 million for fiscal 2002, 2001 and 2000, respectively.

Following is a schedul e of future minimum lease payments under capital and operating leases,
that have initial or remaining non-cancelable lease terms in excess of one year at May 31, 2002, with
dollarsin thousands:

Capitalized Operating
L eases L eases
Fiscal Year:
2003 e $ 2803 % 39,516
2004t e 2,529 132,725
2005......cce et 2,234 28,520
2006.......ceiereeierieneee e e 2,290 25,818
2007 vt 2,400 24,216
SUDSEQUENT YEAIS ... 18,836 139,804
31,092 $ 390,599
L ess amounts representing interest................ (14,169)
Present value of minimum capitalized
[€3SE PAYMENES.....coveeevreee e $ 16,923
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The present value of the future minimum lease payments for leases classified as capital |eases
were as follows, with dollars in thousands:

May 31, 2002 Junel, 2001
Present value of minimum capitalized lease payments... $ 16,923 $ 13,644
Less current portion of capitalized lease obligations ...... 854 1,668
Long-term capitalized lease obligations................ $ 16,069 $ 11,976

Property and equipment recorded under capital leases were $21.9 and $17.3 million at May 31,
2002 and June 1, 2001, respectively.

At May 31, 2002, we had arevolving credit facility of $300.0 million, of which $28.5 million was
committed under outstanding letters of credit and $175.0 was drawn.

In fiscal 2000, we entered into a $100.0 million synthetic lease facility under which a syndicate of
lenders financed construction of 44 centers for lease to us for athree to five year period, which may be
extended, subject to the consent of the lessors. The related leases are classified as operating |eases for
financial reporting purposes. We do not consolidate the assets or liabilities related to the synthetic lease
in our consolidated financial statements.

The synthetic lease facility closed to draws on February 13, 2001 and, at May 31, 2002, $97.9
million had been funded through the facility. We have the option to purchase the centers for $97.9
million at the end of the lease term, which is February 13, 2004. We are required to notify the lessors by
May 14, 2003, asto whether or not we will be exercising our option to purchase the centers at the end of
the lease term. If we do not elect to exercise our purchase option, then we are required to market the
leased centersfor sale to third parties. In addition, we would pay the lessors a guaranteed residual amount
of up to $82.2 million. The guaranteed residual amount that we may have to pay would be reduced to the
extent the net sales proceeds from the centers exceed $15.7 million. Any such payment of the guaranteed
residual amount to the lessors would be recognized as rental expense when and if payment becomes
probable.

The synthetic lease facility includes covenants and restrictions that are substantially identical to
those in our credit facility. Inthe event of certain defaults under the terms of the synthetic lease facility,
all amounts under the synthetic lease facility, including the full property cost of the leased centers, may
become immediately due and payable.

In June 2002, the Financial Accounting Standards Board issued an Exposure Draft of a proposed
Interpretation, Consolidation of Certain Special Purpose Entities. If the Interpretation isissued as
proposed, we expect to be required to consolidate the specia purpose entity during our fiscal year 2004.
Upon consolidation, we would record the assets as property and equipment and the lease liability as an
obligation. The impact to our statement of operations would be reduced rent expense and increased
depreciation and interest expense.

We are presently, and are from time to time, subject to claims and litigation arising in the
ordinary course of business. We believe that none of the claims or litigation of which we are aware will
materially affect our financial position, operating results or cash flows, although assurance cannot be
given with respect to the ultimate outcome of any such actions.
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14. Quarterly Results (Unaudited)

A summary of results of operations for fiscal 2002 and fiscal 2001 was as follows, with dollarsin
thousands, except per share data. The first quarter of each fiscal year contained 16 weeks and the second,
third and fourth quarters each contained 12 weeks.

First Second Third Fourth
Quarter Quarter Quarter Quarter (a)
Fiscal Year ended May 31, 2002
REVENUES, NEL.......covereeeeirieerereeeiee $ 248450 ¢ 192,148 $ 187,600 $ 201,236
Operating iNCOME ........cocovererenerieeeenns 11,095 19,305 21,437 21,290
Net income (10SS) ....cevververeereererenieieenn (1,770) 5,453 7,148 5,712
Net income (loss) per share:
Basic net income (loss) per share........ $ (0.09) ¢ 027 % 036 $ 0.29
Diluted net income (loss) per share..... (0.09) 0.27 0.35 0.29
Fiscal Year ended June 1, 2001
REVENUES, NEL.......coverrereereerreeee s $ 216492 ¢ 166,901 $ 168,007 $ 191,997
Operating iNCOME .....ccocvvvreereeeeeeeenns 14,698 17,145 19,872 23,250
Net income (10SS)....ccvvervrerreerereeeerennens (1,045) 3,661 5,451 7,604
Net income (loss) per share:
Basic income (loss) per share before
cumulative effect of achangein
accounting principle, net................. $ (0.01) ¢ 019 $ 029 % 0.39
Cumulative effect of achangein
accounting principle, net of taxes.... (0.04) -- -- --
Net income (10SS)......c.cccevevervenenn. $ (0.05) ¢ 019 $ 029 $ 0.39
Diluted income (loss) per share before
cumulative effect of achangein
accounting principle, net................. $ (0.01) ¢ 019 $ 028 $ 0.3
Cumulative effect of achangein
accounting principle, net of taxes.... (0.04) -- -- --
Net income (10SS)........cccevevervenenn. $ (0.05) ¢ 019 $ 028 $ 0.39

(@ Net income during the fourth quarter of fiscal 2002 included aloss on minority investment of
$1.4 million, net of taxes. An asset impairment charge of $2.0 million, net of taxes, was recorded
during the fourth quarter of fiscal 2002 compared to $0.3 million in the same period last year.

15. Subsequent Event

On July 15, 2002, the Board of Directors authorized a 2-for-1 stock split of our $0.01 par value
common stock effective August 19, 2002 for stockholders of record on August 9, 2002. All referencesto
the number of common shares and per share amounts within these consolidated financial statements and
notes thereto for fiscal 2002, 2001 and 2000 have been restated to reflect the stock split. Concurrent with
the stock split, the number of authorized common shares was increased from 20.0 million to 100.0 million
shares.
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INDEPENDENT AUDITORS REPORT

The Board of Directors and Stockholders
KinderCare Learning Centers, Inc.

We have audited the accompanying consolidated balance sheets of KinderCare Learning Centers, Inc.,
and subsidiaries as of May 31, 2002 and June 1, 2001, and the related consolidated statements of
operations, stockholders equity and comprehensive income, and cash flows for each of the years ended
May 31, 2002, June 1, 2001, and June 2, 2000. These financial statements are the responsibility of the
Company’s management. Our responsibility isto express an opinion on these financial statements based
on our audits.

We conducted our audits in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance
about whether the financial statements are free of material misstatement. An audit includes examining,
on atest basis, evidence supporting the amounts and disclosuresin the financia statements. An audit also
includes assessing the accounting principles used and significant estimates made by management, as well
as evaluating the overall financial statement presentation. We believe that our audits provide a reasonable
basis for our opinion.

In our opinion, such consolidated financial statements present fairly, in al material respects, the financial
position of KinderCare Learning Centers, Inc. and subsidiaries as of May 31, 2002 and June 1, 2001, and
the results of their operations and their cash flows for each of the years ended May 31, 2002, June 1,
2001, and June 2, 2000, in conformity with accounting principles generally accepted in the United States
of America.

DELOITTE & TOUCHELLP

Portland, Oregon
July 26, 2002

ITEM 9. CHANGES IN AND DISAGREEMENTS WITH ACCOUNTANTS
ON ACCOUNTING AND FINANCIAL DISCLOSURE

None.
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PART 1l

ITEM 10. DIRECTORS AND EXECUTIVE OFFICERS OF THE REGISTRANT

Directors

The following table sets forth information regarding our Board of Directors. For information
concerning directors’ ownership of common stock, see “Item 12. Security Ownership of Certain
Beneficial Owners and Management and Related Stockholder Matters.”

Name and Age

Position with Us,
Year First Elected Director,
Principal Occupation During at Least the Last Five Years
and Other Directorships

David J. Johnson (56) .......ccccceeveniee.

Henry R. Kravis (58) (@) ...

George R. Roberts (58) (a)

David J. Johnson joined us as Chief Executive Officer and Chairman
of the Board in February 1997. Between September 1991 and
November 1996, Mr. Johnson served as President, Chief Executive
Officer and Chairman of the Board of Red Lion Hotels, Inc., which
was formerly a KKR affiliate, or its predecessor. From 1989 to
September 1991, Mr. Johnson was a general partner of Hellman &
Friedman, a private equity investment firm based in San Francisco.
From 1986 to 1988, he served as President, Chief Operating Officer
and director of Dillingham Holdings, a diversified company
headquartered in San Francisco. From 1984 to 1987, Mr. Johnson
was President and Chief Executive Officer of Cal Gas Corporation, a
principal subsidiary of Dillingham Holdings.

Henry R. Kravis has been on our Board since February 1997. Heisa
managing member of KKR & Co. L.L.C., thelimited liability
company that serves asthe general partner of KKR. Heisalso a
director of Accel-KKR Company, Accuride Corporation, Alliance
Imaging, Inc., Amphenol Corporation, BRW Acquisition, Inc.
(Bristol West Insurance Group), Borden Chemical, Inc., The Boyds
Coallection Ltd., Evenflo Company, Inc., KSL Recreation
Corporation, PRIMEDIA, Inc., Sotheby’s Holdings, Inc., U.S.
Natural Resources, Inc., United Fixtures Company and Willis Group
Holdings Limited.

George R. Roberts has been on our Board since February 1997. Heis
amanaging member of KKR & Co. L.L.C., thelimited liability
company that serves as the general partner of KKR. Heisalso a
director of Accel-KKR Company, Accuride Corporation, Alliance
Imaging, Inc., Amphenol Corporation, Borden Chemical, Inc., The
Boyds Callection, Ltd., Dayton Power & Light, Inc., Evenflo
Company, Inc., KSL Recreation Corporation, Owens-lllinois, Inc.,
PRIMEDIA, Inc., Safeway Inc., U.S. Natural Resources, Inc., United
Fixtures Company and Willis Group Holdings Limited.
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Position with Us,
Year First Elected Director,
Principal Occupation During at Least the Last Five Years
Name and Age and Other Directorships

Michael W. Michelson (51) .............. Michael W. Michelson has been on our Board since December 1999.
Heisamember of KKR & Co. L.L.C,, the limited liability company
that serves as the general partner of KKR. Heisalso adirector of
Alliance Imaging, Inc., Amphenol Corporation, AutoZone, Inc., New
South Holdings, Inc. and Owens-1llinois, Inc.

Scott C. Nuttall (29)......ccevevvveeenne Scott C. Nuttall has been on our Board since December 1999.
Mr. Nuttall has been an executive at KKR since 1996. Prior to that
time, he was an executive at The Blackstone Group L.P. Heisasoa
director of Alea Group Holdings, Ltd., Amphenol Corporation, BRW
Acquisition, Inc. (Bristol West Insurance Group), Walter Industries
Inc. and Willis Group Holdings Limited.

Richard J. Goldstein (37) ........ccce..... Richard J. Goldstein has been on our Board since May 2001. He has
been a Senior Vice President and, before that, a Vice President of
Oaktree Capital Management, LLC (“Oaktree”) since 1995. Oaktree
provides investment management services to TCW Asset
Management Company, the general partner of TCW Special Credits
Fund V — The Principal Fund, pursuant to a sub-advisory agreement.
Mr. Goldstein was an Assistant Vice President of Trust Company of
the West from 1994 to 1995.

(@ Messrs. Kravis and Roberts are first cousins.
Committees of Our Board of Directors

The Board of Directors has three standing committees: (1) an audit committee, (2) a
compensation committee and (3) an executive committee.

Executive Committee. Messrs. Johnson, Michelson and Nuttall comprise the executive committee
of the Board of Directors. The executive committee exercises authority of the Board of Directors, to the
extent permitted by law, in the management of our business between meetings of the full Board of
Directors.

Audit Committee. The audit committee consists of Messrs. Michelson and Nuttall. The Audit
Committee selects and engages, on our behalf, the independent public accountants to audit our annual
financial statements, reviews and approves the planned scope of the annual audit and reviews our interna
accounting practices and policies.

Compensation Committee. Messrs. Michelson and Nuttall serve as members of the compensation
committee. The compensation committee establishes compensation levels for officers and performs such
functions as provided under our employee benefit programs and executive compensation programs or as
delegated by the Board of Directors with respect to such programs.
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Executive Officers

Set forth below isinformation regarding our executive officers:

Name Age Position

David J. Johnson.........ccccceeeneee. 56  Chief Executive Officer and Chairman of the Board
Raobert Abeles.......ccccevevvniennne 56  Executive Vice President, Chief Financial Officer
Edward L. Brewington.............. 59  Senior Vice President, Human Resources

S. Wray Hutchinson.................. 42  Senior Vice President, Operations

Dan R. Jackson ........cccoeeeuennee. 48  Senior Vice President, Finance

EvaM. Kripaani.........ccccceenee. 43  Senior Vice President, General Counsel and Secretary
Bruce A. Walters........cccocevuenee. 45  Senior Vice President, Chief Development Officer

David J. Johnson has been Chief Executive Officer and Chairman of the Board since
February 1997. Between September 1991 and November 1996, Mr. Johnson served as President, Chief
Executive Officer and Chairman of the Board of Red Lion Hotels, Inc., which was formerly a KKR
affiliate, or its predecessor. From 1989 to September 1991, Mr. Johnson was a general partner of
Hellman & Friedman, a private equity investment firm based in San Francisco. From 1986 to 1988, he
served as President, Chief Operating Officer and director of Dillingham Holdings, adiversified company
headquartered in San Francisco. From 1984 to 1987, Mr. Johnson was President and Chief Executive
Officer of Cal Gas Corporation, aprincipal subsidiary of Dillingham Holdings.

Robert Abeles has been Executive Vice President, Chief Financia Officer since October 1999.
Mr. Abeles served as Executive Vice President, Chief Financial Officer and Director of Transamerica
Life Companies from June 1996 to October 1998. Prior to that time, Mr. Abeles spent 24 years at First
Interstate Bank of California and served as Executive Vice President and Chief Financial Officer from
July 1990 to May 1996.

Edward L. Brewington was promoted in July 2001 to Senior Vice President, Human Resources.
He had served as Vice President, Human Resources since April 1997. From June 1993 to April 1997,
Mr. Brewington was with Times Mirror where his last position held was Vice President, Human
Resources for the Times Mirror Training Group. Prior to that time, Mr. Brewington spent 25 years with
IBM in various human resource, sales and marketing positions.

S Wray Hutchinson was promoted to Senior Vice President, Operations in October 2000. He had
served as Vice President, Operations since April 1996. Hejoined usin 1992 as District Manager in New
Jersey and was later promoted to Region Manager for the Chicago, Illinois market.

Dan R. Jackson was promoted in October 1999 to Senior Vice President, Finance and was
appointed Chief Financial Officer of KC Distance Learning, Inc., in June 2001. Hejoined usin
February 1997 as Vice President of Financial Control and Planning. Prior to that time, Mr. Jackson served
as Vice President, Controller for Red Lion Hotels, Inc., or its predecessor, from September 1985 to
January 1997. From 1978 to 1985, Mr. Jackson held several financial management positions with Harsch
Investment Corporation, area estate holding company based in Portland, Oregon.

Eva M. Kripalani was promoted to Senior Vice President, General Counsel and Secretary in July
2001. Shehad served as Vice President, General Counsel and Secretary since July 1997. Prior to joining
KinderCare, Ms. Kripalani was a partner in the law firm of Stoel Rives LLP in Portland, Oregon, where
she had worked since 1987.

Bruce A. Walters has been Senior Vice President, Chief Development Officer since July 1997.
From June 1995 to February 1997, Mr. Walters served as the Executive Vice President of Store Develop-
ment for Hollywood Entertainment Corporation in Portland, Oregon. Prior to that time, Mr. Walters spent
14 years with McDonad' s Corporation in various domestic and international development positions.
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ITEM 11. EXECUTIVE COMPENSATION

The following table sets forth the compensation awarded or paid to or earned by the Chief
Executive Officer and Chairman of the Board of Directors and each of the other four most highly
compensated executive officers, referred to collectively as the Named Executive Officers:

Long-Term
Compensation
Awards-
Securities All Other
Fiscal Annual Compensation Underlying Compensation
Name and Principal Position Y ear Salary Bonus Other Options () (b) (c) (d)
David J. Johnson..........cccceeeveneenne. 2002 $ 698,325 $416,900 $ 4,687 -- $ 112,475
Chief Executive Officer and 2001 673,197 308,997 140 -- 113,172
Chairman of the Board 2000 663,381 489,575 134 -- 113,399
Robert Abeles.......cocooiviiiinnene. 2002 $ 268,524 $123118 $ 1,684 -- $ 54,816
Executive Vice President, 2001 256,599 106,991 97 -- 54,816
Chief Financia Officer 2000 158,654 87,101 25,440 69,690 131,135
Dan R. Jackson........ccccvvvveeneeninne 2002 $ 223446 $ 97,646 $ 2,816 -- $ 17,726
Senior Vice President, 2001 199,385 77,009 77 8,000 17,588
Finance 2000 186,206 90,541 61 10,000 17,505
EvaM. Kripalani ........c.ccoceevvnenne 2002 $ 220,735 $ 84,873 $ 3,831 10,000 $ 8,918
Senior Vice President, 2001 191,404 67,158 68 6,000 9,324
General Counsel and Secretary 2000 173,625 73,834 37 -- 9,333
Bruce A. Walters.......ccoovievennenne. 2002 $ 231,998 $ 88159 $ 1,765 -- $ 15,581
Senior Vice President, 2001 223,326 70,521 60 6,000 15,580
Chief Development Officer 2000 219,065 104,275 35 -- 15,606
@ Stock options granted under the 1997 Stock Purchase and Option Plan.
(b) Matching contributions under our Savings and Investment Plan and Nonqualified Deferred
Compensation Plan were as follows:
Nonqualified Deferred Savings and
Compensation Plan Investment Plan
Fiscal Year Fiscal Year
2002 2001 2000 2002 2001 2000
David J. Johnson..........ccceevenee. $ 10846 $ 11543 $ 11,430 $ -- $ -- $ 340
Robert Abeles........cccoovennene -- -- -- -- -- --
Dan R. Jackson .......c.cccvvruenene 3,226 2,909 2,668 -- 179 337
EvaM. Kripaani .......c.ccccceuee. 2,418 2,660 2,496 -- 164 337
Bruce A. Walters..................... 3,281 3,280 3,306 -- -- --

(©

for each of fiscal years 2002, 2001 and 2000 were as follows:

David J. JohnSoN ........cccovveeereeeriennnne $ 101,629
Robert Abeles........ccocevveveeeiieecne. 54,816
Dan R. JaCKSON.......ceeveeeeevieivee e 14,500
EvaM. Kripalani ........ccccoeereereenennnn. 6,500
Bruce A. Walters.....coccoveeeevecveeeens 12,300

(d)
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1997 Stock Purchase and Option Plan

The 1997 Plan authorizes grants of stock or options to purchase shares of authorized but unissued
or reacquired shares of our common stock, subject to adjustment to reflect events such as stock dividends,
stock splits, recapitalizations, mergers or reorganizations. Grants or awards under the 1997 Plan may take
the form of purchased stock, restricted stock, incentive or nongualified stock options or other types of
rights specified in the 1997 Plan. A total of 5,000,000 shares of common stock have been authorized for
issuance under the 1997 Plan, and the maximum number of shares that may be granted to any one person
is1,000,000. The 1997 Plan is intended to accomplish the following:

promote our long term financial interests and growth by attracting and retaining management
personnel with the training, experience and ability to enable them to make a substantial
contribution to the success of our business,

motivate management personnel by means of growth-related incentives to achieve long range
goals, and

further align the interests of participants with those of our other stockhol ders through
opportunities for increased stock or stock-based ownership.

The compensation committee of the Board of Directors administers the 1997 Plan and determines
the employees to whom grants will be made, the number of shares of common stock subject to each grant,
and the various terms of such grants, including the period for vesting. The compensation committee of the
Board of Directors may from time to time amend the terms of any grant, but such action may not
adversely affect the rights of any participant under the 1997 Plan with respect to the options without such
participant’ s consent, except for either of the following:

Adjustments made upon a change in our outstanding common stock by reason of a stock split,
spin-off, stock dividend, stock combination or reclassification, recapitalization or merger, change
of control or similar event, and

In the event of amerger or consolidation into ancother corporation, the exchange of al or
substantially al of our assets for another corporation’s securities, the acquisition by another
corporation of 80% or more of our voting stock or arecapitalization, reclassification, liquidation
or dissolution, option grants may be made exercisable for some period of time prior to such event
and then terminable upon occurrence of such event at the discretion of the Board of Directors.

Option Grants in Fiscal Year 2002

The following table sets forth the individual option grants during the fiscal year ended May 31,
2002 to the Named Executive Officers:

Number of Per cent of
Securities Total Options
Underlying Granted to Exercise Grant Date
Options Employeesin Price Present
Granted (a) Fiscal Year Per Share Expiration Date Value (b)
David J. Johnson............... -- --% $ -- - $ -
Raobert Abeles................... -- -- -- -- --
Dan R. Jackson ........cccce... - - - - -
EvaM. Kripaani .............. 10,000 8.0 13.61 July 23, 2011 55,500

Bruce A. Walters............... -- -- - -
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@ The options become exercisable 20% per year over afive-year period, with the first 20%
becoming exercisable on the first anniversary of the vesting commencement date. Vesting ceases
upon termination of employment; however, options vest in full upon death or disability. The
options expire upon the earlier of (i) ten years following grant date, (ii) the first anniversary of
death or disability or retirement, (iii) a specified period following any termination of employment
other than for cause, (iv) termination for cause and (v) the date of any merger or certain other
transactions. Exercisability of optionswill accelerate upon a change of control.

(b) Although we believe that it is not possible to place avalue on an option, in accordance with the
rules of the Securities and Exchange Commission, a modified Black-Scholes model of option
valuation has been used to estimate grant date present value. The actual value realized, if any,
may vary significantly from the values estimated by this model. Any further values realized will
ultimately depend upon the excess of the stock price over the exercise price on the date the option
isexercised. The assumptions used to estimate the grant date present value of this option were
volatility of 36.5%, risk-free rate of return of 4.7%, dividend yield of 0.0% and time to exercise
of seven years.

Aggregated Option Exercises in Fiscal Year 2002 and 2002 Fiscal Year End Option Values

The following table sets forth the unexercised options held at May 31, 2002 by the Named
Executive Officers:

Value of Unexer cised

Number of Unexercised “In-The-M oney”
Optionsat May 31, 2002 Optionsat May 31, 2002(a)
Exercisable Unexercisable Exercisable Unexercisable

David J. Johnson........c.ccoeeerueeene. 842,106 - $ 4,227,372 $ -
Robert Abeles.......coovceceniniene. 27,876 41,814 92,270 138,404
Dan R. JackSON ......ccceevereeerineene. 55,374 12,400 265,441 32,404
EvaM. Kripalani .......c.ccccvenne. 32,779 22,695 161,239 59,581
Bruce A. Walters.......c.ccovevvvenene. 53,832 17,958 266,925 76,901

@ The value of options represents the aggregate difference between the fair value, as determined by
the Board of Directors, at May 31, 2002 of $14.52 and the applicable exercise price.

There were no shares acquired upon exercise of options during fiscal 2002.
Compensation of KinderCare’s Directors

During fiscal year 2002, our non-employee directors received an annual retainer of $30,000, paid
in advance in quarterly installments. Directors who are our employees were not paid any additional
compensation for their service as directors. All directors were reimbursed for travel and other expenses
incurred in connection with the performance of their duties.

On May 27, 1998, the Board of Directors adopted the Directors' Deferred Compensation Plan.
Under this plan, non-employee members of the Board of Directors may elect to defer receipt and income
taxation of all or aportion of their annual retainer. Any amounts deferred under the Directors’ Plan are
credited to a phantom stock account. The number of shares of phantom stock credited to the director’s
account will be determined based on the amount of deferred compensation divided by the then fair value
per share, as defined in the Directors' Plan, of our common stock.
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Distributions from the Directors’ Plan are made in cash and reflect the value per share of the
common stock at the time of distribution multiplied by the number of phantom shares credited to the
director’s account. Distributions from the Directors’ Plan occur upon the earlier of (1) the first day of the
year following the director’ s retirement or separation from the Board or (2) termination of the Directors
Plan.

Compensation Committee Interlocks and Insider Participation

The Board of Directors approved the appointment of a compensation committee composed of
Michael W. Michelson and Scott C. Nuttall. Mr. Michelsonisamember of KKR & Co. L.L.C., the
limited liability company that serves as the general partner of KKR, and Mr. Nuttall is an executive at
KKR. See*“Item 13. Certain Relationships and Related Transactions.”

ITEM 12. SECURITY OWNERSHIP OF CERTAIN BENEFICIAL OWNERS AND
MANAGEMENT AND RELATED STOCKHOLDER MATTERS

Security Ownership of Certain Beneficial Owners and Management

The following table sets forth information with respect to the beneficial ownership of our
common stock at August 23, 2002 by each of the following:

each person who is known by us to beneficially own more than 5% of our common stock,
the Named Executive Officers,
each of our directors, and

all directors and executive officers as a group.

The amounts and percentages of common stock beneficially owned are reported on the basis of
regulations of the Securities and Exchange Commission governing the determination of beneficial
ownership of securities. Under the rules of the Commission, a person is deemed to be a*“ beneficia
owner” of asecurity if that person has or shares “voting power,” which includes the power to vote or to
direct the voting of such security, or “investment power,” which includes the power to dispose of or to
direct the disposition of such security. Unless otherwise noted in the footnotes to the following table, the
persons named in the table have sole voting and investment power with respect to the common stock
shown as beneficialy owned by them. A person is also deemed to be a beneficial owner of any securities
of which that person has aright to acquire beneficial ownership within 60 days. Under these rules, more
than one person may be deemed a beneficial owner of the same securities and a person may be deemed to
be a beneficial owner of securities as to which such person has no economic interest. The percentage of
class outstanding is based on the 19,699,514 shares of common stock outstanding as of August 23, 2002.
Shares subject to option grants which have vested or will vest prior to October 22, 2002 are deemed
outstanding for cal culating the percentage ownership of the person holding the options, but are not
deemed outstanding for calculating the percentage ownership of any other person.
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Shares Per cent of

Beneficially Class
Owned Outstanding

KKR-KLCL.L.C. and affiliated entitieS (@) ......ceovreruererenieesinieiesese e 15,657,894 79.5%

c/o Kohlberg Kravis Raberts & Co. L.P.

9 West 57" Street

New York, New York 10019
The TCW Group, Inc. and affiliated entitieS (D).........coerererieienenee e, 1,898,488 9.6%

865 South Figueroa Street

Los Angeles, California 90017
D= Y7o BN o] 07>'o o I (o) 1SS 1,157,896 5.6%
[270] 1= 7Y o 1< =Y (o) 1SS 69,690 *
Dan R. JACKSON (€) ..uveuveeeriertesuesseseeeessessestestessesseessessessessessessessesssessessessessessessssssessens 76,884 *
Y= WY R ] o= T (o) RS 59,664 *
BruCE A. WALErS (€) ..vveeeieieesiesieeeeeeseese s e st st s e ae e te sttt aese e ae s snesnesneenaeneens 94,504 *
[ (= YA R G Y 1Y ) RS -- --
George R. RODEMS (@) ....verueeueeeeie ettt s -- --
Michael W. MichelSON (@) .......cooeiriiiiiii e -- --
NITS P. BIOUS () «.veveeueeeeteriesiesieeeeeestesie s e st st ses e seesbeseesbesbe s e eseeseesaesaesaessesneanseseans -- --
SCOtE C. NULLAIT(B) vttt s neen -- --
Richard J. GOIASLEIN () .....coveiveriereeie ettt s -- --
All directors and executive officers asagroup (13 individuals) (d)........cceeveveveennnne 1,585,518 7.6%

(@

(b)

Percentage of shares of common stock beneficially owned does not exceed one percent.

Shares of common stock shown as beneficially owned by KKR-KLC L.L.C. are directly held by
KLC Associates, L.P. KKR-KLC L.L.C. isthe sole general partner of KKR Associates (KLC),
L.P., which isthe sole general partner of KLC Associates, L.P., and possesses sole voting and
investment power with respect to such shares. KKR-KLC L.L.C. isalimited liability company,
the members of which are Messrs. Henry R. Kravis, George R. Roberts, Paul E. Raether, Michael
W. Michelson, James H. Greene, Jr., Perry Golkin, Scott M. Stuart and Edward A. Gilhuly.
Messrs. Kravis and Roberts are members of the Executive Committee of KKR-KLC L.L.C. and
are directors of KinderCare. Mr. Michelson isalso adirector of KinderCare. Each of such
individuals may be deemed to share beneficial ownership of the shares shown as beneficialy
owned by KKR-KLC L.L.C. Each of such individuals disclaims beneficial ownership of such
shares. Of the total shares of common stock beneficially owned by KKR-KLC L.L.C., 203,684
were owned by KKR Partnersil, L.P., its affiliate.

Oaktree Capital Management, LLC, referred to as Oaktree, provides investment sub-advisory
servicesto the general partner of TCW Specia Credits Fund V — The Principal Fund pursuant to
a sub-advisory agreement. To the extent that Mr. Goldstein, as a Senior Vice President of
Oaktree, participates in the process to vote or to dispose of any such shares, he may be deemed
under such circumstances for the purpose of Section 13 of the Exchange Act to be the beneficial
owner of such shares of common stock. Mr. Goldstein disclaims beneficial ownership of such
shares of common stock.
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(9] The shares beneficially owned by the Named Executive Officers include shares subject to options
that are currently exercisable or become exercisable prior to October 22, 2002 as follows:

Number of

Options
David J. JONNSON ......oocviiiieirieiriecieecre et eve e sreens 842,106
RODEIt ADEIES........ocvecececece e 41,814
Dan R. JACKSON.......ccviiriitieitieiteeiteeere e seesreesbeesreeveebesraesreens 56,974
EvaM. Kripalani......ccccoevvieienenieesesese e e 43,874
BruCe A. WAEILENS.......cccveireecteecteecte ettt 68,190

(d) The shares beneficially owned by all directors and executive officers as a group include
1,146,214 shares that are subject to optionsthat are currently exercisable or become exercisable
prior to October 22, 2002. Shares owned by our executive officers are subject to restrictions on
transfer.

Securities Authorized for Issuance under Equity Compensation Plans

The following table summarizes our equity compensation plans at May 31, 2002, all of which
have been approved by shareholders:

Number of securities

Number of securities remaining available for
to beissued upon Weighted-aver age futureissuance under
exer cise of outstanding exer cise price of equity compensation
Plan Category options (a) outstanding options plans (b)
Equity compensation plans
approved by security holders ... 1,862,378 $10.32 2,599,322
(@ Represents the shares of common stock issuable upon exercise of outstanding options under the

1997 Plan, which was approved by stockholders during fiscal year 1998.

(b) Represents the shares remaining available for future issuance under the 1997 Plan (excluding
sharesreflected in first column). Future grants or awards under the 1997 Plan may take the form
of purchased stock, restricted stock, incentive or nonqualified stock options or other types of
rights specified in the 1997 Plan.

ITEM 13. CERTAIN RELATIONSHIPS AND RELATED TRANSACTIONS
Relationship with KKR
At August 23, 2002, affiliates of KKR beneficially owned in the aggregate approximately 79.5%
of our outstanding shares of common stock. See*“ltem 12. Security Ownership of Certain Beneficial
Owners and Management and Related Stockholder Matters, Security Ownership of Certain Beneficial
Owners and Management, Note (a).”
KKR receives fees and expense reimbursement for management, consulting and financial services

provided to us and may receive customary investment banking fees for services, plus reimbursement of its
related expenses. During fiscal year 2002, we paid $591,171 in fees and reimbursements to KKR.
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Registration Rights

Each of KLC Associates, L.P. and its affiliate, KKR Partners 11, L.P., hasthe right to require usto
register under the Securities Act of 1933 shares of common stock held by it pursuant to aregistration
rights agreement. Such registration rights will generally be available to KLC Associates and KKR
Partners Il until registration under the Securities Act is no longer required to enableit to resell the
common stock owned by it. The registration rights agreement provides that we will pay all expensesin
connection with the first six registrations requested by KLC Associates and/or KKR Partners|l andin
connection with any registration commenced by us as a primary offering. In addition, pursuant to
stockholders' agreements, Oaktree and members of our management may be allowed to participate in
specified registration processes. I1n addition, Oaktree and our management stockholders have the right,
under certain circumstances and subject to certain conditions, to participate in any registration process,
subject to certain exceptions.

Management Indebtedness

The following table sets forth the amount of indebtednessin excess of $60,000 due under term
notes executed by the executive officers at August 23, 2002:

Robert ADEIES......ccocveeeercecceee e $ 156,245
Edward L. Brewington ...........cccccooevenenienieeneenn. 96,804
S. Wray HUtChinSON........ccccoveiiiieeceeeeee 122,198
Dan R. JaCKSON .....ccovvererieieeee e 74,145
EvaM. Kripaani .......cccoeeeveeenenennsenesceeeeneenen 75,005

The amount of indebtedness remained constant during the past year for al executive officers
except Mr. Abeles. The largest amount of indebtedness during fiscal year 2002 for Mr. Abeleswas
$231,245.

The term notes mature from calendar 2008 to 2009 and bear interest at a rate of 4.44% per year,

payable semi-annually on June 30 and December 31. Theterm notes are secured by shares of restricted
stock purchased by the executive officers under the terms of the 1997 Plan.
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PART IV

ITEM 14. EXHIBITS AND FINANCIAL STATEMENT SCHEDULES

Thefollowing is an index of the financial statements, schedules and exhibitsincluded in this
report or incorporated herein by reference:

(@)(1) Financial Statements:

Page

Consolidated balance sheets at May 31, 2002 and June 1, 2001 ......... 34
Consolidated statements of operations for the fiscal years ended

May 31, 2002, June 1, 2001 and June 2, 2000...........ccccerverereenne 35
Consolidated statements of stockholders' equity and comprehensive

income for the fiscal years ended May 31, 2002, June 1, 2001

aNd JUNE 2, 2000 .......cueeeiieeerierieneeeeeeeee e nrens 36
Consolidated statements of cash flows for the fiscal year ended

May 31, 2002, June 1, 2001 and June 2, 2000............ccceerureneene. 37
Notes to consolidated financial statements..........c.ccovvevererviniencniene 38-53
Independent auditors' FEPON .........cooeieerereeere e 54

(8)(2) Schedulesto Financial Statements: None.

(a)(3) Exhibits: Thefollowing exhibits are filed with this report or incorporated herein by reference:

Exhibit
Number

Description of
Exhibits

2(a)

3(a)
3(b)

4(a)

4(b)

4(c)

Stockholders’ Agreement between KinderCare and the stockholders parties thereto
(incorporated by reference from Exhibit 2.3 of our Registration Statement on Form S-4, filed
March 11, 1997, File No. 333-23127).

Amended and Restated Certificate of Incorporation of KinderCare.

Restated Bylaws of KinderCare effective September 1, 2001 (incorporated by reference from
Exhibit 3(a) to our Quarterly Report on Form 10-Q for the quarterly period ended
September 21, 2001).

Indenture dated as of February 13, 1997 between KinderCare and Marine Midland Bank, as
Trustee (incorporated by reference from Exhibit 4.1 of our Registration Statement on Form
S4, filed March 11, 1997, File No. 333-23127).

First Supplemental Indenture dated as of September 1, 1999 to the Indenture dated as of
February 13, 1997 between KinderCare and HSBC Bank USA (formerly known as Marine
Midland Bank), as Trustee (incorporated by reference from Exhibit 4(a) to our Quarterly
Report on Form 10-Q for the quarterly period ended September 17, 1999).

Form of 9.5% Series B Senior Subordinated Note due 2009 (incorporated by reference from
Exhibit 4.3 of our Registration Statement on Form S-4, filed March 11, 1997, File No. 333-
23127).
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Exhibit
Number

Description of
Exhibits

10(a)

10(b)

10(c)

10(d)

10(e)*

10(F)*

10(9)*

10(h)*

10())*

100)*

10(k)*

10(1)*

10(m)*

10(n)*

10(0)*

Credit Agreement, dated as of February 13, 1997, among KinderCare, the several lenders
from time to time parties thereto, and the Chase Manhattan Bank as administrative agent

(incorporated by reference from Exhibit 10.1 of our Registration Statement on Form S-4,
filed March 11, 1997, File No. 333-23127).

Registration Rights Agreement, dated as of February 13, 1997, among KCLC Acquisition,
KLC Associates L.P. and KKR Partners 11, L.P. (incorporated by reference from Exhibit 10.2
of our Registration Statement on Form S-4, filed March 11, 1997, File No. 333-23127).

L ease between 600 Holladay Limited Partnership and KinderCare dated June 2, 1997
(incorporated by reference from Exhibit 10(f) of our Annual Report on Form 10-K for the
fiscal year ended May 30, 1997).

Addendum dated June 28, 2000 to L ease dated June 2, 1997 between 600 Holladay Limited
Partnership and KinderCare (incorporated by reference from Exhibit 10(a) to our Quarterly
Report on Form 10-Q for the quarterly period ended September 22, 2000).

1997 Stock Purchase and Option Plan for Key Employees of KinderCare Learning Centers,
Inc. and Subsidiaries (incorporated by reference from Exhibit 10(c) to our Quarterly Report
on Form 10-Q for the quarterly period ended September 19, 1997).

Form of Restated Management Stockholder’s Agreement (incorporated by reference from
Exhibit 10(f) to our Annual Report on Form 10-K for the fiscal year ended June 1, 2001).

Form of Non-Qualified Stock Option Agreement (incorporated by reference from Exhibit
10(g) to our Annual Report on Form 10-K for the fiscal year ended June 1, 2001).

Form of Restated Sale Participation Agreement (incorporated by reference from Exhibit
10(h) to our Annual Report on Form 10-K for the fiscal year ended June 1, 2001).

Form of Term Note (incorporated by reference from Exhibit 10(g) to our Quarterly Report on
Form 10-Q for the quarterly period ended September 19, 1997).

Form of Pledge Agreement (incorporated by reference from Exhibit 10(h) to our Quarterly
Report on Form 10-Q for the quarterly period ended September 19, 1997).

Stockholders’ Agreement dated as of February 14, 1997 between KinderCare and David J.
Johnson (incorporated by reference from Exhibit 10(I) to our Quarterly Report on Form 10-Q
for the quarterly period ended September 19, 1997).

Nonqualified Stock Option Agreement dated as of February 14, 1997 between KinderCare
and David J. Johnson (incorporated by reference from Exhibit 10(j) to our Quarterly Report
on Form 10-Q for the quarterly period ended September 19, 1997).

Sale Participation Agreement dated as of February 14, 1997 among KKR Partnersil, L.P.,
KLC Associates, L.P. and David J. Johnson (incorporated by reference from Exhibit 10(k) to
our Quarterly Report on Form 10-Q for the quarterly period ended September 19, 1997).

Directors Deferred Compensation Plan (incorporated by reference from Exhibit 10(q) to our
Annual Report on Form 10-K for the fiscal year ended May 29, 1998).

Form of Indemnification Agreement for Directors and Officers of KinderCare (incorporated
by reference from Exhibit 10(r) to our Annua Report on Form 10-K for the fiscal year ended
May 29, 1998).
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Exhibit

Description of

Restated Nonqualified Deferred Compensation Plan effective January 1, 1999 (incorporated
by reference from Exhibit 10(a) to our Quarterly Report on Form 10-Q for the quarterly
period ended March 5, 1999).

Form of Executive Split Dollar Life Insurance Agreement (incorporated by reference from
Exhibit 10(b) to our Quarterly Report on Form 10-Q for the quarterly period ended March 5,

Credit Agreement among The KinderCare Realty Trust 1999, as Borrower, The Chase
Manhattan Bank, as Agent, and the Lenders, dated as of September 2, 1999 (incorporated by
reference from Exhibit 10(a) to our Quarterly Report on Form 10-Q for the quarterly period
ended September 17, 1999).

Participation Agreement among KinderCare, as Lessee, The KinderCare Realty Trust 1999,
as Lessor, Scotiabanc Inc., as an Investor, The Chase Manhattan Bank, as Agent, and the
Lenders, dated as of September 2, 1999 (incorporated by reference from Exhibit 10(b) to our
Quarterly Report on Form 10-Q for the quarterly period ended September 17, 1999).

First Amendment to Participation Agreement among KinderCare, as Lessee, The KinderCare
Realty Trust 1999, as Lessor, Scotiabanc Inc., as an Investor, The Chase Manhattan Bank, as
Agent, and the Lenders, dated as of August 7, 2000 (incorporated by reference from Exhibit
10(u) to our Annual Report on Form 10-K for the fiscal year ended June 1, 2001).

Second Amendment to Participation Agreement among KinderCare, as Lessee, The
KinderCare Realty Trust 1999, as Lessor, Scotiabanc Inc., as an Investor, The Chase
Manhattan Bank, as Agent, and the Lenders, dated as of February 12, 2001 (incorporated by
reference from Exhibit 10(v) to our Annual Report on Form 10-K for the fiscal year ended

Rules of Usage and Definitions under the Participation Agreement (incorporated by
reference from Exhibit 10(c) to our Quarterly Report on Form 10-Q for the quarterly period
ended September 17, 1999).

Agency Agreement between The KinderCare Realty Trust 1999, as Lessor, and KinderCare,
as Lessee, dated as of September 2, 1999 (incorporated by reference from Exhibit 10(d) to
our Quarterly Report on Form 10-Q for the quarterly period ended September 17, 1999).

Guarantee made by KinderCare, as Lessee, and others, dated as of September 2, 1999
(incorporated by reference from Exhibit 10(e) to our Quarterly Report on Form 10-Q for the
quarterly period ended September 17, 1999).

Lease, Security Agreement and Financing Statement between The KinderCare Realty Trust

1999, as Lessor, and KinderCare, as Lessee, dated as of September 2, 1999 (incorporated by
reference from Exhibit 10(f) to our Quarterly Report on Form 10-Q for the quarterly period

ended September 17, 1999).

Subsidiaries of KinderCare.

Number Exhibits
10(p)*
10(a)*
1999).
10(r)
10(s)
10(t)
10(u)
June 1, 2001).
10(v)
10(w)
10(x)
10(y)
21
23

Independent Auditors’ Consent — Deloitte & Touche LLP.
Management contract or compensatory plan or arrangement.
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(@)(3) Supplemental Information to be Furnished with Reports Filed by Registrantsthat

(b)

(©)

do not have Securities Registered Pursuant to Section 12 of the Act: We do not
intend to send an annual report and proxy materials to stockholders during fiscal year
2003.

Reportson Form 8-K: Theregistrant filed no reports on Form 8-K during the fourth
quarter of fiscal 2002.

Exhibits Required by Item 601 of Regulation S-K: The exhibits to thisreport are
listed under item 14(a)(3) above.
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SIGNATURES

Pursuant to the requirements of Section 13 or 15(d) of the Securities Exchange Act of 1934, the
registrant has duly caused this report to be signed on its behalf by the undersigned, thereunto duly
authorized, on August 27, 2002.

KINDERCARE LEARNING CENTERS, INC.

By: /s DAVID J. JOHNSON
David J. Johnson
Chief Executive Officer and
Chairman of the Board of Directors
(Principal Executive Officer)

Pursuant to the requirements of the Securities Exchange Act of 1934, this report has been signed
by the following persons on behalf of the registrant and in the capacities indicated, on August 27, 2002:

By: /s DAVID J. JOHNSON
David J. Johnson
Chief Executive Officer and
Chairman of the Board of Directors
(Principal Executive Officer)

By: /s ROBERT ABELES
Robert Abeles
Executive Vice President,
Chief Financial Officer
(Principal Financia and Accounting Officer)

By: /S HENRY R. KRAVIS
Henry R. Kravis
Director

By: /sl GEORGE R. ROBERTS
George R. Roberts
Director

By: /sl MICHAEL W. MICHELSON
Michael W. Michelson
Director

By: /s/ SCOTT C. NUTTALL
Scott C. Nuttal
Director

By: /s RICHARD J. GOLDSTEIN
Richard J. Goldstein
Director
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