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PART I. FINANCIAL INFORMATION

ITEM 1. CONDENSED CONSOLIDATED FINANCIAL STATEMENTS

RCG COMPANIES INCORPORATED AND SUBSIDIARIES
CONDENSED CONSOLIDATED BALANCE SHEETS
(In thousands, except share data)

Sept. 30,
2004
(Unaudited)

ASSETS
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Cash and cash equivalent s . ...ttt ittt ettt ettt eaeeeeeeseeaeeeeennens
Restricted Cash ... ittt ittt e e e et e e et e e e e e e e e e e
Accounts receivable, net of allowance of doubtful accounts of $328 and $332,
FESPECE AVE LY ittt ittt e e e e e e e e e e e e e ettt et et e
Due from affiliates ..ttt ittt et e et e e et e e e e et e e
I 0 VD o 1 e
B 0 S 111D o 3 e
PrePald EXPEN S S vttt ittt e e e e e e e e et ettt
Total CULTENT ASSEE S 1ttt ittt ittt e ettt et e et eeeeeeeeeeenaeaeens
Property and equipment, Net ... ..ttt ittt ittt e et ettt e e
Deferred costs and Other assSel s ...ttt ittt ittt ettt et ettt ee e eeaeeeeaneens
Goodwill and other intangible assets ... ittt ittt ittt et ettt eaeeeeeeeens
e o B = = i

LIABILITIES AND SHAREHOLDERS' EQUITY
Notes payable and other obligations—current portion ...........iiiiiiieneeeeennnnn
Accounts payable and acCruUed EXPENSES vt vttt eeeeeenneeeeeeeeneeeeeeeenneeeeens
Unearned INCOME vttt ittt i vttt eeeennnneeeeeeeeeennnaeeeeeeeennnnneeeeens

Total current liabilities ...ttt ittt ettt ettt e eaeeeeeneens

Warrant Obligations ..ttt ettt e e ettt e et et e
Notes payable and other o0bligations ...ttt ittt ittt ittt ettt eeeeeee e

Total ldabilities ittt it e ittt e e e e ettt ettt e

Commitments and Contingencies
Shareholders' equity:

Preferred stock, $.01 par value, 10,000,000 shares authorized, 4,300 and -0-

1ssUed, TesSPEeCLIVE LY vttt ittt ittt e et ittt et e e et e e e e
Common stock, $.04 par value, 200,000,000 shares authorized, 21,301,504 and

21,289,004 issued, 21,170,290 and 21,157,790 outstanding, respectively
Additional paid—in Capital ...ttt ittt e e e e e ettt et e
Accumulated defiCot ittt i e e et e e i e
Accumulated other comprehensive 10SS ittt ittt ettt eeeeeeeeeeaeeeeeeeens
Treasury stock at cost (131,214 sShares) ...ttt ittt eeeeeeeeeeanens

Total shareholders' eqUity ittt ittt it ettt ettt eee et eaeeeeeanens

Total liabilities and shareholders' equity ........ciiiiiiiiiinnneenn.

The accompanying notes are an integral part of these Condensed Consolidated
Financial Statements.

RCG COMPANIES INCORPORATED AND SUBSIDIARIES
CONDENSED CONSOLIDATED STATEMENTS OF OPERATIONS
(Unaudited, in thousands, except share data)

Three months ended

$ 2,64
19,21
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September 30,

2004 2003
Revenue:
LTSN a7 I == S 52,283 S 15,701
ProducCt Sa@les i it ii ittt teeeeeeenneens 4,517 3,412
Total revenUEe ... ivteeeeeeenennnns 56,800 19,113
Cost of revenue:
LT =T U o TR 53,484 14,822
ProduCt Sa@les . ii ittt ettt eeeeeeeannens 4,016 3,024
Total cost of revenue ............. 57,500 17,846
Gross (loss) profit ............... (700) 1,267
Selling, general and administrative expenses 6,791 1,493
Depreciation and amortization .............. 213 102
Operating costs and expenses ...... 7,004 1,595
Operating 1loSS ... iiiiieeennnnns (7,704) (328)
Interest expense, Net ......c.uoiiiieeeennnenns (278) (49)
Gain on investments, net ..........c0iiiieon.. —— 119
Other 1ncome ...... ..ttt eeneeennnn 250 97
Loss from continuing operations ... (7,732) (161)
Loss from discontinued operations, net ..... —— (729)
L= S X == T S (7,732) S (890)
Basic and diluted net loss per share:
Loss from continuing operations ....... $ (0.37) $ (0.02)
Loss from discontinued operations ..... - (0.05)
NEt 10SS vttt ittt et ttieeeeenn $ (0.37) S (0.07)
Weighted average shares outstanding ........ 21,166,198 14,292,798

The accompanying notes are an integral part of these Condensed Consolidated
Financial Statements.

RCG COMPANIES INCORPORATED AND SUBSIDIARIES
CONDENSED CONSOLIDATED STATEMENTS OF CASH FLOWS
(Unaudited, in thousands)



Cash

Cash

Cash

Cash

The
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flows from operating activities:
LS A o = $
Loss on discontinued operations ...ttt ittt ettt eeeeeeeeeeean

Loss from continuing operations ... ...ttt ittt eeaeeeaeeen
Adjustments to reconcile net loss to net cash used in operating activities:
Depreciation and amortization .. ... ..ttt ittt ettt eenneeeeeeenns
Gain on sale o0f Investment s ...ttt ittt ittt ettt ettt
Amortization of unfavorable airline contract ..........cciiiiiiiennenn..
Change in fair value Of Warrant s . ...ttt ittt t ittt eeaneeaeenns
Deferred debt cost amortization . .......iii ittt ittt eeeeeeeeneenns
Changes in operating assets and liabilities:
Restricted cash ...ttt i it e e e e et e ettt e et
Accounts receivable ...t e e e e e e e et e e
I 0 V=D o 1
Prepald EXPENSE S ittt ittt e e e e e e et
Deferred costs and other assets . ... ..ttt ittt eennnnns
Accounts payable and accrued EXPENSES v vttt e eeeeenneeeeeeeenns
Due to affiliates ittt ittt ettt e e e ettt et e e
Unearned InCOmME . ittt ittt ettt et e ettt eeeeeeeeeeaeeeeeeeeeaeeens

Net cash used in continuing operating activities .............
Net cash used in discontinued operations .............ccue...

Net cash used in operating activities ....................
flows from investing activities:
Purchase of property and equipment . ... ...ttt ittt eeneeeeeeeeennenns
Sale O0f INVesStmMENL S .ttt ittt et i i et e e i e e

Net cash provided by (used in) continuing investing activities ........
Net cash used in discontinued operations ..........i.i it nnnnns.

Net cash provided by (used in) investing activities ..............
flows from financing activities:
Notes payable ProCeeds ittt ittt ittt ettt ettt e ettt eeeeeeeeeeaaeeaeeeen
Principal debt repayment s ... ittt ittt ettt et ettt e e
Net change in line Of Credit ...ttt ittt ettt ettt eaeeeaaeen
Issuance of RCG equity secUrities ...ttt ittt ittt et eeeaneens

Net cash provided by continuing financing activities ........... ... ...
Net cash provided by discontinued operations ..........c.coiiiiiieennnenn.

Net cash provided by financing activities ......... ..

Net increase (decrease) in cash and cash equivalents ............ccciiie....
Cash and cash equivalents at beginning of period .......... ...

and cash equivalents at end o0f period ... ...ttt ittt ettt tteeeeeeeeannn $

accompanying notes are an integral part of these Condensed Consolidated

Financial Statements.

Three mon
Septem
2004
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RCG COMPANIES INCORPORATED AND SUBSIDIARIES
CONDENSED CONSOLIDATED STATEMENTS OF CASH FLOWS
(CONTINUED)

(Unaudited, in thousands)

Three months ended
September 30,

2004

Supplemental disclosure of cash flow information
Cash paid during the period for:
0 o ot Y $
INCOME LAXES v ittt ittt it ittt ettt ettt ettt teeeeenenenenns
Non-cash investing and financing activities:
Common stock and warrants issued for conversion of debt
Common stock and warrants issued for conversion of accounts
pavable and accrued EXPENSES v v vttt eneeeeennenns
Conveyance of RCG's LFSI Common Stock for services ........

The accompanying notes are an integral part of these Condensed Consolidated
Financial Statements.

RCG COMPANIES INCORPORATED AND SUBSIDIARIES
NOTES TO THE CONDENSED CONSOLIDATED FINANCIAL STATEMENTS
(UNAUDITED)

NOTE 1. SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES
BASIS OF PRESENTATION

The Condensed Consolidated Financial Statements are unaudited and include the
accounts of RCG Companies Incorporated and its subsidiaries ("RCG" or the
"Company"). All significant intercompany accounts and transactions have been
eliminated in consolidation. These financial statements have been prepared in
accordance with accounting principles generally accepted in the United States of
America for interim financial information and the instructions of Regulation
S-X. Accordingly, they do not include all of the information and footnotes
required by such generally accepted accounting principles for complete financial
statements.

In the opinion of the management of the Company, the unaudited Condensed
Consolidated Financial Statements contain all adjustments, consisting only of
normal recurring adjustments, considered necessary for a fair statement of the
results of operations for the interim periods presented, with no material
retroactive adjustments. The results of operations for interim periods are not
indicative of the results that may be expected for a full vyear due to the
seasonality of the business. These interim unaudited Condensed Consolidated
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Financial Statements should be read in conjunction with the audited Consolidated
Financial Statements and notes thereto for the year ended June 30, 2004 included
in the Company's Annual Report on Form 10-K.

OPERATIONS AND LIQUIDITY

Certain reclassifications have been made to data from the previous period to
conform to the presentation of the current period.

The accompanying financial statements have been prepared assuming the Company
will continue as a going concern. The Company has suffered recurring losses from
operations and as of September 30, 2004 had a working capital deficit of
$15,618,000. These conditions raise substantial doubt about the Company's
ability to continue as a going concern. Management recognizes that in order to
meet the Company's capital requirements, and continue to operate, additional
funding is necessary. The Company is exploring additional sources of liquidity,
through debt and equity financing alternatives. Additionally the Company is
negotiating the restructure of its long-term debt. If the Company is (i) unable
to grow its Dbusiness or improve its operating cash flows as expected, (ii)
unsuccessful in extending a substantial portion of the debt repayments currently
past due, or (iii) unable to raise additional funds through sales of debt and
equity securities or sale of certain assets or portions of the business, then
the Company may be unable to continue as a going concern. There can be no
assurance that additional financing will be available when needed or, if
available, that it will Dbe on terms favorable to the Company and its

RCG COMPANIES INCORPORATED AND SUBSIDIARIES
NOTES TO THE CONDENSED CONSOLIDATED FINANCIAL STATEMENTS

(UNAUDITED)
stockholders. If the Company is not successful in generating sufficient cash
flows from operations, or in raising additional capital when required in
sufficient amounts and on terms acceptable to the Company, these failures would
have a material adverse effect on the Company's business, results of operations
and financial condition. If additional funds are raised through the issuance of
equity securities, the percentage ownership of the Company's current

shareholders would be diluted. These Consolidated Financial Statements do not
include any adjustments that may result from the outcome of these uncertainties.

SIGNIFICANT ACCOUNTING POLICIES
WARRANT OBLIGATION

In accordance with Emerging Issues Task Force Issue 00-19, or EITF 00-19,
"Accounting for Derivative Financial Instruments Indexed to, and Potentially
Settled in, a Company's Own Stock", the fair value of warrants issued in certain
private placements has been initially accounted for as a liability because the
Company will incur a substantial penalty if it cannot comply with the warrant
holders' «registration rights or have other net-cash settlement features. As of
the closing date of the private placements, the fair value of the warrants was
approximately $3,058,000, calculated utilizing the Black-Scholes option pricing
model. Changes 1in the market value of the Company's common stock from the
closing date until the warrants are exercised or expire will result in non-cash
charges or credits to operations to reflect the change in fair value of the
warrants during this period. To reflect the change in market value of the
warrants, the Company recorded a credit to operations of approximately $256,000
during the three-month period ended September 30, 2004.
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STOCK-BASED COMPENSATION

The Company has elected to continue to follow the intrinsic value method of

accounting as prescribed Dby Accounting Principles Board Opinion No. 25,
"Accounting for Stock Issued to Employees" ("APB 25"), to account for employee
stock options. Under APB 25, no compensation expense is recognized unless the

exercise price of the Company's employee stock options is less than the market
price of the underlying stock on the date of grant.

The Company's pro forma net loss and net loss per share assuming compensation
cost was determined under FASB No. 123 for all options would have been the
following for the three months ended September 30, 2004 and September 30, 2003
(in thousands, except share amounts).

2004 2

Net 10SS, 8S TePOTLEA ittt ittt ittt ettt ettt e e eeeneaeeeeeeeaeennnees S (7,732) S
Stock-based employee compensation credit included in reported net loss -

(7,732)
Deduct: Stock-based compensation expense determined under FAS 123 (31)
PrO fOrmMa NEE 105 S vt ittt ittt ettt ettt et ettt ettt e eeeeseeeneennenn S (7,763) S
Earnings per share:
Basic and diluted loss per share, as reported .......eeiiiieeeeeennnnn S (0.37) S
Basic and diluted loss per share, pro forma ..........eiiiieeeeeennnnn S (0.37) S

7

RCG COMPANIES INCORPORATED AND SUBSIDIARIES
NOTES TO THE CONDENSED CONSOLIDATED FINANCIAL STATEMENTS
(UNAUDITED)

The Company's other significant accounting policies are the same as those
applied at June 30, 2004 and disclosed in the Company's audited Consolidated
Financial Statements and notes thereto for the year ended June 30, 2004,
included in the Company's Annual Report on Form 10-K.

NOTE 2. ACQUISITIONS

Through its wholly owned subsidiary, Flightserv, Inc. ("Flightserv"), RCG
concluded the acquisition of substantially all of the assets and liabilities of
VE Holdings, Inc. ("Vacation Express") and SunTrips, Inc. ("SunTrips") (the
"Acquired Companies"), effective October 31, 2003. The Acquired Companies were
integrated 1into the Company's existing Travel Services Dbusiness to form its
largest operating segment. The Company had previously provided services to the
Acquired Companies.

The Acquired Companies provide specialized distribution of leisure travel
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products and services. Vacation Express, based in Atlanta, Georgia, sells air
and hotel packages to Mexico and Caribbean destinations, and SunTrips, based in
San Jose, California, sells air and hotel packages to Mexico, Dominican
Republic, Costa Rica, Hawaii and the Azores out of Oakland, California and/or
Denver, Colorado.

In connection with the acquisition, the Company issued a $10 million
non-interest bearing seven-year promissory note discounted to $5.3 million at
12.00% per annum for imputed interest (the "Promissory Note") from Flightserv,

secured by certain RCG investment holdings. Additionally, the Acquired Companies
entered into a three-year agreement with MyTravel Canada Holidays, Inc.
("MyTravel Canada") for certain services, including the ©purchasing of hotel
accommodations on an exclusive basis. MyTravel Canada will be paid approximately
$4.5 million over three years under this agreement, discounted to $3.8 million
at 12.00% per annum for imputed interest (the "Service Agreement Obligation").

Effective November 12, 2004, the Company entered into an agreement to amend the
terms and amount of both the Promissory Note and the Service Agreement
Obligation (see Note 8, "Subsequent Events").

The acquisition was accounted for under the purchase method of accounting in
accordance with Statement of Financial Accounting Standards ("SFAS") No.141,
"Business Combinations". The purchase price was allocated to the net assets
acquired, including the liabilities assumed as of October 31, 2003, based upon
their estimated fair values as of that date with the remainder being recorded as
goodwill, which 1s deductible for tax purposes. The consideration, which
included acquisition costs of $314,091, was allocated as follows (in thousands).

CUTTENt ASSEE S ittt i ittt ittt ettt ettt ettt teeeeeeennn S 25,116
Property and equipment..........oiiiiitiiinnnnennnnn 629
(€ e e 15,050
Other intangible assetsS.......iiiiiiiiiiiiennnnnnnnn 702
Total assets acquired........o.iiiiiiiineeeeennnnn 41,497
Current liabilities..... ittt ieeeenennn 32,646
Net assets acquired. .. ...ttt ennenneeeeenns S 8,851
8

RCG COMPANIES INCORPORATED AND SUBSIDIARIES
NOTES TO THE CONDENSED CONSOLIDATED FINANCIAL STATEMENTS
(UNAUDITED)

On November 5, 2003, the Technology Solutions business completed the acquisition
of SchoolWorld Software, a Pittsburgh, Pennsylvania-based educational software
company. The consideration, which included acquisition costs of $48,702 and the
issuance of 224,312 shares valued at $380,000, was allocated as follows (in
thousands) .

Property and equipment . .......iiiiiii ittt eeeeeennenns S 14,500
Goodwill and other intangible assets...........iiiiin.. 414,202
Total assets acquired. . ... ..ottt eennnennns S 428,702

NOTE 3. DISCONTINUED OPERATIONS
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During the third quarter of 2004, the Board authorized the disposition of the

Company's investment in Lifestyle Innovations, Inc. ("LFSI"). Accordingly, the
operations of LFSI were reclassified to discontinued operations for all periods
presented. During the fourth quarter of 2004, the Company contributed

approximately 4 million shares to the treasury of LFSI, of which a substantial
portion of the contributed shares were reissued to certain LFSI investors to
settle certain contingent claims. LFSI also issued other shares, which resulted
in RCG's interest in LFSI Dbeing reduced to an effective 45.5% beneficial
ownership. Considering the substantial reduction in ownership and the lack of
control over LFSI, the investment in LFSI is now recorded using the equity
method and is no longer a consolidated subsidiary. The change resulted in RCG
restoring 1its negative carrying value during the fourth quarter, which was
recognized as a gain on deconsolidation of LFSI.

The loss from discontinued operations for the three months ended September 30,
2003 1is summarized as follows (in thousands) .

GIrOSS TEVENUES . ¢ v v vttt et tat e tateeaeeeaeeeaeenaeenans $ 480

Cost of revenues and operating expenses.............. (1,493)

Net loss per LEFSI financialsS.......oeuiietiiiiinnnnnn. (1,013)

Minority dnterest ... ...ttt ittt et 284

Loss from discontinued operations.................... $ (729)
9

RCG COMPANIES INCORPORATED AND SUBSIDIARIES
NOTES TO THE CONDENSED CONSOLIDATED FINANCIAL STATEMENTS
(UNAUDITED)
NOTE 4. NOTES PAYABLE AND OTHER OBLIGATIONS

Notes payable and other obligations consisted of the following at September 30,
2004 (unaudited, in thousands) and June 30, 2004 (in thousands) .

Note payable - in the amount of $9,850, less unamortized discount of $4,109, imputed

at 12%, secured by certain investment holdings (1) ...ttt iiin ittt eeeeeeeannnn S
Service agreement obligation - in the amount of $3,000, less unamortized discount of

$445 imputed at 12% and UNSeCUTed (2) ittt ti it nneneeeeeeeeeeeneneeeeeeeeeeennaeeeens
Revolving credit facility (maximum borrowing $1 million)- secured by substantially all

assets of the Technology Solutions business with interest at prime-plus-2% (6.75% at
September 30, 2004) & ittt ittt e e e e e ettt e et
Capital lease obligations at interest rates ranging from 4.2% to 17.1%, due in monthly
installments through November 2007 . ...ttt ittt ettt ettt eeeeeeeeeeaaenn
Note payable - due July 27, 2003 and unsecured (3) ..ttt imii ittt neeeeeeeeaneeeeenens

Less current maturities, including demand NOLES ...ttt ittt ittt ittt enneaeens

e o Lo e ol S B o T s i 3o L S
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(1) On October 31, 2003, Flightserv purchased two businesses (see Note 2) for
a $10 million non-interest-bearing seven-year note. Payments commence
quarterly beginning June 30, 2004. See Note 8, "Subsequent Events", for
amended amounts and terms, effective November 12, 2004.

(2) On October 31, 2003, Flightserv agreed to pay $4.5 million to MyTravel
Canada for certain services over a three-year period beginning November 1,
2003. See Note 8, "Subsequent Events", for amended amounts and terms,
effective November 12, 2004.

(3) The Company currently is negotiating with the debt holder to extend the
term or agree on a payment schedule.

NOTE 5. SECURITIES PURCHASE AGREEMENT

The Company entered into a Securities Purchase Agreement, dated September 13,
2004, with institutional and accredited investors (collectively the
"Investors"). Pursuant to the terms of the Securities Purchase Agreement, the

Company issued the following securities to the Investors in consideration for
the 1Investors making payment to the Company in the aggregate amount of
$4,300,000: (i) 4,300 shares of Series A 6% Convertible Preferred Stock, with a
stated value of $1,000 per share; the shares are initially convertible into
shares of Common Stock of the Company at a fixed price of $0.94 per share,
subject to adjustment ("Set Price") and that are, subject to certain conditions,
subject to forced conversion by the Company at any time the common shares of the
Company have a volume weighted average price ("VWAP") which exceeds 200% of the
Set Price for the preceding ten trading days, (ii) Warrants to purchase
approximately 1,143,617 shares of Common Stock of the Company at an exercise

10

RCG COMPANIES INCORPORATED AND SUBSIDIARIES
NOTES TO THE CONDENSED CONSOLIDATED FINANCIAL STATEMENTS
(UNAUDITED)

price of $1.20 per share, exercisable commencing six months after the closing
date (September 14, 2004) until the date that is three years after such date,
with anti-dilution provisions subject to a $1.00 floor, and that are subject to
certain conditions, callable by the Company at any time the common shares of the
Company have a VWAP that exceeds 200% of the exercise price for the preceding 20
trading days, and (iii) Additional Investment Rights to purchase approximately
3,430,851 shares of Common Stock of the Company at an exercise price of $1.03
per share, exercisable commencing six months after the closing date until the
earlier of (a) the later of the date that is six months after the effective date
of the registration statement covering the shares and the date that is one year
after the closing date, and (b) September 13, 2006, with standard anti-dilution,
and that are, subject to certain conditions, callable by the Company at any time
the common shares of the Company have a VWAP greater than or equal to 160% of
the exercise price for the preceding 20 trading days.

On September 14, 2004, the Company filed an amended Certificate of Incorporation
with the Secretary of the State of Delaware. The Certificate amends the
Company's Certificate of Incorporation to fix the preferences, rights and
limitations of the Series A 6% Convertible Preferred Stock, as described above.

In connection with the aforementioned Securities Purchase Agreement, the
Exercise Price to holders of 2.5 million Common Stock Purchase Warrants (dated
October 31, 2003) has been reduced from $2.442 per share to $0.94 per share,
pursuant to the Warrant Agreement.

11
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NOTE 6. RELATED-PARTY TRANSACTIONS

The Company's Travel Services business entered into a one-year public relations
contract. The wife of a former president of the Travel Services Dbusiness is an
employee of the public relations firm. This contract was terminated on August
26, 2004. During three months ended September 30, 2004, $14,730 was paid for
services rendered.

G. David Gordon, a Company stockholder, also occasionally acts as legal counsel
to the Company.

On April 19, 2004, Robert H. Brooks, Chairman of Hooters of America, Inc.,
Hooters Air and Pace Airlines, 1Inc. joined the Company's Board of Directors. In
addition, Mr. Brooks made a $1,000,000 cash investment in the Company, and
provided a waiver of the requirement of delivery of a letter of credit in the
amount of $1,000,000 to Pace Airlines, Inc., a charter airline company that
charters planes to the Company's Travel Services division. In exchange, the
Company issued 1,250,000 restricted shares of Common Stock and a warrant to
purchase 1,250,000 restricted shares of Common Stock at an exercise ©price of
$2.44 per share. On August 2, 2004, Mr. Brooks resigned from the Company's Board
of Directors.

Company Director K. Wesley M. Jones, Sr. has a 25% ownership stake in a private
investment group that has secured certain letters of credit issued by the
Company in the amount of $2 million. During the three months ended September 30,
2004, the Company paid the private investment group $60,000.

11

RCG COMPANIES INCORPORATED AND SUBSIDIARIES
NOTES TO THE CONDENSED CONSOLIDATED FINANCIAL STATEMENTS
(UNAUDITED)

NOTE 7. BUSINESS SEGMENT INFORMATION

Information related to business segments is as follows (in thousands) .

Corpor
Three months ended September 30, 2004: Travel Technology Servi

REVENUE s 4 v vttt et ettt eeeeee e e e eeeeeeeeeenaeens S 52,178 S 4,622 S
[t T =T (= ek i 5 o N (1,302) 602
Loss from continuing operations............... (7,175) (68) (

Three months ended September 30, 2003:

REVENUE s v v vttt ettt et eee e e e eeeeeeeeennaeens S 15,578 S 3,535 S
[t T =T (= ek i 5 o N 828 439
Income (loss) from continuing operations...... 157 (9) (

NOTE 8. SUBSEQUENT EVENTS

In connection with the acquisition of substantially all of the assets and
liabilities of VE Holdings, Inc. ("Vacation Express") and SunTrips, Inc.

12
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("SunTrips") (the "Acquired Companies") (as described in Note 2), the Company
issued a $10 million non-interest bearing seven-year promissory note discounted
to $5.3 million at 12.00% per annum for imputed interest (the "Promissory Note")
from Flightserv. Additionally, the Acquired Companies entered into a three-year
agreement with MyTravel Canada Holidays, Inc. ("MyTravel Canada") for certain
services, 1including the purchasing of hotel accommodations on an exclusive
basis. MyTravel Canada will be paid approximately $4.5 million over three years
under this agreement, discounted to $3.8 million at 12.00% per annum for imputed
interest (the "Service Agreement Obligation").

Effective November 12, 2004, the Company entered into an agreement to amend the
terms and amounts of both the Promissory Note and the Service Agreement
Obligation as follows.

(1) Reduced the non-interest-bearing Promissory Note to $1 million, discounted
to $555,000 at 12.00% per annum for imputed interest payable in: (i) four
(4) equal yearly payments of $100,000, commencing on October 31, 2006 and
continuing on the last day of each October through October 31, 2009, and
(ii) a final balloon payment in the amount of $600,000 on October 31,
2010.

(2) Extended the Service Agreement Obligation four additional vyears to now
expire on October 31, 2010. The Agreement provides for additional payments
of $4.9 million, discounted to $3.0 million at 12.00% per annum for
imputed interest over the new term of the agreement.

12

RCG COMPANIES INCORPORATED AND SUBSIDIARIES
NOTES TO THE CONDENSED CONSOLIDATED FINANCIAL STATEMENTS
(UNAUDITED)

NOTE 9. COMMITMENTS AND CONTINGENCIES

GUARANTEE OBLIGATION

The Company's Travel Services segment has certain guarantees with an airline
provider that agrees to a minimum number of hours during each program year and

is required to pay any shortage to the provider. The segment does not anticipate
a shortage and accordingly no amount has been accrued.

13
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ITEM 2. MANAGEMENT'S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS
OF OPERATIONS

The Company's Dbusiness, results of operations and financial condition are
subject to many «risks. In addition, statements in this report relating to
matters that are not historical facts are forward-looking statements based on
management's belief and assumptions based on currently available information.
Such forward-looking statements include statements relating to estimates of
future revenue and operating income, cash flow and 1liquidity. Words such as
"anticipates", "expects", "intends", "believes", "may", "will", "future" or
similar expressions are intended to identify certain forward-looking statements.
In addition, any statements that refer to expectations, projections or other
characterizations of future events or circumstances are forward-looking
statements. Although the Company believes that the expectations reflected in
such forward-looking statements are reasonable, it cannot give any assurances
that these expectations will prove to be correct. Such statements involve a
number of risks and wuncertainties, including, Dbut not limited to, those
discussed herein or included in the Company's Annual Report on Form 10-K, filed
registration statements, and other documents filed by the Company with the SEC.

OVERVIEW

Effective October 31, 2003, the Company's Travel Services subsidiary concluded
the acquisition of substantially all of the assets and liabilities, except for
certain excluded 1items, of Vacation Express and SunTrips. Also effective
November 5, 2003, the Company's Technology Solutions subsidiary completed the
acquisition of substantially all of the assets and liabilities of SchoolWorld,
except for certain excluded items. Accordingly, the operating results of these
subsidiaries (the "Acquired Businesses") have been included in the reported
results of the Company subsequent to that date. The results of the Company,
excluding the results of the Acquired Businesses, are referred to herein as the
existing business (the "Existing Business"). Refer to Note 2 to the financial
statements for more detail on the specifics of the transactions.

14
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The following table summarizes the consolidated results of operations (in
thousands) .

Three Months Ended Sept. Three Mo
30, 2004 30
% of
Amount Revenue Amount
Revenues:
ST U I o S 52,283 92.0% 15,70
ProduCt Sales it iii ittt tteeenennennn 4,517 8.0% 3,41
Total revenUEe . .v v iv i tweeeeenneenns 56,800 100.0% 19,11
Cost of revenue:
ST U I o 53,484 94.1% 14,82
ProduCt Sales ..i ittt teeeenennnnnn 4,016 7.1% 3,02
Total cost of revenue ............. 57,500 101.2% 17,84
Gross profit (losSs) ..ttt (700) (1.2%) 1,26
Selling, general and administrative expenses 6,791 12.0% 1,49
Depreciation and amortization .............. 213 0.4% 10
Operating cost and expenses ....... 7,004 12.4% 1,59
Operating 1loSS ...t iiiieneennnnns (7,704) (13.6%) (32
Interest expense, Net ......c.eiiiieeeennnenns. (278) (0.4%) (4
Gain on investments, net ..........c0iiiieen.. —— —— 11
Other 1ncome ...... ..ttt itneeeneeennnn 250 0.4% 9
Loss from continuing operations ............ S (7,732) (13.6%) (16
Information related to business segments is as follows (in thousands) .
Travel Technology
Three months ended September 30, 2004 Services Solutions Corporate
REVENUE vttt ittt ettt ettt eeenneeeneenns S 52,178 S 4,622 -
(3t F=F= T (1= al i 5 o N (1,302) 602 ——
Loss from continuing operations ........... (7,175) (68) (489)
Three months ended September 30, 2003:
REVENUE t vttt ettt et ettt eeneeeeneenns S 15,578 S 3,535 -

15
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(3t F=F= T (1= ak i 5 o N 828 439 -
Income (loss) from continuing operations 157 (9) (309)
15
THREE-MONTH PERIOD ENDED SEPTEMBER 30, 2004 COMPARED TO THREE-MONTH PERIOD ENDED
SEPTEMBER 30, 2003
OPERATIONS OF BUSINESS SEGMENTS
Travel Services
The following table summarizes results of continuing operations of the Travel
Services segment (in thousands) .
Three Months Ended:
September 30, 2004 Septembe
% of
Amount Revenue Amount
REVENUES + vttt ettt et ettt eeeeeeeeeeennnn S 52,178 100.0% S 15,57
CosSt Of revenUe ... ittt ittt teeeneenennns 53,480 102.5% 14,75
Gross (loss) profit ........... .. (1,302) (2.5%) 82
Selling, general and administrative expenses 5,435 10.4% 61
Depreciation and amortization .............. 175 0.3% 3
Operating cost and expenses ........... 5,610 10.7% 65
Operating (loss) profit ............... S (6,912) (13.2%) S 17
For the three months ended September 30, 2004, the revenues of the Company's
Travel Services business were $52,178,000 compared to $15,578,000 for in the
same period a year Dbefore, which is an increase of $36,600,000. The increase
from the prior year is primarily attributable to the acquisition of Vacation
Express and SunTrips; however, revenues were less than expected. The Travel
Services Dbusiness is in an intensely competitive market with adverse market

conditions due significantly to excess capacity of available

Increased competit
discounted fares.

has severely hinde
revenues were miss

For the three mont
Travel Services

period a year befo
revenues and not b
fixed and is diffi
continues to incre
passing increases,
of our destinati
hurricane season,

passenger's seats.
ion has created aggressive sales promotions with significantly
The implementation of SunTrips' new online reservation system
red bookings for the quarter. We estimate that $6,000,000 of

ed as a direct result of implementation problems and delays.

hs ended September 30, 2004, the gross loss for the Company's
business was ($1,302,000) compared to $828,000 for the same
re. Gross margins declined as a direct result of the reduced
eing able to absorb air cost. The majority of our air cost is

cult to reduce when bookings decline. The price of jet fuel
ase. Competitive market conditions have prevented us from

in the form of surcharges, to our customers. Even though none
ons were significantly impacted by the severe Caribbean

we incurred significant costs associated with the hurricanes,
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in the form of delays, temporary hub relocations, and re-routing of passengers..

16

For the three months ended September 30, 2004, selling, general and

administrative ("SGA") expenses was $6,791,000, or 12.0% of sales, compared to
$1,493,000, or 7.8%, for the same period a year before. The increase from the

prior year is primarily attributable to the acquisition of Vacation Express and
SunTrips.
Technology Solutions

The following table summarizes results of continuing operations of the
Technology Solutions segment (in thousands) .

Three Months Ended:

September 30, 2004

% of
Amount Revenue
Revenues:

ST VICES 4ttt et ettt ettt $ 106 2.3%
ProduCt Sales it it ienteeeeneennnnn 4,516 97.7%
Total revenUEe ... ivteeeeeeenennnns 4,622 100.0%

Cost of revenue:
ST v I @ = O 4 0.1%
ProduCt Sales it iii it tteeeneennnnn 4,016 86.9%
Total cost of revenue ............. 4,020 87.0%
Gross profit ... e e e 602 13.0%
Selling, general and administrative expenses 613 13.2%
Depreciation and amortization .............. 36 0.8%
Operating cost and expenses ....... 649 14.0%
Operating 1o0SS .« ivvviieneeeeeeennnn S (47) (1.0%

Septembe

Amount

For the three months ended September 30, 2004, the Company's Technology
Solutions Dbusiness recorded revenues of $4,622,000, compared to $3,535,000 for
the same period a year before. The increase in revenues 1is primarily due to the
acquisition of SchoolWorld, partially offset by a decrease in revenues from the
Existing Business because of the timing of two large contract renewals during
fiscal year 2004.

In the three months ended September 30, 2004, gross profit for the Company's
Technology Solutions business was $602,000, compared to $439,000 in the same
period a year before. The increase 1in gross profit 1is attributable to an

17
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increase from the acquisition, as well as an increase in gross profit percentage
from 12.4% to 13%.

In the three months ended September 30, 2004, selling, general and
administrative expenses for the Company's Technology Solutions business was

17

$613,000, compared to $464,000 in the same period a year before. The increase in
SGA is primarily attributable to the acquisition. Overall, the percentage of SGA
to revenue remained relatively unchanged.

DEPRECIATION AND AMORTIZATION

In the three-month period ended September 30, 2004, the Company's depreciation
and amortization expense was $213,000, compared to $102,000 in the same period a
year before. The increase is primarily due to depreciation of the fixed-asset
additions of the Acquired Companies.

INTEREST EXPENSE, NET

In the three-month period ended September 30, 2004, the Company incurred
$278?,000 of net-interest expense related to its debt portfolio, compared to
$49,000 in the same period a year before. This increase is primarily from the
Travel Services debt discussed 1in ©Note 5 of the Consolidated Financial
Statements.

OTHER INCOME

For the three-month period ended September 30, 2004, the Company's other income
was $250,000, compared to $97,000 in the same period a year before. The
three-month period ended September 30, 2004 includes $256,000 credit relating to
the change in market value of the warrant obligation offset by other costs. In
the three months ended September 30, 2003, the Company's Technology Solutions
business recorded a $100,000 amount to other income in the prior quarter related
to a prior project offset by other costs.

Corporate

For the three months ended September 30, 2004, Corporate incurred losses of
$489,000, compared to losses of $309,000 in the same period a year before. The
increase in loss is due primarily to increases in insurance, public relations,

professional fees, salaries and benefits.
SEASONALITY

The Company experiences significant seasonality 1in its Travel Services and
Technology Solutions businesses. The seasonality in the Travel Services business
is due to the higher 1level of charter travel to Caribbean and Mexican
destinations during the vacation season, which coincides with the Company's
first and fourth fiscal quarters. The Company's Technology Solutions business
generally experiences higher revenue in the first and fourth fiscal quarters,
with the largest amount recognized in the fourth quarter, due to the Company's
fiscal year end coinciding with the year end of most schools and universities.
These customers are tied to strict budgets and normally purchase more product at
the start and the end of their fiscal year.

GUARANTEE OBLIGATION

The Company's Travel Services segment has certain guarantees with an airline

18
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provider that agrees to a minimum number of hours during each program year and
is required to pay any shortage to the provider. The segment does not anticipate
a shortage, and accordingly, no amount has been accrued.

18

LIQUIDITY AND CAPITAL RESOURCES

Assuming the Company will continue as a going concern, the accompanying
financial statements have been prepared. The Company has suffered recurring
losses from operations, and as of September 30, 2004, had a working capital
deficit of $15,618,000. These conditions raise substantial doubt about the
Company's ability to continue as a going concern. Management recognizes that
additional funding 1is necessary 1in order to meet the Company's capital
requirements and continue to operate. The Company is exploring additional
sources of liquidity through debt and equity financing alternatives.
Additionally, the Company is negotiating the restructure of its long-term debt.
If the Company is (i) unable to grow its business or improve its operating cash
flows as expected, (ii) unsuccessful in extending a substantial portion of the
debt repayments currently past due, or (iii) unable to raise additional funds
through sales of debt and equity securities or sale of certain assets or
portions of the business, then the Company may be unable to continue as a going
concern. There can be no assurance that additional financing will be available
when needed or, if available, that it will be on terms favorable to the Company
and its stockholders. 1If the Company 1is not successful in generating sufficient
cash flows from operations, or in raising additional capital when required in
sufficient amounts and on terms acceptable to the Company, these failures would
have a material adverse effect on the Company's business, results of operations
and financial condition. If additional funds are raised through the issuance of
equity securities, the percentage ownership of the Company's current
shareholders would be diluted. These Consolidated Financial Statements do not
include any adjustments that may result from the outcome of these uncertainties.

Cash and cash equivalents were $2,640,000 and $6,596,000 at September 30, 2004
and September 30, 2003, respectively. At September 30, 2004, the Company had
current assets of $29,301,000, as compared to $44,801,000 of total current
liabilities at September 30, 2003, resulting in a working capital deficit of
$15,500,000. At June 30, 2004, the Company had current assets of $57,807,000, as
compared to $68,927,000 of total current liabilities at September 30, 2004,
resulting in a working capital deficit of $11,120,000.

For the three months ended September 30, 2004, cash and cash equivalents
decreased by $3,956,000. Cash of $3,980,000, primarily from the sale of
Preferred Stock, was provided by financing activities. This amount is offset by
$7,816,000 wused in operating activities and $120,000 wused in investing
activities.

During the three months ended September 30, 2004, $7,816,000 in cash was used in
operating activities. The net loss of $7,732,000 for the quarter was offset by
other non-cash credits of $992,000 and an increase of $908,000 from the net
operating assets and liabilities.

Non-cash credits of $992,000 consist primarily of $213,000 in depreciation and
amortization charges, offset by $1,205,000 of amortization of an unfavorable
airline contract.

The net increase of $908,000 in operating assets and liabilities is due
primarily to a decrease of $17,605,000 in unearned income and a decrease of
$6,081,000 in accounts payable and accrued expenses, offset by an increase of
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$21,177,000 in restricted cash.
19
DISCLOSURES ABOUT CONTRACTUAL OBLIGATIONS AND COMMERCIAL COMMITMENTS

The following table summarizes contractual obligations as of September 30, 2004
(in thousands) .

Prior to 10/1/05-

Total 9/30/05 9/30/07
Purchase obligations .........ovvueuuo.. S 83,1061 S 33,251 S 43,507
Long-term notes payable ............... 7,183 - 1,673
Operating and capital lease obligations 7,238 1,556 2,935
S 97,582 $ 34,807 $ 48,115

10/1/07-
9/30/09

CRITICAL ACCOUNTING POLICIES

Determination of certain amounts in the Company's financial statements requires
the use of estimates. These estimates are based upon the Company's historical
experiences combined with management's understanding of current facts and
circumstances. Although the estimates are considered reasonable, actual results
could differ from the estimates. Discussed Dbelow are the accounting policies
considered by management to require the most judgment and to be critical in the
preparation of the financial statements.

ALLOWANCE FOR DOUBTFUL ACCOUNTS

The Company maintains an allowance for customer accounts that reduces
receivables to amounts that are expected to be collected. In estimating the
allowance, management considers factors such as current overall economic
conditions, 1industry-specific economic conditions, historical and anticipated
customer performance, historical experience with write-offs and the level of
past-due amounts. Changes in these conditions may result 1in additional
allowances. The allowance for doubtful accounts was $328,000 and $332,000 at
September 30, 2004 and June 30, 2004, respectively.

GOODWILL

Goodwill 1is tested for impairment annually or more frequently 1if changes in
circumstances or the occurrence of events suggest impairment exists. The test
for impairment requires the Company to make several estimates about fair value,
most of which are based on projected future cash flows. The estimates associated
with the goodwill impairment tests are considered critical due to the judgments
required in determining fair value amounts, including projected future cash
flows. Changes in these estimates may result in the recognition of an impairment
loss.

20
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ITEM 3. QUANTITATIVE AND QUALITATIVE DISCLOSURES ABOUT MARKET RISK

Market risk generally represents the risk of loss that may result from the
potential change in value of a financial instrument as a result of fluctuations
in interest rates and market prices. We do not currently have any trading
derivatives nor do we expect to have any in the future. We have established
policies and internal processes related to the management of market risks, which
we use in the normal course of our business operations.

INTANGIBLE ASSET RISK

We have a substantial amount of intangible assets. We are required to perform
goodwill impairment tests at least on an annual basis and whenever events or
circumstances indicate that the carrying value may not be recoverable from
estimated future cash flows. As a result of our annual and other periodic
evaluations, we may determine that the intangible asset values need to be
written down to their fair values, which could result in material charges that
could be adverse to our operating results and financial position. Although at
September 30, 2004, we believe our intangible assets are recoverable, changes in
the economy, the business in which we operate and our own relative performance
could change the assumptions used to evaluate intangible asset recoverability.
We continue to monitor those assumptions and their consequent effect on the
estimated recoverability of our intangible assets.

COMMODITY PRICE RISK

We do not enter into contracts for the purchase or sale of commodities. As a
result, we do not currently have any direct commodity price risk.

ITEM 4. CONTROLS AND PROCEDURES
DISCLOSURE CONTROLS AND PROCEDURES

The Company has established and currently maintains controls and other
procedures designed to ensure that material information required to be disclosed
in its reports filed under the Securities Exchange Act of 1934 is recorded,
processed, summarized and reported, within the time periods specified by the
Securities and Exchange Commission. In conjunction with the close of each fiscal
quarter, the Company conducts an update and a review and evaluation of the
effectiveness of the Company's disclosure controls and procedures. It is the
opinion of the Company's principal executive officer and principal accounting
officer, Dbased wupon an evaluation as of the end of the period, that the
Company's disclosure controls and procedures are sufficiently effective to
ensure that any material information relating to the Company is recorded,
processed, summarized and reported to its principal officers to allow timely
decisions regarding required disclosures.

CHANGES IN INTERNAL CONTROLS

There were no significant changes in the Company's internal controls over
financial reporting procedures during the quarter that materially affected, or
are reasonably likely to materially affect, the Company's internal controls over
financial reporting.

21

PART II. OTHER INFORMATION
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ITEM 1. LEGAL PROCEEDINGS

During the normal course of Dbusiness, the Company is subject to various
lawsuits, which may or may not have merit. Management intends to vigorously
pursue and/or defend such suits, as applicable, and believes that they will not

result in any material loss to the Company.
ITEM 2. CHANGES IN SECURITIES

For the three months ended September 30, 2004, 12,500 shares of Common Stock
were issued upon exercise of previously granted options.

ITEM 3. DEFAULTS UPON SENIOR SECURITIES
None.
ITEM 4. SUBMISSION OF MATTERS TO A VOTE OF SECURITY HOLDERS

None.
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ITEM 5. OTHER INFORMATION
None.
ITEM 6. EXHIBITS
(a) Exhibits
31.1 Certification of Principal Executive Officer pursuant to Section 302
of the Sarbanes-Oxley Act of 2002 Certification of Principal
Financial

31.2 Officer pursuant to Section 302 of the Sarbanes-Oxley Act of 2002

32.1 Certifications of Chief Executive Officer and Chief Financial
Officer, pursuant to Section 906 of the Sarbanes-Oxley Act of 2002

In accordance with Section 13 or 15(d) of the Exchange Act, the Registrant has
duly caused this report to be signed on its behalf by the undersigned, thereunto
duly authorized.

RCG COMPANIES INCORPORATED

Date: November 22, 2004 By: /s/ Michael D. Pruitt

Michael D. Pruitt
President and Chief Executive Officer
(principal executive officer)

Date: November 22, 2004 By: /s/ William W. Hodge
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William W. Hodge
Chief Financial Officer
(principal accounting officer)
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