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PART |

References made herein to the Company or the Ragishclude Healthcare Services Group, Inc. an@vholly owned subsidiary HCSG
Supply, Inc., unless the context otherwise requires

Item |. Business

(a) General Healthcare Services Group, Inc. (th@rigany" or the "Registrant") provides housekeefdegndry, linen, facility maintenance
and food services to the health care industryptfiolg nursing homes, retirement complexes, reliabidin centers and hospitals. The
Company believes that it is the largest providecaftractual housekeeping and laundry servicelsetdong-term care industry in the United
States, rendering such services to approximat@yOlfacilities in 43 states and Canada as of Deeeidb, 1998.

(b) Not Applicable

(c) Description of Services The Company providesaggment, administrative and operating expertisesarvices to the housekeeping,
laundry, linen, facility maintenance and food seevilepartments of the health care industry. Theg@aiyis labor force is also
interchangeable with respect to each of theseaEyvith the exception of food services. The Campzelieves that each service it performs
is similar in nature and each provides opportufdtygrowth.

Housekeeping services. Housekeeping services iaithest service sector of the Company. It involslesining, disinfecting and sanitizing
resident areas in the facilities. In providing $e#g to any given client facility, the Company tadly hires and trains the hourly employees
who were employed by such facility prior to the aggment of the Company. The Company normally asdiga on-site managers to each
facility to supervise and train hourly personned &m coordinate housekeeping and laundry with ofteility support functions. Such
management personnel also oversee the executernarfety of quality and cost-control procedureduding continuous training and
employee evaluation as well as on-site testingrfi@ction control. The on-site management team assists the facility in complying with
Federal, state and local regulations.

Laundry and linen services. Laundry and linen sewiis the other significant service sector of@boenpany. Laundry services involves
laundering and processing of the residents' pelstothing. The Company provides laundry servicalt®f its housekeeping clients. Linen
services involves providing, laundering and proresthe sheets, pillow cases, blankets, toweldpumis and assorted linen items used by the
facilities. The hiring, training and supervisionlafindry and linen services' hourly employees enda to, and performed by the same
management personnel as housekeeping servicestaliygnat most of the facilities that utilize the@pany's linen services, the equipment is
either acquired and installed by the Company, eretkisting laundry installations are purchased ftbenfacility and upgraded when required.
Each such installation generally requires init@pbital outlays by the Company of from $50,000 t6G5200 depending on the size of the
facility, installation and construction



cost and the amount of equipment required. The @ompould incur relocation or other costs in theragwf the cancellation of a linen
service agreement where there was an investmethieb§ompany in a corresponding laundry installation

From January 1, 1996 through December 31, 1998 tlmepany's services were cancelled by thirty-faglities with respect to which the
Company had previously invested in a laundry itesiah. Laundry installations relating to agreenserdncelled in 1998 and 1997 resulted in
the Company receiving approximately $57,000 and@fLless, respectively than the net amount atiwthiese assets were recorded on its
balance sheet. In 1996, laundry installations tiregeto clients who terminated their service agreeta with the Company, were sold to the
Company's clients for an amount in excess of theam®unt recorded on the Company's balance shieein supplies, in some instances are
owned by the Company, and the Company maintaingfigisnt inventory of these items in order to erestheir availability. The Company
provides linen services to approximately twenty gent of the facilities for which it provides hokseping services.

Facility maintenance, materials acquisition andsadtmg services. Facility maintenance servicessistrof repair and maintenance of laundry
equipment, plumbing and electrical systems, as agetlarpentry and painting. In many instances, madgeequipment and supplies utilized
the Company in the performance of maintenance @esyas well as housekeeping, laundry and linesicesr;, are provided by the Company
through its wholly owned subsidiary, HCSG Supphg.l The Company also provides consulting senvigéacilities to assist them in
updating their housekeeping, laundry and linen ajeans.

Food services. The Company commenced providing $eodces to a limited number of clients in 199@o& services consist of the
development of a menu that meets the residentsrdineeds, purchasing and preparing the foodsieraghe residents receive an appetizing
meal, and participation in monitoring the resideatgjoing nutrition status. On-site managemeng¢s$ponsible for all daily food service
activities, with regular support being providedadlistrict manager specializing in food servicewali as a registered dietitian. The Comp
also provides consulting services to facilitieassist them in updating and cost containment iargsga client's food service operation.

Laundry installations sales. The Company (as #histor of laundry equipment) sells laundry instédias to its clients which generally
represent the construction and installation ofra-key operation. With regard to laundry instatiatsales, the Company generally offers
payment terms, ranging from 36 to 60 months. Thene no service agreement cancellations in 19987 8 1996 by clients who have
purchased laundry installations from the Companyriri) the years 1996 through 1998, laundry indialtesales were not material to the
Company's operating results as the Company prefexan such laundry installations in connectionhwgerformance of its service
agreements.



Operational-Management Structure

By applying its professional management technigtiesCompany is able to contain certain housekgepamindry, linen, facility maintenan
and food service costs on a continuing basis. Tdragany provides its services through a network afiagement personnel, as illustrated
below.

Vice President - Operations

Divisional Vice President
(5 Divisions)

Regional Vice President/Manager
(18 Regions)

District Manager
(97 Districts)

Training Manager

Facility Manager and
Assistant Facility Manager

Each facility is managed by an on-site Facility Mger, an Assistant Facility Manager, and if neagssalditional supervisory personnel.
Districts, typically consisting of from eight to élwe facilities, are supported by a District Managed a Training Manager. District Managers
bear overall responsibility for the facilities withtheir districts. They are generally based wittlimse proximity to each facility. These
managers provide active support to clients in émfuiio the support provided by the Company's oa+sianagement. Training Managers are
responsible for the recruitment, training and depeient of Facility Managers. At December 31, 1988,Company maintained 18 regions
within five divisions. A division consists of two six regions within a specific geographical are&ivisional Vice President manages each
division. Additionally, two divisions, have a Divisal Vice President-Sales who supports the Dinigid/ice President by managing the
marketing efforts of the respective divisions. Eeation is headed by a Regional Vice President/ldanand a Regional Sales Director who
assumes primary responsibility for marketing thenpany's services. Regional Vice President/Manag@uart to Divisional Vice Presidents
who in turn report to the Vice President of Openasi. With respect to the Food Service division,Dihdsional Vice President assumes
primary responsibility for the marketing effortstog division. Such efforts are supplemented by the
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Food Service division Regional Manager, as wethasother divisions' sales and marketing persorited. Company believes that its
divisional, regional and district organizationausture facilitates its ability to obtain new clisnas well as its ability to sell new services to
existing clients.

Market and Services

The market for the Company's services consistdarfgg number of facilities involved in various asfs of the health care industry, includi
nursing homes, retirement complexes, rehabilitatemers and hospitals. Such facilities may beiappeed or general, privately owned or
public, profit or not-for-profit, and may serve gaits on a long-term or short-term basis. The ntddeethe Company's services is expected to
continue to grow as the elderly increase as a ptage of the United States and Canadian populatidras government reimbursement
policies require increased cost control or cont&nniby constituents of its targeted market.

In 1998 the long-term care market consisted of @gprately 23,000 facilities, according to estimadéshe Department of Health and Human
Services. The facilities primarily range in sizerfr small private facilities with 65 beds to fa¢dig with over 500 beds. The Company markets
its services primarily to facilities with 100 or meobeds. The Company believes that less than éveept of long-term care facilities use
outside providers of housekeeping and laundry sesvuch as the Company.

Marketing and Sales

The Company's services are marketed at four l@fd¢lse Company's organization: at the corporatellby the Chief Executive Officer,
President and the Vice President of Operationtheatlivisional level by Divisional Vice Presideiatsd Divisional Vice Presidents- Sales; at
the regional level by the Regional Vice Presiddntsiagers and Regional Sales Directors; and atisiieod level by District Managers. The
Company provides incentive compensation to its at@mal personnel based on achieving budgetedreggmaind to its Divisional Vice
Presidents- Sales and Regional Sales Directorsllmasachieving budgeted earnings and new busieessues.

The Company's services are marketed primarily tiinaeferrals and ipperson solicitation of target facilities. The Compalso utilizes dire:
mail campaigns and participates in industry traues, health care trade associations and healtsoaport services seminars that are off

in conjunction with state or local health auth@stin many of the states in which the Company cotsdts business. The Company's progi
have been approved for continuing education créwitstate nursing home licensing boards in cegtdtes, and are typically attended by
facility owners, administrators and supervisorysp@nel, thus presenting a marketing opportunitgiferCompany. Indications of interest in
the Company's services arising from initial mamegtefforts are followed up with a presentation rdgey the Company's services and survey
of the service requirements of the facility. Théiera a formal proposal, including operational neenendations and recommendations for
proposed savings, is submitted to the prospectigatcOnce the prospective client accepts the ggapand signs the service agreement, the
Company can set up its operations on-site withiysda

Government Regulation of Clients

The Company's clients are subject to governmeatallation. In August 1997, the President signeal ey the Balanced Budget Act of 19!
The legislation changes Medicare and Medicaid gotica number of ways including the phasing in dedicare prospective payment
system ("PPS") for skilled nursing facilities effiee July 1, 1998. PPS will significantly change tinanner in which skilled nursing facilities
are reimbursed for inpatient services provided txlidare beneficiaries. Unlike the old system, whiglied solely on cost reports submitted,
PPS rates are based entirely on the federalllypaauijusted rate. Although there can be no assurdecedf, the Company believes that w
PPS will affect how clients are paid for certainveges, the Company's business should not be aglyeémpacted by this legislation, as clie
determine how to adjust to PPS. The Company doeganrticipate in any government reimbursement @aogy, therefore, all of the
Company's contractual relationships with its ckerdntinue to determine the clients' payment obtiga to the Company. At this time, the
Company has not been able to fully assess the ingp&PS on its clients, due in part to uncertaagyto the details of implementation by its
clients.



Service Agreements

The Company offers two kinds of service agreementsll service agreement or a management agreemneafull service agreement, the
Company assumes both management and payroll rabpionéor the hourly housekeeping, laundry, lindacility maintenance and food
service employees.

The Company typically adopts and follows the clepmployee wage structure, including its policyvafye rate increases, and passes thr
to the client any labor cost increases associatfdwage rate adjustments. Under a managementragreethe Company provides
management and supervisory services while thetdieility retains payroll responsibility for itsohirly employees. Substantially all of the
Company's agreements are full service agreemehéselagreements typically provide for a one year,teancelable by either party upon 30
days' notice after the initial 90-day period. Add&cember 31, 1998, the Company provided servicapproximately 1,050 client facilities.

Although the service agreements are cancelabl&éanmn sotice, the Company has historically had afakle client retention rate and expects
to be able to continue to maintain satisfactorgtiehships with its clients. The risk associatethwhort-term agreements have not materially
affected either the Company's linen services, whitherally require a capital investment, or lauridsgallation sales, which require the
Company to finance the sales price. Such riskefea mitigated by certain provisions set fortlthe agreements which are entered into by
the Company. In cases where the Company has pedhias laundry installation from its clients, marfiythe linen service agreements req
that in the event the Company's services are tatet) the client becomes obligated to purchaskthelry installation from the Company at
a price no less than the value recorded on the @oypfinancial statements at the time of termamatirhe laundry installation sales
agreements obligate the purchaser to pay for swgthliation upon terms independent of the servieedered by the Company.

From time to time, the Company encounters difficift collecting amounts due from certain of itsalis, including those in bankruptcy, th
who have terminated service agreements and sloerpayxperiencing financial difficulties. In ordergrovide for these collection problems
and the general risk associated with the grantfrgemlit terms, the Company recorded bad debt prows of $2,339,515, $899,551 and
$2,050,000 in the years ended December 31, 1998, 49d 1996, respectively. In making its evaluatjon addition to analyzing and
anticipating, where possible, the specific casassrileed above, management considers the genelattioh risks associated with trends in
long-term care industry.

Competition

The Company competes primarily with thehiause support service departments of its potecitéaits. Most healthcare facilities perform tr
own support service functions without relying ugmrside management firms such as the Company.diti@ad a number of local firms
compete with the Company in the regional marketstiich the Company conducts business. Severalmatgervice firms are larger and h
greater financial and marketing resources tharCrapany, although historically, such firms haveamnirated their marketing efforts on
hospitals rather than the lomgrm care facilities typically serviced by the Canp. Although the competition to provide servicénéalth car
facilities is strong, the Company believes thabinpetes effectively for new agreements, as well as
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renewals of the existing agreements based upoquility and dependability of its services and tbstsavings it can effect for the client.

Employees

At December 31, 1998, the Company employed 2,04@agement and supervisory personnel. Of these ee@ioy206 held executive,
regional/district management and office supporitimss, and 1,834 of these salaried employees wergite management personnel. On such
date, the Company employed approximately 12,008ly@employees. Many of the Company's hourly empésyaere previous support
employees of the Company's clients. In additioa,@lompany manages hourly employees who remain eebloy certain of its clients.

Approximately 12% of the Company's hourly employaesunionized. These employees are subject teativé bargaining agreements that
are negotiated by individual facilities and areem$sd to by the Company so as to bind the Compsuay demployer” under the agreements.
The Company may be adversely affected by relati@tseen its client facilities and the employee ngsiorhe Company is a party to
negotiated collective bargaining agreements wisipeet to approximately 90 employees at five faeglitThe Company believes its employee
relations are satisfactory.

(d) Risk Factors - Certain matters discussed mrport may include forwarndoking statements that are subject to risks aredainties the
could cause actual results or objectives to diffaterially from those projected. Such risks andeutainties include, but are not limited to,
risks arising from the Company providing its seeg@xclusively to the health care industry anditeed collection risks associated with this
industry. Additionally, the Company's operatinguleswould be adversely effected if unexpectedeases in the costs of labor, materials
supplies and equipment used in performing its ses/could not be passed on to clients.

In addition, the Company believes that in ordeniprove its financial performance it must contiria@btain service agreements with new
clients, as well as providing new services to éxgstlients, achieve modest price increases orentigervice agreements with existing clients
and maintain internal cost reduction strategigh@tarious operational levels of the Company.iamhore, the Company believes that its
ability to sustain the internal development of ngetéal personnel is an important factor impactingfe operating results and successfully
executing projected growth strategies.

(e) Financial Information About Foreign and DomesSliperations and Export Sales Not Applicable.

Item 2. Properties

The Company leases its corporate offices, locat@643 Huntingdon Pike, Huntingdon Valley, Pennayia 19006, which consists of 6,638
square feet. The term of the lease expires on Mat¢c2001. The Company also leases office spagthat locations in Pennsylvania,
Massachusetts, Florida, lllinois, California, Celdo, Georgia, Missouri and Texas, office sizes edngm approximately 1,000 to 2,500
square feet. These locations serve as divisionagional offices. In addition, the Company leasasehouse space in Pennsylvania, Florida
and lllinois. The warehouses in Pennsylvania, Bbori



and lllinois consist of approximately 18,000, 1@MGMhd 3,500 square feet, respectively. None oktlesses is for more than a five-year term.

The Company is provided with office and storagecepat each of its client facilities. Managementsdoet foresee any difficulties with regz
to the continued utilization of such premises.

The Company presently owns laundry equipment, efficniture and equipment, housekeeping equipmmehivahicles. Management belie
that all of such equipment is sufficient for thendact of the Company's current operations.

Item 3. Legal Proceedings.

As of December 31, 1998, there were no materiatlipgriegal proceedings to which the Company waartypor of which any of its proper
was subject, other than routine litigation or claibelieved to be adequately covered by insurance.

Item 4. Submission of Matters to a Vote of SecurityHolders

Not applicable



PART Il
Item 5. Market for Registrant's Common Stock and Réated Security Holder Matters

(a) Market Information The Company's common st&R®] par value (the "Common Stock") is traded enNMASDAQ National Market
System. On December 31, 1998, there were 11,03428és of Common Stock outstanding.

On August 5, 1998, the Board of Directors declardldree-for-two stock split of the Company's ComrStock effected in the form of a 50%
stock dividend payable on August 27, 1998 to Com&tmrck stockholders of record on August 17, 1998afount equal to the par value of
the shares of Common Stock issued was transferwed ddditional paid in capital to Common Stockhie December 31, 1998 balance sheet.
The effect of this action was to increase sharemsitdftanding Common Stock at August 27, 1998 byapmately 3,693,432.

The high and low bids for the Common Stock durimg tivo years ended December 31, 1998, rangedlawofafter giving effect to the
three-for-two stock split):

1998 High 1998 Low
1st Qtr. 9 15/16 8 1/3
2nd Qtr. 99/16 91/3
3rd Qtr. 11 11/16 9 3/16
4th Qtr. 97/8 8 3/8

1997 High 1997 Low
1st Qtr. 81/3 6 3/4
2nd Qtr. 81/3 6 2/3
3rd Qtr. 91/3 72/3
4th Qtr. 99/16 8 3/16

(b) Holders As of March 19, 1999, there were appnately 320 holders of record of the common stan&luding stock held in nominee
name by brokers or other nominees. It is estimttatithere are approximately 2,600 beneficial halde

(c) Dividends The Company has not paid any casiteinds on its Common Stock during the last two ye@urrently, it intends to continue
this policy of retaining all of its earnings, ifyaro finance the development and expansion dfutiness.
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Items 6 through 8 - Selected Financial Data, Mameggg's Discussion and Analysis of Financial Conditand Results of Operations and
Financial Statements and Supplementary Data

The information called for herein is incorporatgdreference to the Company's Annual Report to Studders for the year ended December
31, 1998.

Selected Financial Data

The selected financial data presented below sHmileead in conjunction with, and is qualified s éntirety by reference to, the Financial
Statements and Notes thereto.

(In thousands except for per share data an d employees)

Years ended December 31:

1998 1997 1996 1995 1994

Revenues $204,869 $181,359 $162,482 $148,747 $136,414
Net income $ 8869 $5894 $ 6889 $ 3,941 $ 6,400
Basic earnings per common share $ 79 $ 52 $ 57 $ .32 $ .53
Diluted earnings per common share $ 77 $ 51 $ 56 $ .32 $ .53
Weighted average number of common

shares outstanding for basic EPS 11,188 11,354 12,156 12,210 12,044
Weighted average number of common

shares outstanding for diluted EPS 11,512 11,578 12,203 12,335 12,211
As of December 31:
Working Capital $62,009 $55706 $57,434 $51,068 $ 46,146
Total Assets $93,109 $84,890 $86,446 $80,290 $ 75,815
Long-Term Obligations $ - $ - $ - $ - $ 300
Stockholders' Equity $80,192 $72,227 $74,938 $68,470 $62,124
Book Value Per Share $ 727 $ 652 $ 617 $ 561 $ 522
Employees 14,046 12,180 11,217 10,911 10,808

All share data has been adjusted to reflect thar-2ftock split paid in the form of a 50% stockidéend on August 27, 1998.
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The following discussion and analysis should bel ieaconjunction with the financial statements ates thereto.

Management's Discussion and Analysis of
Financial Condition And Results of Operations

Results of Operations
From 1993 through 1998, the Company's revenues grencompound annual rate of 12.4%. This growth achieved through obtaining n
clients in both existing market areas, as wellrasigding additional services to existing clientdthdugh there can be no assurance therea

Company anticipates future growth, although its poond growth rates will likely decrease as growtimeasured against the Company's
increasing revenue base.

The following table sets forth for the years indéchthe percentage which certain items bear towses

Relat ion to Total Revenues
Year s Ended December 31
1998 1997 1996
Revenues 100.0% 100.0% 100.0%
Operating costs and expenses:
Costs of services provided 85.1 85.1 85.7
Selling, general and administrative 8.5 8.8 8.0
Interest income .6 .8 7
Settlement of civil litigation
(Note 9) - (1.0)
Income before income taxes 7.0 5.9 7.0
Income taxes 2.7 2.6 2.8
Net income 4.3% 3.3% 4.2%

1998 Compared with 1997

Revenues increased 13% to $204,869,023 in 1998 $18th,359,305 in 1997. The following factors cdmited to the increase in revenues:
service agreements with new clients increased @& B82.7%; new services to existing clients ina@dasvenues 4.9%; and cancellations
other minor changes decreased revenues by 14.6%.

Costs of services provided as a percentage of uvegeinm 1998 was 85.1%, the same as in 1997. Theapyifactors affecting specific
variations in the 1998 cost of services provided asrcentage of revenue are as follows: decreaserkers' compensation, general liability
and other insurance of .5%; decrease of .3% idiseof supplies consumed in performing servicesrehse of .3% in employee benefits;
offsetting these decreases was an increase inalloavfor doubtful accounts of .6%.

Selling, general and administrative expenses as@ptage of revenue decreased to 8.5% in 19988r8%h in 1997. The decrease is
primarily attributable to the Company's abilitydontrol these expenses while comparing them teeatgr revenue base.
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1997 Compared with 1996

Revenues increased 12% to $181,359,305 in 1997 $1168,482,169 in 1996. The following factors cdmited to the increase in revenues:
service agreements with new clients in existingggaphic areas increased revenues 16.8%; new setai@xisting clients increased revenues
5.2%; and cancellations and other minor changesedsed revenues by 10%.

Costs of services provided as a percentage of vegetlecreased to 85.1% in 1997 from 85.7% in 1B86 primary factors affecting specific
variations in the 1997 cost of services provided percentage of revenue and their effects orbffiedecrease are as follows: decrease in
allowance for doubtful accounts of .9%; decreas&arkers' compensation, general liability and ofhsurance of .7%; offsetting these
decreases was an increase of 1.2% in the cosppfies consumed in performing services.

Selling, general and administrative expenses a&s@eptage of revenue increased to 8.8% in 1997 &@% in 1996. The increase is prima
a result of the additional costs associated wighetkpansion of the Company's divisional and redistadfs, as well as the costs of installing a
new computerized financial reporting system.

In the second quarter of 1997 the Company estadalishprovision of $1,800,000 for additional legad aelated costs in connection with the
settlement of a civil lawsuit which was settledlily 1997 (see Note 9 - Settlement of Civil Litigad.

Liquidity and Capital Resources

At December 31, 1998 the Company had working ckgitd cash of $62,009,010 and $17,201,408 respdgtwhich represents an 11%
increase and 3% decrease, respectively, compai@ddember 31, 1997 working capital and cash of 8917 and $17,774,219. During
1998, the Company expended $3,496,000 for openehptkchases of 369,000 shares of its common stdekCompany's current ratio at
December 31, 1998 increased only slightly, to 6.8 from 6.7 to 1 at December 31, 1997.

The net cash provided by the Company's operatitigitées was $3,319,704 for the year ended Decerlied 998. The principal source of
cash flows from operating activities for 1998 was$ income, charges to operations for bad debt pi@v$, depreciation and amortization, and
the timing of payments for payroll and payroll tethtaxes. The operating activity that used thgelsiramount of cash was a $10,215,917 net
increase in accounts and current and long ternsmeteivable, as well as a $871,915 decrease inetisurance claims. The net increas
accounts and current and long term notes receivabidted primarily from the growth in the Compamgvenues. The decrease in accrued
insurance claims is principally due to the estirddiral payment on expiring policies to the Compangsurance carrier.

The Company's principal use of cash in investirtgities for the year ended December 31, 1998 Wwagurchase of housekeeping
equipment, computer equipment and laundry equipinstullations.

At December 31, 1997 the Company had working ckgitd cash of $55,705,917 and $17,774,219 respdgtivhich represent decreases of
3% and 22% respectively, compared to December @6 Working capital and cash of $57,434,314 and&22290, respectively. The
declines are primarily a result of the Company|seexding approximately $10,900,000 for open marketipases of 942,500 shares of its
common stock. As a result of the stock buy-backGbmpany's current ratio at December 31, 1997 dsexkto 6.7 to 1 from 7.6 to 1 at
December 31, 1996.

The net cash provided by the Company's operatitigities was $5,364,992 for the year ended Decerlied 997. The principal source of
cash flows from operating activities for 1997 was income, depreciation and amortization, chargegperations for bad debt provisions and
the timing of payments for payroll and payroll tethtaxes. The operating activity that used thgesiramount of cash was a $4,261,684
increase in accounts and current and long ternsmeteeivable, as well as a $506,560 increase pamexpenses and other assets. The
increase in accounts and current and long termsmetzivable resulted primarily from the growttitie Company's revenues. The increase in
prepaid expenses and other assets primarily relsintien payments made in connection with laundryaltestions not complete as of Decenr
31, 1997.
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The Company's principal use of cash in investirtiyities for the year ended December 31, 1997 Wwagurchase of housekeeping equipr
and laundry equipment installations.

The Company expends considerable effort to cotleeamounts due for its services on the terms dgrpen with its clients. Many of the
Company's clients participate in programs fundedeblgral and state governmental agencies whichriistly have encountered delays in
making payments to its program participants. When@wssible, when a client falls behind in makiggead-upon payments, the Company
converts the unpaid accounts receivable to intésting promissory notes. The promissory notesivable provide a means by which to
further evidence the amounts owed, provide a defsnrepayment plan and therefore may enhanceltimeate collectibility of the amounts
due. In some instances the Company obtains a settarest in certain of the debtors' assets.

The Company encounters difficulty in collecting amts due from certain of its clients, includinggkadn bankruptcy, those which have
terminated service agreements and slow payersiexgerg financial difficulties. In order to provider these collection problems and the
general risk associated with the granting of crigins, the Company has recorded bad debt progisib$i2,339,515, $899,551 and
$2,050,000 in the years ended December 31, 1998, 49d 1996 respectively. In making its evaluatioraddition to analyzing, and
anticipating, where possible, the specific casassrileed above, management considers the genelattioh risk associated with trends in the
long-term care industry.

The Company has a $13,000,000 bank line of credittiich it may draw to meet short-term liquidityjtérements in excess of internally
generated cash flow, that expires on Septembet@8. Amounts drawn under the line are payablessnathd. At December 31, 1998, there
were no borrowings under the line. However, at glatie, the line was fully utilized as a result ohtingent liabilities of the Company to the
lender relating to letters of credit issued for @mmpany (see Note 8 of Notes to Financial Statéshen

At December 31, 1998, the Company had $17,201,408sh and cash equivalents, which it views agritscipal measure of liquidity.

The level of capital expenditures by the Compargeiserally dependent on the number of new cliebtsined. Such capital expenditures
primarily consist of housekeeping equipment anddiay and linen equipment installations. Althouga @ompany has no specific material
commitments for capital expenditures through the @incalendar year 1999, it estimates that it imitlur capital expenditures of
approximately $2,500,000 during this period in cerctron with housekeeping equipment and laundrylizneth equipment installations in its
clients' facilities, as well as hardware and sofenexpenditures relating to the implementation néa computerized financial reporting
system. The Company believes that its cash fromatipas, existing balances and credit line willdakequate for the foreseeable future to
satisfy the needs of its operations and to fundatgtinued growth. However, if the need arose Gbhmpany would seek to obtain capital from
such sources as long-term debt or equity financing.

In accordance with the Company's previously annedrauthorizations to purchase its outstanding comshack, the Company expended
$3,496,000 to purchase 369,000 shares of its constoak during 1998 at an average price of $9.4%pare. The Company remains
authorized to purchase 469,950 shares pursuan¢t@®mps Board of Directors action (in each caseraftving effect to the 50% stock
dividend described below).

The Company's Board of Director's declared a tlfioeg¢wo stock split in the form of a 50% stock diend payable August 27, 1998, to the
owners of its Common Stock of record at the clddeuginess August 17, 1998. The effect of thisaactvas to increase shares outstanding by
3,693,432. The three-for-two stock split has bedfilected in the December 31, 1998 balance sheet.
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Effect of Recently Issued Accounting Pronouncements

Accounting for Derivative Instruments and Hedging Activities

In June 1998, the FASB issued SFAS No. 133, "Actingrfor Derivative Instruments and Hedging Actieg," which is effective for fiscal
years beginning after June, 1999. SFAS No. 133iresgjall entities to recognize all derivative instrents on their balance sheet as ei
assets or liabilities measured at fair value. SIN&S133 also specifies new methods of accountingpéalging transactions, prescribes the
items and transactions that may be hedged, andispatetailed criteria to be met to qualify fordge accounting.

Adoption of SFAS No. 133 is not expected to haveaderial effect on the Company's consolidated firsrstatements.

Other Matters - Year 2000 Compliance

The Company has implemented new operating andcatioin software which has become operational dutBg8. The Company has been
notified by the software manufacturer, as wellhasfirm providing installation support, that theanapplications have functionality for the
year 2000. Therefore, the Company does not believll incur any material expense, beyond the registems installation costs, with resp

to year 2000 issues. Additionally, the Companyiaé# an independent service bureau for the protgssid payment of payroll and payroll
related taxes. The Company has been notified kpaisoll processing company that all of its systevilsbe fully compliant with year 2000
requirements. Many of the Company's clients paudite in programs funded by federal and state govental agencies which may be affec

by year 2000 issues. Any failure by the Comparsyoiitside processing company, its clients or therid and state governmental agencies to
effectively monitor, implement or improve the abaeéerenced operational, financial, managementtecithical support systems could ha
material adverse effect on the Company's busimessansolidated results of operations.

Cautionary Statements Regarding Forward LookingeStants Certain matters discussed may include forlemking statements that are
subject to risks and uncertainties that could caesaal results or objectives to differ materidtlym those projected. Such risks and
uncertainties include, but are not limited to, siskising from the Company providing its serviceslasively to the health care industry,
primarily providers of long-term care, and creditiacollection risks associated with this industgditionally, the Company's operating
results would be adversely effected if unexpeatedeiases in the costs of labor, materials, supphésequipment used in performing its
services could not be passed on to its clients.

In addition, the Company believes that to imprdasduture financial performance it must continuektain service agreements with new
clients, provide new services to existing clieatshieve modest price increases on current sergi@ments with existing clients and
maintain internal cost reduction strategies atvéimous operational levels of the Company. Furtleenthe Company believes that its ability
to sustain the internal development of managegedgnnel is an important factor impacting futureraping results in respect to successfully
executing projected growth strategies.

Effects of Inflation

All of the Company's service agreements allow pass through to its clients increases in the aisibor resulting from new wage
agreements. The Company believes that it will He &brecover increases in costs attributable flation by continuing to pass through cost
increases to its clients.
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Consolidated Balance Sheets

Assets December 31,
Current Assets: 1998 1997
Cash and cash equivalents $17,201,408 $17,774,219
Accounts and notes receivable, less allowance fo r
doubtful accounts of $3,449,000 in 1998 and
$3,663,000 in 1997 45,066,828 36,560,661
Prepaid income taxes - 366,712
Inventories and supplies 7,803,437 7,339,928
Deferred income taxes (Note 4) 324,054 567,119
Prepaid expenses and other 2,318,285 2,859,133
Total current assets 72,714,012 65,467,772
Property and Equipment:
Laundry and linen equipment installations 8,985,945 10,993,558
Housekeeping and office equipment 8,482,207 8,731,042
Autos and trucks 51,110 157,611
17,519,262 19,882,211
Less accumulated depreciation 11,416,214 14,245,071
6,103,048 5,637,140
COSTS IN EXCESS OF FAIR VALUE OF
NET ASSETS ACQUIRED
less accumulated amortization of $1,420,284 in 1 998
and $1,312,660 in 1997 (Note 1) 1,935,193 2,042,817
DEFERRED INCOME TAXES (Note 4) 2,131,535 1,067,670
OTHER NONCURRENT ASSETS (Note 1) 10,225,439 10,674,340
$93,109,227 $84,889,739
Liabilities and Stockholders' Equity
Current Liabilities:
Accounts payable $ 4,366,015 $4,275,902

Accrued payroll, accrued and withheld payroll ta

xes 5,147,634 3,770,310

Other accrued expenses (Note 9) 319,333 944,501

Income taxes payable (Note 4) 283,980 -

Accrued insurance claims (Notes 1 and 10) 588,040 771,142

Total current liabilities 10,705,002 9,761,855
ACCRUED INSURANCE CLAIMS

(Notes 1 and 10) 2,212,151 2,900,964

COMMITMENTS AND CONTINGENCIES (Notes 2 and 8)
STOCKHOLDERS' EQUITY: (Note 3)
Common stock, $.01 par value: 15,000,000 sharémamned, 11,034,207 shares issued in 1998 and

7,386,863 in 1997
Additional paid in capital
Retained earnings

110,342 73,869
25,064,832 26,005,004
55,016,900 46,148,047

Total stockholders' equity

$93,109,227 $84,889,739

See accompanying notes.
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Consolidated Statements of Income

Revenues
Operating costs and expenses:
Cost of services provided
Selling, general and administrative
Other income (expense):
Settlement of civil litigation (Note 9)
Interest income

Income before income taxes
Income taxes (Note 4)

Net income

Basic earnings per common share
(Notes 1 and 7)

Diluted earnings per common share
(Notes 1 and 7)

Years Ended December 31,

1998 1997 1996

$204,869,023 $181,359,305 $162,482,169

174,431,075 154,417,984 139,178,736
17,447,639 15,859,083 12,967,523

(1,800,000)
1,400,544 1,412,096 1,143,162

14,390,853 10,694,334 11,479,072
5,522,000 4,800,000 4,590,000

$ 8,868,853 $ 5,894,334 $ 6,889,072

$ 79 % 52 % .57

$ 77 °$ 51 $ .56

All per share data has been adjusted to reflecB{foe-2 stock split paid in the form of a 50% tatividend on August 27, 1998.
See accompanying notes.
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Consolidated Statements of Cash Flows

Cash flows from operating activities:
Net Income
Adjustments to reconcile net
income to net cash provided
by operating activities:
Depreciation and amortization
Bad debt provision
Deferred income taxes (benefits)
(Note 4)
Tax benefit of stock option
transactions
Changes in operating assets and liabilities:
Accounts and notes receivable
Prepaid income taxes
Inventories and supplies
Changes to long term
notes receivable
Accounts payable and other
accrued expenses (Note 9)
Accrued payroll, accrued and
withheld payroll taxes
Accrued insurance claims
(Notes 1 and 10)
Income taxes payable
Prepaid expenses and other assets

Net cash provided by operating
activities

Cash flows from investing activities:
Disposals of fixed assets
Additions to property and equipment

Net cash used in investing activities

Cash flows from financing activities:
Purchase of treasury stock
Proceeds from the exercise of stock

options

Net cash used in financing activities

Net increase (decrease) in cash and
cash equivalents

Cash and cash equivalents at
beginning of the year

Cash and cash equivalents at end of
the year

See accompanying notes.

Years Ended December 31,

1998 1997 1996

$ 8,868,853 $5,894,334 $6,889,072

2,080,823 2,119,053 2,212,570
2,339,515 899,551 2,050,000

(820,800) 258,000 660,797
571,985 120,826 2,821
(10,845,682) (4,141,482) (2,905,442)
366,712  (366,712) 1,466,184
(463,509) 52,579  (192,474)
629,765  (120,202)  (786,737)
(535,055) 303,524 (1,407,510)
1,377,324 816211 641,193
(871,915) 89,009 400,161

283,980  (53,139) 53,139
337,708  (506,560) (184,564)

3,319,704 5,364,992 8,899,210

400,165 212,721 251211
(2,816,996) (1,754,111) (2,386,017)

(2,416,831) (1,541,390) (2,134,806)

(3,496,000) (10,923,679)  (528,975)

2,020,316 2,197,006 105,975

(1,475,684) (8,726,673)  (423,000)

(572,811) (4,903,071) 6,341,404

17,774,219 22,677,290 16,335,886

$17,201,408 $17,774,219 $22,677,290
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Consolidated Statements of Stockholders' Equity

Balance, December 31, 1995
Net income for the year
Exercise of stock options
Tax benefit arising from
stock transactions
Purchase of common

stock for treasury
(65,000 shares)
Treasury stock retired

Balance, December 31, 1996
Net income for year
Exercise of stock options
Tax benefit arising from

stock transactions
Purchase of common
stock for treasury
(942,500 shares)
Treasury stock retired

Balance, December 31, 1997
Three-for-two stock split
Net income for year
Exercise of stock options
Tax benefit arising from

stock transactions

Purchase of common stock
for treasury (369,000 shares)
Treasury stock retired

Balance, December 31, 1998

See accompanying notes.

©

3,6

8,1

8,0

7,3

Years Ended December 31, 1998, 1

Additional
Common Stock Paid-in Retained
hares Amount Capital Earnings
43,063 $81,431 $35,023,468 $33,364,641
6,889,072
12,600 126 105,849
2,821
65,000) (650) (528,325)
90,663 80,907 34,603,813 40,253,713
5,894,334
38,700 2,387 2,194,619
120,826
42,500) (9,425) (10,914,254)
86,863 73,869 26,005,004 46,148,047
93,432 36,934 (36,934)
8,868,853
22,912 3,229 2,017,087
571,985
9,000) (3,690) (3,492,310)
34,207  $110,342 $25,064,832 $55,016,900
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997 and 1996
Total
Treasury  Stockholders'
Stock Equity
$ - $68,469,540
6,889,072
105,975

2,821

(528,975)  (528,975)
528,975

- 74,938,433
5,894,334
2,197,006

120,826

(10,923,679) (10,923,679)
10,923,679

- 2,226,920

8,868,853
2,020,316

571,985

(3,496,000)  (3,496,000)
3,496,000

$ - $80,192,074




Notes to Consolidated Financial Statements

Note 1--Summary of Significant Accounting Policies

General

The Company provides housekeeping, laundry, lifeaility maintenance and food services exclusitelyhe healthcare industry such as
nursing homes, rehabilitation centers, retiremaailifies and hospitals.

Principles of Consolidation
The consolidated financial statements include tu@ants of Healthcare Services Group, Inc. andfislly-owned subsidiary, HCSG Supp
Inc. after elimination of intercompany transactions

Cash and cash equivalents
Cash and cash equivalents consist of short-temgh)\hliquid investments with a maturity of three intlos or less at time of purchase.

Impaired notes receivable

In the event that a promissory note receivablenfsiired, it is accounted for in accordance with HA8 and FAS 118; that is, they are val
at the present value of expected cash flows or etarddue of related collateral. The Company evalsiits notes receivable for impairment
quarterly and on an individual client basis. Naexeivable considered impaired are generally attaitie to clients that are either in
bankruptcy, have been turned over to collectioora#tys or those slow payers that are experien@wngre financial difficulties.

At December 31, 1998, the Company had notes rdueiamgregating $5,300,000 that are impaired. uti®98, the Company increased its
reserve against these notes by $3,250,000 andeth#rg reserve $50,000 resulting in a reserve balanDecember 31, 1998 of $4,100,000.
During 1998, the average outstanding balance skthetes receivable was $3,500,000 and no intei@sne was recognized.

At December 31, 1997, the Company had notes realeieggregating $1,600,000 that are impaired. uti®97, the Company reduced its
reserve against these notes by 1,100,000 and chtirgeeserve $600,000 resulting in a reserve balahDecember 31, 1997, of $900,000.
During 1997, the average outstanding balance skthetes receivable was $2,400,000 and no intesesstecognized.

At December 31, 1996, the Company had notes rdueiamgregating $3,300,000 that are impaired. uti®96, the Company increased its
reserve against these notes by $1,200,000 andeth#rg reserve $1,100,000 resulting in a reserlamba at December 31, 1996 of
$2,600,000. During 1996, the average outstanditenbe of these notes receivable was $3,800,00®aimterest income was recognized.
The Company follows an income recognition policyalimotes receivable that does not recognizeaésténcome until cash payments are
received. This policy was established for conséreatasons, recognizing the environment of thgtarm care industry, and not because
such notes are impaired. The difference betweermecrecognition on a full accrual basis and casiisbéor notes that are not considered
impaired, is not material. For impaired notes, ri@s¢ income is recognized on a cost recovery luasys

Inventories and supplies

Inventories and supplies include housekeeping amaddry supplies, as well as food service provisighieh are valued at the lower of cost or
market. Cost is determined on a first-in, first-(i-O) basis. Linen supplies are included in ineenpand are amortized over a 24 month
period.

Property and equipment

Property and equipment are stated at cost. Additimnewals and improvements are capitalized, whdatenance and repair costs are
expensed. When assets are retired or otherwises#idof, the cost and related accumulated depi@tiate removed from the respective
accounts and any resulting gain or loss is includédcome. Depreciation is provided by the stréilyiie method over the following estimat
useful lives: laundry and linen equipment instadias -- 3 to 7 years; housekeeping equipment aficeofquipment -- 3 to 7 years; autos and
trucks -- 3 Years.
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Revenue recognition

Revenues from service agreements are recognizeghases are performed. The Company (as a distiitmitlaundry equipment since 1981)
occasionally makes sales of laundry installati@nsetrtain clients. The sales in most cases représeiconstruction and installation of a turn-
key operation and are for payment terms ranging f86 to 60 months. The Company's accounting pdticyhese sales is to recognize the
gross profit over the life of the original payméstms associated with the financing of the transastby the Company. During 1998, 1997
and 1996, laundry installation sales were not nieter

Income taxes

Deferred income taxes result from temporary diffiess between tax and financial statement recogniisevenue and expense. These
temporary differences arise primarily from diffegimethods used for financial and tax purposesltulze insurance expense, certain
receivable reserves, other provisions which arecaoently deductible for tax purposes, and revaegegnized on laundry installation sales.
Income taxes paid were approximately $5,120,0024885000 and $1,936,000 during 1998, 1997 and 1@8pectively.

Earnings per common share

Basic earnings per common share is computed bygidiyincome available to common shareholders bywhighted-average common shares
outstanding for the period. Diluted earnings panown share reflects the weighted-average commaesloatstanding and dilutive potential
common shares, such as stock options. Earningsop@mon share has been adjusted to reflect the-3-$tock split described in Note 3.

Costs in excess of fair value of net assets

Costs in excess of the fair value of net asselmisinesses acquired are amortized on a straighbhisis over periods not exceeding forty
years. All of the carrying value at December 3198 €esulted from a 1985 acquisition which is beangprtized over a thir-one year period.
Amortization charged to earnings was $107,624 per for the years 1998, 1997 and 1996, respectively

On an ongoing basis, management reviews the vatuatid amortization of costs in excess of fair atinet assets acquired. As part of this
review, the Company estimates the value and fltanefits of the net income generated by the rels¢edce agreements to determine tha
impairment has occurred.

Other noncurrent assets
Other noncurrent assets consist of:

1998 1997
Long-term notes receivable $ 9,748,210 $10,377,975
Other 477,229 296,365
$1 0,225,439 $10,674,340

Long-term notes receivable primarily representdregteivables that were converted to notes to erheailection efforts. Interest income is
only recognized as cash payments are received. Ataahown are net of allowance for doubtful accewfit2,777,580 and $336,500 in
1998 and 1997, respectively.

Reclassification
Certain reclassifications to 1997 reported amohate been made in the financial statements to confo 1998 presentation.
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Concentrations of Credit Risk

Statement of Financial Accounting Standards No.(BFAS No. 105) requires the disclosure of sigaificconcentrations of credit risk,
regardless of the degree of such risk. Financstuments, as defined by SFAS No. 105, which p@tynsubject the Company to
concentrations of credit risk, consist principalfycash and cash equivalents and accounts and reatgisable. At December 31, 1998 and
1997, substantially all of the Company's cash ash @quivalents were invested with one financtitintion. The Company's clients are
concentrated in the health care industry, primaoityviders of long-term care. The clients are casgal of many companies with a wide
geographical dispersion within the United Statesweler, recent industry trends indicate consolahatf nursing home ownership into
chains, which can lead to a client concentratiarD@cember 31, 1998, no single client or nursingp@de@hain accounted for more than 109
total revenue.

Fair Value of Financial Instruments
The carrying value of financial instruments (prpadly consisting of cash and cash equivalents, @tscand notes receivable and accounts
payable) approximate fair value.

Use of Estimates in Financial Statements

In preparing financial statements in conformityhwitenerally accepted accounting principles, managémakes estimates and assumptions
that affect the reported amounts of assets aniitied and disclosures of contingent assets aatilities at the date of the financial
statements, as well as the reported amounts ohuegeand expenses during the reporting period.ahotsults could differ from those
estimates.

Note 2--Lease Commitments

The Company leases office facilities and autos ungerating leases expiring on various dates tHr@@P3 (see Note 5). The following is a
schedule, by calendar years, of future minimumdgss/ments under operating leases having remateints in excess of one year as of
December 31, 1998:

Operating
Year Leases
1999 Lo ... $480,011
2000 .eeeiiiiieee e ... 331,464
2001 oo ... 110,426
2002 oo .. 44325
2003 oo .. 23,590
Total minimum lease payments ...................... $989,816

Total expense for all operating leases was $861 #353,719 and $698,041 for the years ended Deaedihd 998, 1997 and 1996,
respectively.

Note 3--Stockholders' Equity

On August 5, 1998, the Board of Directors declardldree-for-two stock split of the Company's ComrStock effected in the form of a 50%
stock dividend payable on August 27, 1998 to Com®&tmtk stockholders of record on August 17, 1998afount equal to the par value of
the shares of Common Stock issued was transfewed ddditional paid in capital to common stockhie December 31, 1998 balance sheet.
All stock options, share and per share discloshaee been adjusted to reflect the 3-for-2 stock. spl

As of December 31, 1998, 1,127,354 shares of constamk were reserved under the incentive stocloogilans, including 331,999 shares
which were available for future grant. The Stocki@p Committee is responsible for determining thaividuals who will be granted options,
the number of options each individual will receitlee option price per share, and the exercise gpafi@ach option. The incentive stock
option price will not be less than the fair markelue of the common stock on the date the optigmasted. No option will have a term in
excess of ten years and are exercisable commesigimgonths from the option date. As to any stoclbowho owns 10% or more of the
common stock, the option price per share will béass than 110% of the fair market value of the wmm stock on the date the options are
granted and such options shall not have a termdass of five years.
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On December 6, 1996, the Stock Option Committeersléd to December 18, 2001 the expiration dat@®f2D0 Incentive Stock Options
which were due to expire on December 18, 1996. $ptions were extended at their original grantgridich was greater than the fair
market value on the date of the extension.

As of December 31, 1998, options outstanding, uttiincentive Stock Option Plans, for 626,186 shavere exercisable at prices ranging

from $5.56 to $9.90, and the weighted average meimgicontractual life was 5.1 years. The weighteerage fair value of incentive options
granted during 1998, 1997 and 1996 was $3.74, $#nii#1.73, respectively.

A summary of incentive stock option activity isfafiows:

Incentive Stock Option s
1998 1997 1996

Average Number  Average  Number Average  Number

Price  of Shares  Price of Shares Price of Shares
Beginning of period $7.11 914,076  $6.78 928,818 $7.09 764,474
Granted 8.43 169,169 7.72 197,696 6.25 237,620
Cancelled 5.70 (17,326) 6.68 (23,738 ) 850 (66,376)
Exercised 6.48 (270,564) 6.20 (188,700 ) 5.65 (6,900)
End of period $7.63 795,355  $7.11 914,076 $6.78 928,818
Exercisable at end of period 626,186 716,380 732,846

The Company has granted non-qualified stock optaimsarily to employees and directors under eitherCompany's 1995 Incentive and
Non-Qualified Stock Option Plan for key employees #melCompany's 1996 Non-Employee Director's Stockid@gPlan. Amendments to
the 1995 Plan, as well as the 1996 Plan were adaptdiarch 6, 1996 and approved by shareholdedsina 4, 1996. Pursuant to the term
the 1996 Non-Employee Director's Stock Option Pé&ath eligible non-employee director receives daraatic grant based on a prescribed
formula on the fixed annual grant date. The nonlified options were granted at option prices whigtre not less than the fair market value
of the common stock on the date the options weaatgd. The options are exercisable over a fiverig/ear period, commencing six months
from the option date.

As of December 31, 1998, non-qualified options tautding, under the above mentioned plans, for 4&6shares were exercisable at prices
ranging from $5.67 to $9.21, and the weighted ayeramaining contractual life was 4.3 years. Thighted average fair value of non-
qualified options granted during 1998, 1997 andél®8s $5.53, $4.97 and $1.68, respectively.
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A summary of non-qualified stock option activityas follows:

Non Qualified Stock Opti ons
1998 1997 1996

Average Number  Average Number Average  Number

Price  of Shares  Price of Shares Price of Shares
Beginning of period $6.84 495,525  $6.47 581,391 $6.48 476,180
Granted 8.60 52,156 7.89 89,484 6.30 117,211
Cancelled - - - - - -
Exercised 6.19 (68,985) 6.13 (175,350 ) 5.58  (12,000)
End of period $7.13 478,696  $6.84 495,525 $6.47 581,391
Exercisable at end of period 426,540 406,041 491,533

The Company applies APB Opinion 25 in measuringkstmmpensation. Accordingly, no compensation bastbeen recorded for options
granted to employees or directors in the yearse&bdember 31, 1998, 1997 and 1996. The fair vaflwach option granted has been
estimated on the grant date using the Black-Schopgmon Valuation Model. The following assumptiomere made in estimating fair value:

1998 1997 1996
Risk-Free Interest-Rate 4.53% and 4.94% 5.69% and 6.54% 5.83%
Expected Life 5 and 10 years land 10 years 2 years
Expected Volatility 42.0% and 49.3% 32.0% and 49.5% 42.2%

Had compensation cost been determined under faséns&nt No. 123, net income and earnings per staukl have been reduced as follo

(in thousands)

Ye ar Ended December 31,
1998 1997 1996

Net Income

As reported $8,869 $5,894 $6,889

Pro forma $8,682 $5,174 $6,516
Basic Earnings Per Common Share

As reported $ .79 $ .52 $ .57

Pro forma $ .78 $ .46 $ 54
Diluted Earnings Per Common Share

As reported $ .77 $ 51 $ .56

Pro forma $ .75 $ .45 $ .53
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Note 4--Income Taxes
The provision for income taxes consists of:

Current:
Federal
State

Deferred:
Federal
State

Tax Provision

Under FAS 109, deferred income taxes reflect theéaeeffects of temporary differences betweenceying amounts of assets and liabili
for financial reporting purposes and the amountideeincome tax purposes. Significant componehtei® Company's federal and state

Year Ended D

$4,789,900 $3,36
1,552,900 1,18

(631,700) 19
(189,100) 6

(820,800) 25

$5,522,000 $4,80

deferred tax assets and liabilities are as follows:

Yea

Net current deferred assets:
Allowance for doubtful accounts $1,
Accrued insurance claims- current

Expensing of housekeeping supplies

$

Net noncurrent deferred tax assets:

Deferred profit on laundry installation sales

Non-deductible reserves 1,
Depreciation of property and equipment
Accrued insurance claims- noncurrent

Other

$

1,
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ecember 31,

0,100 1,005,400

0,000 $4,590,000

r Ended December 31,

1998 1997

431,335 $1,487,424
244,037 313,084
351,318) (1,233,389)

324,054 $ 567,119

188,063 $ 182,719
722,076 479,126
715,594) (901,975)
918,043 1,177,791
18,947 130,009

131,535 $1,067,670




A reconciliation of the provision for income taxasd the amount computed by applying the statutedgrfal income tax rate (34%) to income
before income taxes is as follows:

Year Ended December 31,
1998 1997 1996
Tax expense computed at
statutory rate $4,892,900 $3,636,100 $3,902,900
Increases (decreases) resulting
from:
State income taxes, net of
federal tax benefit 900,100 820,700 771,000
Tax exempt interest (400) (268,800) (222,100)
Nondeductible reserves 416,500
Amortization of costs in
excess of fair value of
net assets acquired 36,600 37,100 36,600
Other, net (307,200) 158,400 101,600
$5,522,000 $4,800,000 $4,590,000

Note 5--Related Party Transactions

The Company leases its corporate offices from tmpeship in which the chief executive officer oétGompany is a general partner. The
rental payments made during the years ended Dece3ttb&998, 1997 and 1996 were $88,617 per year Cdmpany made no leasehold
improvements in 1998, 1997 or 1996. A directorhaf Company has an ownership interest in sevemitdiacilities which have entered into
service agreements with the Company.

During the years ended December 31, 1998, 19971896 the agreements with the client facilities vattice director has an ownership
interest resulted in Company revenues of approxin&?2,931,000, $2,957,000 and $2,838,704 respsgtiv

Note 6--Segment Information

The Company provides housekeeping, laundry, lifemgility maintenance and food services to the healte industry. The Company
considers its business to consist of one reportgieating segment, based on the service busiaésgaries, provided to a client facility,
sharing similar economic characteristics in theireabf the service provided, method of deliverieg/&e and client base. Although the
Company does provide services in Canada, essgrdalabf its revenue and net income, approxima8d9o, are earned in one geographic
area, the United States.

The Company earned revenue in the following servicgness categories:

Year Ended December 31,
1998 1997 1996
Housekeeping services $134,727,000 $127,255,000 $120,687,000
Laundry & linen services 53,066,000 43,372,000 39,955,000
Food services 13,374,000 8,085,000 -
Maintenance services &
other 3,702,000 2,647,000 1,840,000
$204,869,000 $181,359,000 $162,482,000
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Note 7--Earnings Per Common Share
A reconciliation of the numerator and denominatdrbasic and diluted earnings per common sharer(giving effect to the August 27, 1998
three-for-two stock split) is as follows:

Ye ar Ended December 31, 1998
Incom e Shares Per-share
(Numera tor) (Denominator) Amount
Net Income $8,868 ,853
Basic earnings per
common share 8,868 ,853 11,187,615 $ .79
Effect of dilutive
securities:
Options 324,582
Diluted earnings per
common share $8,868 ,8563 11,512,197 $ .77
Ye ar Ended December 31, 1997
Incom e Shares Per-share
(Numera tor) (Denominator) Amount
Net Income $5,894 ,334
Basic earnings per
common share 5,894 ,334 11,353,602 $ .52
Effect of dilutive
securities:
Options 224,538
Diluted earnings per
common share $5,894 ,334 11,578,140 $ .51
Ye ar Ended December 31, 1996
Incom e Shares Per-share
(Numera tor) (Denominator) Amount
Net Income $6,889 ,072
Basic earnings per
common share 6,889 ,072 12,155,572 $ .57
Effect of dilutive
securities:
Options 47,678
Diluted earnings per
common share $6,889 ,072 12,203,250 $ .56

Options to purchase 27,215, 321,450 and 659,70@slod common stock at an average exercise pri8.@8, $8.39 and $7.72 for the years
ended December 31, 1998, 1997 and 1996, respsgctivzk outstanding during such years but not iretlid the computation of diluted
earnings per share because the options' exerdiss pvere greater than the average market valtteafommon shares.
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Note 8--Other Contingencies

The Company has a $13,000,000 bank line of credieuwhich it may draw to meet short-term liquidiéguirements or for other purposes,
that expires on September 30, 1999. Amounts drawlerthe line are payable upon demand. At both Bbee 31, 1998 and 1997, there
were no borrowings under the line. At Decemberl®B8 and 1997, the Company had outstanding appet&ly;n$13,000,000 and
$11,200,000, respectively of irrevocable standlttgte of credit, which primarily relate to paymetigations under the Company's insura
program. As a result of letters of credit issubd, amount available under the line was reducegpyoximately $13,000,000 and $11,200,
at December 31, 1998 and December 31, 1997, resglgct

The Company is also involved in miscellaneous ctadmd litigation arising in the ordinary coursebakiness. The Company believes that
these matters, taken individually or in the aggtegaould not have a material adverse impact orChrmpany's financial position or results
operations.

Note 9--Settlement of Civil Litigation

On July 24, 1997 the Company and the U.S. Attofoeyhe Eastern District of Pennsylvania reachsdtdlement of the civil litigation
commenced by the United States Attorney on or ablayt 24, 1996. This litigation was a result of amrdse from (1) payments made by the
Company for supplies which were allegedly furnisteedlients of the Company and the actions of then@any after the payments were m
and (2) payments made to certain clients of the @@omy in connection with the purchase of laundryaltetions from those clients. All clain
described in the complaint were settled throughptiyament in July, 1997 of $1,225,000 to the Unii¢ates government. The Company and
its officers denied all allegations, and all allegas against the Company and its officers wermiised with prejudice. The monetary impact
of this settlement plus estimated related legalscos$575,000, amounting to approximately $1,800,®&as accrued at June 30, 1997 and
reduced the net income for the year ended Dece8ihelr997 by $1,577,000 or $.14 per basic commoresirad $.13 per diluted common
share (after effect of the August 27, 1998 thraenfim stock split). The Company has not recordethaome tax benefit in the accompanying
financial statements for the settlement paymetlo225,000 and therefore the effective tax rat#409% for the year ended December 31,
1997 is in excess of the statutory rate.

Note 10--Accrued Insurance Claims

For years 1996 through 1998, the Company has allda&l Retrospective Insurance Plan for generailitipnd workers' compensation
insurance. Under these plans, pre-determined ilod#s lare arranged with an insurance company td bwth the Company's per occurrence
cash outlay and annual insurance plan cost.

For workers' compensation, the Company recordsexve based on the present value of future paymentsding an estimate of claims
incurred but not reported, that are developedrasuat of a review of the Company's historical datd actuarial analysis done by an
independent company. The accrued insurance claens reduced by approximately $2,200,000, $2,35320@0$2,956,000 at December 31,
1998, 1997 and 1996, respectively in order to rdoe estimated present value at the end of eaahuging an 8% interest factor. For gen
liability insurance, the Company records a reséovéhe estimated ultimate amounts to be paid favn claims.
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Market Makers

As of the end of 1998, the following firms were rimaka market in the shares of Healthcare Servigesi|& Inc.:

Salomon Smith Barney Inc.

C. L. King & Associates
Prudential Securities, Inc.
Troster Singer Corp.

Wedbush Morgan Securities, Inc.
Mayer & Schweitzer Inc.

Herzog, Heine, Geduld, Inc.

About Your Shares

Healthcare Services Group, Inc.'s common stodkadetd on the NASDAQ National Market System of tkierethe-counter market. On
December 31, 1998 there was 11,034,207 of the Coytgpaommon shares issued and outstanding. As oftMg 1999 there were
approximately 320 holders of record of the commtogls including holders whose stock was held in ima® name by brokers or other
nominees. It is estimated that there are approxin&t600 beneficial holders.

Price quotations (after giving effect to the Aug®t 1998 three-for-two stock split) during the tyears ended December 31, 1998, ranged a:
follows:

1998 High 1998 Low

ISt QU e 9 15/16 81/3
2nd Qtr. oo 9 9/16 91/3
3rd Qtr. e 11 11/16 8 3/16
Ath QIr. e 97/8 8 3/8

1997 High 1997 Low

ISt Qtr. e 81/3 6 3/4
2nd Qtr. o 81/3 6 2/3
3rd Qr. oo 91/3 72/3
Ath QIr. e 99/16 8 3/16
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Report Of Independent Certified Public Accountants

The Stockholders and Board of Directors
Healthcare Services Group, Inc.

We have audited the accompanying consolidated balsineets of Healthcare Services Group, Inc. 8®oémber 31, 1998 and 1997, and the
related consolidated statements of income, stodens| equity and cash flows for each of the thesryin the period ended December 31,
1998. These consolidated financial statementsharestsponsibility of the Company's management.régponsibility is to express an opinion
on these consolidated financial statements basedioaudits.

We conducted our audits in accordance with geneaaltepted auditing standards. Those standardsedhat we plan and perform the audit
to obtain reasonable assurance about whether tteokidated financial statements are free of mdtarisstatement. An audit includes
examining, on a test basis, evidence supportingutheunts and disclosures in the consolidated fiahatatements. An audit also includes
assessing the accounting principles used and &ignifestimates made by management, as well asatirgj the overall consolidated
financial statement presentation. We believe thataodits provide a reasonable basis for our opinio

In our opinion, the consolidated financial stateteeaferred to above present fairly, in all matenégpects, the consolidated financial posi
of Healthcare Services Group, Inc. at Decembefd 898 and 1997 and the consolidated results of tparations and their consolidated cash
flows for each of the three years in the periodeghDecember 31, 1998, in conformity with generaltgepted accounting principles.

Parsippany, New Jersey
February 17, 1999
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Transfer Agent A uditors

American Stock Transfer & Trust Co. G rant Thornton LLP
99 Wall St. 9 Campus Drive
New York, NY 10005 P arsippany, NJ 07054
Corporate Counsel C orporate Offices
Olshan Grundman Frome H ealthcare Services Group, Inc.
Rosenzweig & Wolosky LLP 2 643 Huntingdon Pike
505 Park Ave. H untingdon Valley, PA 19006
New York, NY 10022 2 15-938-1661
Stock Listing A nnual Stockholders' Meeting
Listed on the NASDAQ D ate - May 18, 1999
National Market System Symbol - "HCSG" T ime - 10:00 A.M.
P lace - The Radisson Hotel of Bucks County

2400 Old Lincoln Highway
Trevose, PA 19047

Officers and Corporate Management

Daniel P. McCartney N icholas R. Marino
Chief Executive Officer H uman Resources Director
Thomas A. Cook M ichael E. McBryan
President & Chief Operating Officer M id-Atlantic Divisional Vice President - Sales
Alan L. Crowell B ryan D. McCartney
Vice President - Food Service Division M id-Atlantic Divisional Vice President
James L. DiStefano J oseph F. McCartney
Chief Financial Officer and Treasurer N ortheastern Divisional Vice President
Michael Harder J ames P. O'Toole
Vice President - Credit Administration M id-Atlantic Regional Vice President
Richard W. Hudson B rian M. Waters
Vice President - Finance and Secretary \% ice President - Operations
John D. Kelly M ichael L. Wyse
Western Divisional Vice President wW estern Divisional Vice President - Sales
Directors
Daniel P. McCartney R obert L. Frome, Esq.
Chairman & Chief Executive Officer S enior Partner - Olshan Grundman Frome
R osenzweig & Wolosky LLP
Thomas A. Cook
President & Chief Operating Officer R obert J. Moss, Esq.
E xecutive Director - Alzheimer's Association of
Joseph F. McCartney S outh Central Pennsylvania
Northeastern Divisional Vice President
J ohn M. Briggs, CPA
Barton D. Weisman P artner - Briggs, Bunting & Dougherty LLP

President & CEO-H.B.A. Corp.

W. Thacher Longstreth
Vice Chairman - Packard Press

Availability of Form 10-K

A copy of Healthcare Services Group, Inc.'s 1998uai Report on Form 1K; as filed with the Securities and Exchange Corsiaig will be
provided without charge to each shareholder maingitten request to the Investor Relations Depantnof the Company at its Corporate
Offices.
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Item 9. Changes in and Disagreements with Accountés
on Accounting and Financial Disclosures

Not Applicable
PART Ill
Item 10. Directors and Executive Officers of the Rgistrant

The information regarding Directors and executiffecers is incorporated herein by reference toGuoenpany's definitive proxy statement to
be mailed to its shareholders in connection wighlR99 Annual Shareholders' Meeting and to be filedin 120 days of the close of the year
ended December 31, 1998.

Directors holding approximately 13.7% of the outsliag voting stock of the Registrant have been dekta be "affiliates” solely for the
purpose of calculating the aggregate market vaidleeovoting stock held by non-affiliates set fodi the cover page of this Report.

Item 11. Executive Compensation

The Information regarding executive compensatidndsrporated herein by reference to the Compargsy statement to be mailed to
shareholders in connection with its 1999 Annualr8halders Meeting and to be filed within 120 daf/the close of the fiscal year ended
December 31, 1998.

Item 13. Certain Relationships and Related Transa@ns

The information regarding certain relationship agldted transactions is incorporated herein byreefee to the Company's proxy statement
mailed to shareholders in connection with its 18@@ual Shareholders Meeting and to be filed with2® days of the close of the fiscal year
ended December 31, 1998.

30



PART IV
Item 14. Exhibits, Financial Statements Schedulesd Reports on Form 8-K

(@) 1. Financial Statements The documents showowbate contained in the Company's Annual Repo8thtareholders for 1998 and are
incorporated herein by reference.

Report of Independent Certified Public AccountaB@lance Sheets as of December 31, 1998 and 1997.
Statements of Income for the three years endedeee31, 1998, 1997 and 1996.

Statements of Stockholders Equity for the threegyeaded December 31, 1998, 1997 and 1996.
Statements of Cash Flows for the three years ebéedmber 31, 1998, 1997 and 1996.

Notes to Financial Statements.
2. Financial Statement Schedules Included in Réadflthis report:

Consent of Independent Certified Public AccountaReport of Independent Certified Public Accoungant
Schedule Il - Valuation and Qualifying Accounts fbe three years ended December 31, 1998, 1997998@] Financial Data Schedule.

All other schedules are omitted since they areequired, not applicable or the information hasrbeeluded in the Financial Statements or
notes thereto.
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3. Exhibits
The following Exhibits are filed
(references are to Reg. S-K Exhibit Number

Exhibit
Number Title

3.1 Articles of Incorporation of the
incorporated by reference to Exhi
Registration Statement on Form S-

3.2 Amended By-Laws of the Registrant
incorporated by reference to Exhi
Registration Statement on Form S-

4. Specimen Certificate of the Commo
the Registrant is incorporated by
Registrant's Registration Stateme
File No. 2-87625-W).

10.1 Incentive Stock Option Plan adopt
amended and readopted on April 30
reference to Exhibit 10.1 of Regi
Statement on Form S-18 (Commissio
well as by reference to the Compa
statement dated April 30, 1991.

10.2 1995 Incentive and Non-Qualified
(incorporated by reference to Exh
filed by the Registrant on July 3

10.3 1996 Non-Employee Directors' Stoc
Restated as of October 28, 1997 (
Exhibit 10.6 of Form 10-Q Report
November 14, 1997)

10.4 1995 Non-Qualified Stock Option P
(incorporated by reference to the
Statement dated April 21, 1995.)

10.5 Form of Non-Qualified Stock Optio
certain Directors is incorporated
of Registrant's Registration Stat
File No. 2-98089).
23. Consent of Independent Certified
27. Financial Data Schedule

(b) Reports on Form 8-K
None
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SIGNATURES

Pursuant to the requirements of Section 13 or 1&{(the Securities and Exchange Act of 1934, thgi®eant has duly caused this report tc
signed on its behalf by the undersigned, theredatyp authorized.

Dated: March 26, 1999 HEALTHCARE SERVICES GROUP, INC.
(Registrant)

By: /'s/ Daniel P. MCartney

Dani el P. MCartney
Chi ef Executive Oficer and
Chai rman of the Board

Pursuant to the requirements of the SecuritiesEatiange Act of 1934, this report has been sigméalbby the following persons and in the
capacities and on the date indicated:

Signature Title Date

/s/ Daniel P. McCartney Chief Executive Officer and March 26, 1999
----------------------- Chairman
Daniel P. McCartney

/sl Joseph F. McCartney Director and Vice Presid ent March 26, 1999

Joseph F. McCartney

/sl Thacher Longstreth  Director March 26, 1999

Thacher Longstreth

/sl Barton D. Weisman Director March 26, 1999

Barton D. Weisman

/sl Robert L. Frome Director March 26, 1999

Robert L. Frome

/sl Thomas A. Cook Director and President March 26, 1999

Thomas A. Cook

/sl John M. Briggs Director March 26, 1999

John M. Briggs

/sl Robert J. Moss Director March 26, 1999

Robert J. Moss

/sl James L. DiStefano  Chief Financial Officer and March 26, 1999
---------------------- Treasurer
James L. DiStefano

/sl Richard W. Hudson Vice President-Finance a nd March 26, 1999

..................... Secretary
Richard W. Hudson
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CONSENT OF INDEPENDENT CERTIFIED PUBLIC ACCOUNTANTS

We have issued our report dated February 17, 183®mpanying the consolidated financial statemiectaded in the Annual Report of
Healthcare Services Group, Inc. on Form 10-K ferybar ended December 31, 1998.

We hereby consent to the incorporation by referémétost-Effective Amendment No. 1 to the RegistraStatements (Forms S-8 No. 2-
95092 and No0.2-99215) and in the Registration State (Form S-8 N0.33-35915) pertaining to the Ini#enStock Option Plan and the Non-
Qualified Stock Option Plan of Healthcare ServiGesup, Inc. and in the related prospectuses ofeport dated February 17, 1999.

/sl Grant Thornton, LLP
Par si ppany, New Jersey

March 15, 1999



REPORT OF INDEPENDENT CERTIFIED PUBLIC
ACCOUNTANTS ON SCHEDULE

Board of Directors and Stockholders
Healthcare Services Group, Inc.

In connection with our audit of the consolidatathficial statements of Healthcare Services Group, fieferred to in our report dated
February 17, 1999, which is included in the 1998ad Report to Shareholders and is incorporateafarence in this Form 10-K, we have
also audited Schedule Il for each of the threes/eathe period ended December 31, 1998. In outiopj this schedule presents fairly, in all
material respects, the information required todidarth therein.

/sl Grant Thornton, LLP
Par si ppany, New Jersey
February 17, 1999



Healthcare Services Group, Inc. Schedule Il - Viidmsand Qualifying Accounts Years Ended Decemlier1®98, 1997, and 1996

Additions
Balance- Charged to Charged to
Beginning of Costs and Other Deductions Balance- End

Description Period Expenses  Accounts(A) (B) of Period
1998
Allowance for Doubtful

Accounts $3,663,000 $2,339,515 $2,553,515 $3,449,000
Allowance for Doubtful

Accounts- Long-term Notes $ 336,500 $2,441,080 $2,777,580
1997
Allowance for Doubtful

Accounts $3,812,000 $ 899,551 $1,048,551 $3,663,000
Allowance for Doubtful

Accounts- Long-term Notes $ 350,000 $ 13,500 $ 336,500
1996
Allowance for Doubtful $4,468,000 $2,050,000 $2,706,000 $3,812,000

Accounts —===—=—==—=== —==—=—=—=—=—=—==
Allowance for Doubtful

Accounts- Long-term Notes $ 549,400 $ 199,400 $ 350,000

(A) Represents reclassificatons from allowancedfuubtful accounts and other accounts
(B) Represents write-offs and reclassificationaltowance for doubtful

account- long term note



ARTICLE 5

PERIOD TYPE 12 MOS
FISCAL YEAR END DEC 31 199
PERIOD END DEC 31 199
CASH 17,201,40
SECURITIES 0
RECEIVABLES 48,515,82
ALLOWANCES 3,449,001
INVENTORY 7,803,43
CURRENT ASSET¢ 72,714,01
PP&E 17,519,26
DEPRECIATION 11,416,21
TOTAL ASSETS 93,109,22
CURRENT LIABILITIES 10,705,00
BONDS 0
PREFERRED MANDATORY 0
PREFERREL 0
COMMON 110,34.
OTHER SE 80,081,73
TOTAL LIABILITY AND EQUITY 93,109,22
SALES 0
TOTAL REVENUES 204,869,02
CGS 0
TOTAL COSTS 191,878,71
OTHER EXPENSE¢ 0
LOSS PROVISION 0
INTEREST EXPENSE 0
INCOME PRETAX 14,390,85
INCOME TAX 5,522,001
INCOME CONTINUING 8,868,85.
DISCONTINUED 0
EXTRAORDINARY 0
CHANGES 0
NET INCOME 8,868,85.
EPS PRIMARY 78
EPS DILUTED 77
End of Filing
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