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CAUTIONARY STATEMENT REGARDING FORWARD-LOOKING STATEMENTS

This report contains forward-looking statements within the meaning of the Securities Act of 1933 and the
Securities Exchange Act of 1934. Investors should consider these factors before deciding to make or maintain
an investment in our securities. This report includes forward-looking statements including, but not limited to,
the statements about our plans, strategies and prospects under the headings “Business” and “Management’s
Discussion and Analysis of Financial Condition and Results of Operations.” Words such as “anticipates”,
“expects”, “intends”, “plans”, “believes”, “seeks”, “estimates”, “may”, “will” and variations of these words or
similar expressions are intended to identify forward-looking statements. These forward-looking statements are
based on management’s current expectations, estimates and projections about our industry, management’s
beliefs, and certain assumptions made by management, and we can give no assurance that we will achieve our
plans, intentions or expectations. Certain important factors could cause actual results to differ materially from
the forward-looking statements we make in this report. Representative examples of these factors include

{without limitation):
» general industry and economic conditions;
» cost of capital and capital requirements;
e« competition from other managed care companies;

+ the Company’s ability to renew and/or maintain contracts with its customers under existing terms or
restructure these contracts on terms that would not have a material negative impact on the Company’s
results of operations;

» the ability to expand certain areas of the Company’s business;

« shifts in customer demands;

+ the ability of the éompany to produce market-competitive software;

« changes in operating expenses including employee wages, benefits and medical inflation;

+ changes in regulations affecting the workers’ compensation, insurance and healthcare industries in
general;

+ dependence on key personnel;
+ possible litigation and legal liability in the course of operations;

« and the continued availability of financing in the amounts and at the terms necessary to support the
Company’s future business.

~ The section entitled “Risk Factors” set forth in this report discusses some of the other important risk
factors that may affect our business, results of operations and financial condition. The factors listed above and
the factors described under the heading “Risk Factors” and similar discussions in our other filings with the
Securities and Exchange Commission are not necessarily all of the important factors that could cause actual
results to differ materially from those expressed in any of our forward-looking statements. Other unknown or
unpredictable factors also could have material adverse effects on our future results. The forward-looking
statements included in this annual report on Form 10-K are made only as of the date of this annual report. We
expressly disclaim any intent or obligation to update any forward-looking statements to reflect subsequent
events or circumstances.




PART I

Item 1. Business.
Introduction

CorVel Corporation (“CorVel” or the “Company”) is an independent nationwide provider of medical
cost containment and managed care services designed to address the escalating medical costs of workers’
compensation and other healthcare benefits, primarily coverage under group health and auto policies. The
Company’s services are sold as bundles of solutions directed to managing claims, care, networks, reimburse-
ments and settlements. They include automated medical fee auditing, preferred provider networks, out-of-
network/line item bill negotiation and repricing, utilization review and utilization management, medical case
management, vocational rehabilitation services, early intervention, Medicare Set-Asides and life care
planning, and a variety of directed care services including independent medical examinations, diagnostic
imaging, transportation and translation, durable medical equipment and physical therapy. Such services are
provided to insurance companies, third-party administrators (“TPAs”), and self-administered employers to
assist them in managing the medical costs and monitoring the quality of care associated with healthcare
claims.

The Company was incorporated in Delaware in 1991, and its principal executive offices are located at
2010 Main Street, Suite 600, Irvine, California, 92614, The Company’s telephone number is 949-851-1473.

Fiscal 2004 Developments
Aecquisition of Scan One

In June 2003, the Company acquired Portland, Oregon based Scan One, a provider of scanning, optical
character recognition and document management services. The Company believes that this acquisition will
expand its existing office automation service line and the Company expects that all its offices will begin to sell
scanning and document management, the services previously sold by Scan One. The Company also intends to
add scanning operations to a number of the Company’s larger offices.

Company Stock Repurchase Program

During fiscal 2004, the Company continued to repurchase shares of its common stock under a plan
approved by the Company’s Board of Directors. In April 2002, the total number of shares authorized to be
repurchased was increased to 6,100,000 shares, adjusted for the three-for-two stock split in the form of a
dividend in August 2001. During fiscal 2004, the Company spent $12.2 million to repurchase 342,121 shares of
its common stock. Since commencing this program in the fall of 1996, the Company has repurchased
5,573,428 common shares through March 31, 2004, equal to approximately 34% of its outstanding stock, at a
cost of $96 million. These repurchases were funded from the Company’s operating cash flows. See “Issuer
Purchases of Equity Securities” below for more information on the Company’s purchase of shares of its
common stock during the fourth quarter of Fiscal 2004.

Industry Overview

Workers’ compensation is a federally mandated, state-legislated, comprehensive insurance program that
requires employers to fund medical expenses, lost wages and other costs resulting from work-related injuries
and illnesses. Workers’ compensation benefits and arrangements vary extensively on a state-by-state basis and
are often highly complex. State statutes and court decisions control many aspects of the compensation process,
including claims handling, impairment or disability evaluation, dispute settlement, benefit amount guidelines
and cost-control strategies.

Workers’ compensation plans generally require employers to fund all of an employee’s costs of medical
treatment and a significant portion of lost wages, legal fees and other associated costs. In certain jurisdictions,
provision of vocational rehabilitation is also mandatory. Typically, work-related injuries are broadly defined,
and injured or ill employees are entitled to extensive benefits. Employers generally are required to provide
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first-dollar coverage with no co-payment or deductible due from the injured or ill employee for medical
coverage for employees, employers generally are not subject to litigation by employees for benefits in excess of
those provided by the relevant state statute(s). In most states, the extensive benefits coverage (for both
medical costs and lost wages) is provided to employees through the employer’s purchase of commercial
insurance from private insurance companies, participation in state-run insurance funds or self-insurance.

Healthcare provider reimbursement methods vary on a state-by-state basis. A majority of states (forty as
of March 1, 2004) have adopted fee schedules pursuant to which all healthcare providers are uniformly
reimbursed. The fee schedules are set individually by each state and generally prescribe the maximum
amounts that may be reimbursed for a designated procedure. In states without fee schedules, healthcare
providers generally are reimbursed based on usual, customary and reasonable fees charged in the particular
state in which services are provided.

Many states do not permit employers to restrict a claimant’s choice of provider, making it more difficult
for employers to utilize managed care approaches such as HMOs and Preferred Provider Organizations
(*“PPOs”). However, in many other states, employers have the right to direct employees to a specific primary
healthcare provider during the onset of a workers’ compensation case, subject to the right of the employee to
change physicians after a specific period. In addition, workers’ compensation programs vary from state to state,
making it difficult for payors and multi-state employers to adopt uniform policies to administer, manage, and
control the costs of benefits. As a result, the Company believes that managing the cost of workers’
compensation requires approaches which are tailored to the specified regulatory environment(s) in which the
employer is operating. Because workers’ compensation benefits are mandated by law and are subject to
extensive regulation, the Company believes that payors and employers do not have the same flexibility to alter
benefits as they might have with other health benefits programs.

Managed care techniques are intended to control the cost of healthcare services and to measure the
performance of providers through intervention and ongoing review of services proposed and those actually
provided. Managed care techniques were originally developed to stem the rising costs of group medical care.
Historically, employers were slow to apply managed care techniques to workers’ compensation costs primarily
because the aggregate costs are relatively small compared to costs associated with group health benefits and
because state-by-state regulations related to workers’ compensation are far more complex than those related to

-group-health.. However, .in. recent. years, the Company believes that employers and insurance carriers have

been increasing their focus on applying managed care techniques to control their workers’ compensation costs.

An increasing number of states have adopted legislation encouraging the use of workers’ compensation
managed care organizations (“MCOs”) in an effort to allow employers to control their worker’s compensation
costs. MCO laws generally provide employers an opportunity to channel injured employees into provider
networks. In certain states, MCO laws require licensed MCOs to offer certain specified services, such as
utilization management, case management, peer review and provider bill review. The Company believes that
most of the MCO laws adopted to date establish a framework within which a company such as CorVel can
provide its customers a full range of managed care services for greater cost control.

Business Strategy

The Company believes that payors and employers impacted by the escalating medical costs of healthcare
and workers’ compensation will increasingly require services and programs to manage such costs. CorVel has
developed a continuum of services that responds to this requirement, and intends to further expand its cost
containment solutions such as its Patient Management and Network Solutions. The Company’s business
strategy is to offer a range of services through a national network of branch offices, supported by information
management systems to respond to such needs on both a local and national level.

Breadth of Service

A key element of the Company’s strategy is to offer a range of services, including claims management,
bill review, PPOs and directed care services, which assist insurance carriers, TPAs and self-administered
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employers in managing the cost of healthcare and workers’ compensation and monitoring the quality of care
provided. The Company plans to expand its range of services to respond to the needs of its customers.

National Branch Office Network

An integral part of the Company’s strategy is to offer services at the local or regional level where
healthcare workers’ compensation claims are administered. Each office has access to centralized services and
software developed at the Company’s corporate offices, which the Company believes enables each office to
respond to the particular regulatory environment in which it operates. The Company generally adds branch
offices by identifying target markets, generally geographically contiguous to an existing market, where it
believes it can successfully introduce one or more of its services, The Company may also establish new offices
in response to the needs of national customers. In addition to expanding the number of branch office locations,
the Company expects to add existing services as well as new services to its branch offices.

Information Management Capabilities

The Company’s strategy also includes improving existing and developing new proprietary software and
expanding its wide area network capable of supporting the review and management of medical information on
the Internet. Claims and patient data can be entered from field locations, processed by the Company and
made available over the Internet for consolidated reporting or for automated access by customers from their
own computer systems. The Company expects to derive additional cost savings through the use of advanced
rules engines and artificial intelligence technology.

Business

The Company offers services in two general categories, Network Solutions and Patient Management
services, to assist its customers in managing the increasing medical costs of workers’ compensation, group
health and auto insurance, and monitoring the quality of care provided to claimants.

Network Solutions

The Company’s Network Solutions services are designed to reduce the price paid by its customers for
medical services rendered in workers’ compensation cases. The Network Solutions offered by the Company
include automated medical fee auditing, preferred provider services, and retrospective utilization review.

Proprietary Bill Review System

Many states have adopted fee schedules, which regulate the maximum allowable fees payable under
workers’ compensation for procedures performed by a variety of health treatment providers. Such schedules
may also include fees for hospital treatment. The purpose of a fee schedule is to standardize the billing process
by using uniform procedure descriptions and to set maximum reimbursement levels for each covered service.

Certain other states permit payors to pay workers’ compensation medical costs limited to usual and
customary charges for the relevant community. The Company provides automated medical fee auditing to
assist its customers in verifying that the fees charged by workers’ compensation healthcare providers comply
with state fee schedules, or are consistent with usual and customary charges.

The Company offers its fee schedule auditing through an automated medical bill review service called
MedCheck, which combines automated data reporting and transmission capabilities. MedCheck consists of an
online computer-based information system comprised of a proprietary software program which stores and
accesses state-mandated fee schedules and usual and customary charge information.

MedCheck is also being utilized for the review of medical charges under certain non-workers’
compensation insurance coverages. The MedCheck service provides the following capabilities:

¢ Checking for provider charges which exceed charges allowable under fee schedules or usual and
customary charges, in accordance with the requirements of the relevant jurisdiction
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» Repricing provider bills to contractual PPO reimbursement levels
¢+ Checking for duplicate billing

« Checking for billed services or procedures that are excessive, unnecessary or unrelated to treating the
--particular medical problem

« Checking for “unbundled” billings where the medical services performed are billed in components,
resulting in higher total charges than would be the case if the services were billed in the aggregate

« Engaging in on-site processing of claims

¢ Sending claims data directly to carriers’ databases, thereby reducing costs due to repetitive or
erroneous data entry

* PPO management
¢ Internet-based reporting tools
« Pharmacy review

These systems can be accessed by insurers through the Company’s wide area network (“WAN") as well
as through its website and virtual private networks (“VPNs”). When installed on-site at an insurer, the
MedCheck suite can accept electronic data interfaces (“EDIs”) from CorVel and other sources. This system
automates the reimbursement of providers, allows for the application of all MedCheck fees to the individual
claim file and eliminates the need for manual redundant data entry of MedCheck results by the carriers’
claims personnel. In addition, MedCheck can send its own files on to the mainframe claims administration
systems of major insurers and other payors. The system is designed for easy access by claims adjusters and
includes functionality for such part-time users within the claims payment environment.

MedCheck includes an artificial intelligence (“AI”) module, calied First Review, which allows insurers
to incorporate the latest in software intelligence as the software uses rules to determine greater bill review
savings. An important element of the Company’s business strategy is to introduce MedCheck to additional
existing branch offices and increase its use by current customers. The Company plans to continue to invest in
the expansion of its MedCheck medical review software to better serve the claims processing needs of
customers through automated access.

CorVel customers can utilize MedCheck’s service bureau capabilities to outsource their bill review
processing needs, process varying portions of their workload from their own sites, or utilize MedCheck on an
application service provider (“ASP”’) basis. Through the ASP, the claims administration organization can
access the Med Check software over the Internet and process all, or a portion of their ciaims, themselves. ASP

- processing provides payors the MedCheck capabilities without the need for the payors to invest heavily in
computer systems, software support, and maintenance or the administration of the many information
databases critical to proper medical reimbursement adjudication.

Preferred Provider Organization

Preferred Provider Organizations (PPOs) are groups of hospitals, physicians and other healthcare
providers that offer services at pre-negotiated rates to employee groups. The Company believes that PPO
networks offer the employer an additional means of managing workers’ compensation costs by reducing the
per-unit price of medical services provided to employees. The Company launched its CorCare network in 1992
and provides its customers with access to its PPO network, including more than 500,000 healthcare providers
nationwide.

PPO providers are selected based on criteria such as quality, range of services, price and location, and
each one is evaluated and credentialed, then re-credentialed bi-annually by the Company. Throughout this
evaluation process, the CorCare networks are able to provide hospital, physician and special ancillary medical
discounts while maintaining quality care.




CorVel is committed to a long-term strategy of network development, providing comprehensive networks
to our customers, and customization of networks to meet the specific needs of our customers. The Company
believes that a combination of the National PPO Director’s strength and presence and the PPO Developer’s
commitment and community involvement enables CorVel to build, support and strengthen its PPO in size,
quality, depth of discounts, and commitment to service.

Over 80% of the providers in our network are directly contracted. CorVel does maintain some leased
network access agreements only to the extent to which they provide broader network access capabilities, such
as size, demographics and discounts, and to the extent that they enable CorVel to provide prompt response to
network expansion requests while maintaining quality assurance controls.

In total, CorVel has more than 220 national, regional and local personnel supporting the CorCare
network. This number includes our National PPO Director, National PPO Contracting Manager and
contracting staff, in addition to 70 locally based PPO developers who are responsible for local recruitment,
contract negotiations, credentialing and re-credentialing of providers, and working with customers to develop
customer specific provider networks. Each Bill Review Unit has Provider Relations support staff to address
provider grievances and other billing issues.

Bills submitted from preferred providers are identified through the MedCheck bill review process, and the
submitted charges are then audited against the PPO schedule and against any applicable fee schedule or usual
and customary charges. The fee approved for payment is the lower of the submitted charges or the lowest
allowable fee identified. Some of the features of the Company’s PPO network services include: national
networks for all coverages, board certified physicians, automated provider credentialing, patient channeling,
online provider look-up and printable directories.

CorVel has the capability to provide checkwriting services for its customers. The provider payment check
can be added to the bill analysis to produce one combined document, which is mailed to the provider.

The Company offers online provider look-up on its website where users can locate providers in their area,
see a map, get door to door driving directions or print a directory.
Retrospective Utilization Review

The Company offers a full line of retrospective utilization services for all medical bills including PPO
management, medical bill repricing, line-item bill review, professional nurse review, DRG validation and fee
negotiation. The service, named MedCheck Select, is designed to maximize savings opportunities and increase
efficiencies for customers.

CorVel offers cost containment by examining medical bills to verify that payors are only charged for
services actually delivered and that charges reflect current billing levels for comparable service.

CorVel uses a combination of industry standard usual and customary databases, as well as a proprietary
nationwide database of usual and customary charges for inpatient care. The inpatient database provides usual
and customary charges for the detailed charges, which are specified on the itemized hospital bill. MedCheck
Select employs experienced fee negotiators who work with providers to reach agreement on the proper level of
reimbursement.

MedCheck Select service:

« Assures that billed charges are usual and customary

« Confirms services were medically necessary

¢ Reduces claim costs through negotiated agreements

» Substantiates, by report, charges over usual and custorn’ary
¢ Supports the payor and patient in all appeals

« Reviews Qut-of-Network bills




» Provides a proprietary hospital usnal and customary database
« Reviews professional nurses

» Provides expert fee negotiations

+ Validates diagnostic related groups

» Is HIPAA and AB1455 compliant

Directed Care Networks

CorVel has expanded its preferred provider organization with a directed care network. CorCare Select,
CorVel's directed care service line, offers an automated service ordering and status management system
through CorVel’'s Care™ website. Our network service offers timely appointments and preferred pricing.
Ordets are fulfilled using local, preferred providers and billing and reimbursement for each transaction is
automatically processed. Services also include web-based request for service, a call center, and online
reporting.

CorCare Select services include:
+ Independent Medical Examinations
« Diagnostic Imaging

» Durable Medical Equipment

Physical Therapy

+ Chiropractic

Patient Management Services

In addition to its network solutions, the Company offers CorCase, a range of patient management
services, which involve working on a one-on-one basis with injured employees and their various healthcare
professionals, employers and insurance company claims professionals. Patient management services are
designed to monitor the medical necessity and appropriateness of healthcare services provided to workers’
compensation claimants and to expedite their return to work. The Company offers these services on a stand-
alone basis, or as an integrated component of its medical cost containment services.

CorCase is CorVel’s line of case management solutions for the managed care industry. The CorCase suite
of services includes: first notice of loss, early intervention, utilization management, telephonic case manage-
ment, on-site case management, peer review, vocational rehabilitation, Medicare set asides and life care
planning.

CorCase utilizes CorVel’s proprietary Advocacy software to help case managers determine available
indemnity payments from the employer and coordinate case management information and issues. Protocols
regarding length of disability are incorporated to guide the management of cases. Management and operations
reports, electronic data interchange and billing are additional features of the software.

Medical Case Management

The Company offers medical case management services where the injury is catastrophic or complex in
nature, or where prolonged recovery is anticipated. The medical management components of CorVel’s
program focuses on medical intervention, management and appropriateness. In these cases, the Company’s
case managers confer with the attending physician, other providers, the patient and the patient’s family to
identify the appropriate rehabilitative treatment and most cost-effective healthcare alternatives. The program
is geared towards offering the injured party prompt access to appropriate medical providers who will provide
quality cost-effective medical care. Case managers may coordinate the services or care required and may
arrange for special pricing of the required services.




Telephonic Case Management

Telephonic case management is designed to facilitate and promote patient care and patient progression
through the healthcare system. The case manager, through telephonic contact with the patient and/or family,
facilitates communication between the patient, insurer, and healthcare providers in order to accelerate return
to work.

Vocational Rehabilitation

In certain states, vocational rehabilitation is a legislated benefit of workers’ compensation, which assists
the employee’s return to former employment or another job function with similar economic value. The
Company offers vocational services to reduce workers’ compensation costs and expedite the injured
employee’s return to work.

CorVel offers vocational services to. evaluate the claimant’s education, training, and experience.
Vocational services include work capacity assessments, job analysis, transferable skill analysis, job modifica-
tion, vocational testing, job placement assistance, labor market surveys and retraining. By working with the
employer, the Company’s case managers can provide job modification or light-duty alternatives until the
physician lifts the claimant’s physical restrictions. In addition, CorVel can evaluate partial payment claims if
the claimant returns to work in a new position, working for less than their pre-injury wage.

Early Intervention

The Company believes that the earlier it becomes involved in an episode of care, the greater the impact
on the healthcare outcome. The Company’s early intervention program begins a series of steps that are
designed to promote an employee’s timely return-to-work including immediate telephonic assessment to
ensure that an appropriate course of treatment is established and adhered to through the entire episode of care.
CorVel’s early intervention program features: automated, immediate notification, immediate patient assess-
ment, clinical protocols and guidelines, channeling to preferred providers, private labeling options, and
telephonic case management. '

Utilization Management

Utilization Management programs preview proposed ambulatory care to determine: appropriateness,
frequency, duration and setting. These programs utilizing experienced RN’s, proprietary medical treatment
protocols, and expert systems technology in an effort to avoid unnecessary treatments and associated costs.
Processes in Utilization Management include: review injury, diaghosis, and treatment plan; contact and
negotiate provider’s treatment requirements; certify appropriateness of treatment parameters and/or additional
treatment requests; and respond to provider requests for additional treatment.

Precertification of Hospitalization

The pre-admission certification program verifies the medical necessity of proposed hospital admissions,
and determines the appropriate length of stay. The CorVel staff of nurses and reviewers, assisted by an
automated medical rules/protocols system and backed up by physician consultants, individually evaluates
every hospital admissions request. Precertification objectives include the following: determine appropriateness
of proposed or emergent hospitalization; determine the medical necessity for hospital admission/inpatient
care; explore alternatives to inpatient treatment; if inpatient care is required, determine the appropriate length
of stay and monitor the patient’s condition throughout the hospitalization to prevent unnecessary inpatient
days; channel the patient to a CorVel PPO provider/facility; and develop and implement a timely discharge
plan.

Inpatient Utilization Review

The Company offers precertification and concurrent utilization review services. The Company’s precer-
tification service is designed to be utilized prior to the injured employee’s admission to the hospital. Upon
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notification by a claims manager or employer, a Company nurse reviews the appropriateness of the proposed
plan of care, the need for inpatient hospitalization, and the appropriate length of stay. Under the Company’s
concurrent review service the nurse reviewers monitor the medical necessity and appropriateness of the
patient’s continued hospitalization through regular contact with the hospital and the patient’s physician and
may identify cases that lend themselves to alternate treatment settings or home care.

Care™®

The Company continues to invest in and develop its business-to-business Care™® website. Care™®

connects employers, claims professionals, providers and case managers, and is designed to accelerate the
resolution of claims and reduce costs. Care™ integrates all of the claims management processes involved in
the life of a claim, and extends the automated processing of incident reporting to other components of claims
management. Care™ is intended to serve the healthcare and claims needs of insurers and employers managing
employee disability insurance losses. The Care™® website provides direct access to CorVel’s managed care
services and is also designed to function as an ASP through which other managed care providers can supply
their services to major employers and insurers nationwide. '

The Care™ website facilitates healthcare transaction processing. Information gathered in Care™® is
immediately consolidated and available to payors, claims professionals, case managers and treating physicians.
Using artificial intelligence techniques, the website provides situation alerts and event triggers, to facilitate
prompt and effective decisions. Users of Care™“ can quickly see where event outliers are occurring within the
claims management process. If costs exceed pre-determined thresholds or activities fall outside expected
timelines, decision-makers can be quickly notified. Large amounts of information are consolidated and
summarized to help customers focus on the critical issues.

Care™ offers a suite of online services and solutions that unite multiple claims management and managed
care professionals in real-time, and on a single website, to create a seamless, unified process for claims. This
suite of solutions for managed care professionals includes:

Referral Basket: The Referral Basket provides users access to submit first notice of loss and various
requests for service. The referral basket is a central access point to contact multiple managed care
professionals from multiple resources, facilitating instant access to claims information. Referrals are automati-
cally routed to the preferred managed care provider and confirmed as received in real-time.

Claims Center: The Claims Center helps claims professionals organize and prioritize their claims.
Claims professionals can access comprehensive, detailed information on open, closed or pending claims from
multiple managed care providers. Through the Care™® Claims Center, the claims professional can interact
with multiple managed care providers in real time, accessing real time claims updates or request service on a
claim.

Bill Review: With Care™ Bill Review, claims professionals can review and approve medical bills from
their desktop. Users can access bill review status instantly, review scanned bills, and authorize payments
online based on fee schedules and PPO agreements. Additionally, the claims professionals can reimburse
providers for services directly after the bill has been approved for payment in real time.

Reporting Center:  The Reporting Center collects a myriad of critical details from multiple sources, then
organizes and delivers that information in real time. Care™ helps claims professionals by sorting, simplifying
and formatting comprehensive case data. Reports can be tailored to highlight individual critical cases or
summarized to highlight priority trends. Through the Care™® Reporting Center, claims professionals can view
timely status reports and cost updates, flag priority issues, tailor reports to highlight urgent cases or summarize
important trends, and perform cost and savings analyses.

Customers and Marketing

The Company’s customers primarily are workers’ compensation insurers and, to a lesser extent, TPAs and
self-administered employers. Many claims management decisions in workers’ compensation are the responsi-
bility of the local claims office of national or regional insurers. The Company’s national branch office network
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has been established to enable the Company to market and offer its services at both a local and national
account level. The Company is placing increasing emphasis on national account marketing. The marketing
activities of the Company are conducted by account executives located in key geographic areas. No single
customer of the Company represented more than 10% of revenues in fiscal 2002, 2003 or 2004.

Competition and Market Conditions

The healthcare cost containment industry is highly fragmented and competitive, and is subject to shifting
customer requirements, frequent introductions of new products and services, increased marketing activities of
other industry participants, and legislative reforms. The Company expects intensity of competition to increase
in the future as existing competitors continue to develop their products and services and as new companies
enter the Company’s market. The Company’s primary competitors in the workers’ compensation market
include some large insurance carriers which offer one or more services similar to those offered by the
Company, HMOs and numerous independent companies, typically on a local or regional basis. The Company
also competes with national and local firms specializing in utilization review and with major insurance carriers
and TPAs which have implemented their own internal utilization review services. Many of the Company’s
competitors are significantly larger and have greater financial and marketing resources than the Company.
Moreover, the Company’s customers may establish the in-house capability of performing services offered by
the Company. If the Company is unable to compete effectively, it will be difficult for the Company to add and
retain customers, and the Company’s business, financial condition and results of operations will be seriously
harmed.

Legislative reforms in some states permit employers to designate health plans such as HMOs and PPOs
to cover workers’ compensation claimants. Because many health plans have the capacity to manage healthcare
for workers’ compensation claimants, such legislation may intensify competition in the market served by the
Company.

The Company believes that declines in workers’ compensation costs in these states are due principally to
intensified efforts by payors to manage and control claim costs, to improved risk management by employers
and to legislative reforms. If declines in workers’ compensation costs occur in many states and persist over the
long-term, they may have an adverse impact on the Company’s business, financial condition and results of
operations. .

- The Company believes the principal factors that generally determine a company’s competitive advantage
in the Company’s market include the following: specialization in workers’ compensation, breadth of services,
ability to offer local services on a nationwide basis, information management systems and independence from
insurance carriers. There can be no assurance that the Company will be successful in all or any of these areas
that the Company believes contribute to competitive advantage, or that the Company will be able to compete
successfully against current or potential competitors, or that competition will not have a material adverse
effect on the Company’s business, financial condition and results of operations.

Government Regulation

General

Managed healthcare programs for workers’ compensation are subject to various laws and regulations.
Both the nature and degree of applicable government regulation vary greatly depending upon the specific
activities involved. Generally, parties that actually provide or arrange for the provision of healthcare services,
assume financial risk related to the provision of those services, or undertake direct responsibility for making
payment or payment decisions for those services, are subject to a number of complex regulatory schemes that
govern many aspects of their conduct and operations.

In contrast, the management and information services provided by the Company to its customers
typically have not been the subject of regulation by the federal government or the states. Since the managed
healthcare field is a rapidly expanding and changing industry and the cost of providing healthcare continues to
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increase, it is possible that the applicable state and federal regulatory frameworks will expand to have a greater
impact upon the conduct and operation of the Company’s business.

Under the current workers’ compensation system, employer insurance or self-funded coverage is governed
by individual laws in each of the 50 states and by certain federal laws. The management and information
services that make up the Company’s managed care program serve markets that have developed largely in
response to needs of insurers, employers and large TPAs, and generally have not been mandated by legislation
or other government action. On the other hand, the vocational rehabilitation case management marketplace
within the workers’ compensation system has been dependent upon the laws and regulations within those
states that require the availability of specified rehabilitation services for injured workers. Similarly, the
Company’s fee schedule auditing services address market needs created by certain states’ enactment of
maximum permissible fee schedules for workers’ compensation services. Changes in individual state regulation
of workers’ compensation may create a greater or lesser demand for some or all of the Company’s services, or
require the Company to develop new or modified services in order to meet the needs of the marketplace and
compete effectively in that marketplace.

Health Insurance Portability and Accountability Act of 1996

The Health Insurance Portability and Accountability Act of 1996, or HIPAA, requires the adoption of
standards for the exchange of health information in an effort to encourage overall administrative simplification
-and to enhance the effectiveness and efliciency of the healthcare industry. Pursuant to HIPAA, the Secretary
of the Department of Health and Human Services has issued final rules concerning the privacy and security of
health information, the establishment of standard transactions and code sets. The HIPAA requirements only
apply to covered entities, which include health plans, healthcare clearinghouses, and healthcare providers that
transmit any health information in electronic form. The Company’s network solutions services may be subject
to HIPAA obligations through business associate agreements with our customers. We are also indirectly
regulated by HIPAA as a plan sponsor of a healthcare benefit plan for our own employees.

Of the HIPAA requirements, the privacy standards and the security standards have the most significant
impact on our business operations. The privacy standards require covered entities to implement certain
procedures to govern the use and disclosure of protected health information and to safeguard such information
from inappropriate access, use or disclosure. Protected health information includes individually identifiable
health information, such as an individual’s medical records, transmitted or maintained in any format, including
paper and electronic records. The privacy standards establish the different levels of individual permission that
are required before a covered entity may use. or disclose an individual’s protected health information, and
establish new rights for the individual with respect to his or her protected health information.

~ The security standards are designed to protect health information against reasonably anticipated threats
or hazards to the security or integrity of the information, and to protect the information against unauthorized
use or disclosure. The security standards establish a national standard for protecting the security and integrity
of medical records when they are kept in ¢lectronic form. Compliance with the security standards is required
by April 21, 2005. '

Medical Cost Containment Legislation

Historically, governmental strategies to contain medical costs in the workers’ compensation field have
been generally limited to legislation on a state-by-state basis. For example, many states have implemented fee
schedules that list maximum reimbursement levels for healthcare procedures. In certain states that have not
authorized the use of a fee schedule, the Company adjusts bills to the usual and customary levels authorized
by the payor. Opportunities for the Company’s services could increase if more states legislate additional cost
containment strategies. Conversely, the Company would be adversely affected if states elect to reduce the
extent of medical cost containment strategies available to insurance carriers and other payors, or adopt other
strategies for cost containment that would not support a demand for the Company’s services.
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Healthcare Reform

There has been considerable discussion of healthcare reform at both the federal level and in numerous
state legislatures in recent years. Due to uncertainties regarding the ultimate features of reform initiatives and
the timing of their enactment, the Company cannot predict which, if any, reforms will be adopted, when they
may be adopted, or what impact they may have on the Company.

Vocational Rehabilitation Legislation

During the early 1970s, the case management marketplace within workers’ compensation was dominated
by the provision of medical management services. Such services were purchased at the option of insurance
carriers with little or no support from legislative efforts within any of the states. By the mid-1970s, it became
popular for states to legislate either supportive programs for vocational rehabilitation or, in some cases,
mandatory vocational rehabilitation statutes.

Shareholder Rights Plan

During fiscal 1997, the Company’s Board of Directors approved the adoption of a Shareholder Rights
Plan. The Shareholder Rights Plan provides for a dividend distribution to CorVel stockholders of one
preferred stock purchase right for each outstanding share of CorVel’s common stock. In April, 2002, the Board
of Directors of CorVel approved an amendment to the Company’s existing stockholder rights agreement to
extend the expiration date of the rights to February 10, 2012, increase the initial exercise price of each right to
$118 and enable Fidelity Management & Research Company and its affiliates to purchase up to 18% of the
shares of common stock of the Company without triggering the stockholder rights. The limitations under the
stockholder rights agreement remain in effect for all other stockholders of the Company. The stockholder
rights agreement was originally adopted and approved in 1997. The rights are designed to assure that all
stockholders receive fair and equal treatment in the event of any proposed takeover of the Company and to
encourage a potential acquirer to negotiate with the Board of Directors prior to attempting a takeover. The
rights have an exercise price of $118 per right, subject to subsequent adjustment. The rights trade with the
Company’s common stock, and will not be exercisable until the occurrence of certain takeover-related events.

Generally, the Shareholder Rights Plan provides that if a person or group acquires 15% or more of the
Company’s common stock without the approval of the Board, subject to certain exception, the holders of the
rights, other than the acquiring person or group, would, under certain circumstances, have the right to
purchase additional shares of the Company’s common stock having a market value equal to two times the
then-current exercise price of the right.

In addition, if the Company is thereafter merged into another entity, or if 50% or more of the Company’s
consolidated assets or earning power are sold, then the right will entitle its holder to buy common shares of the
acquiring entity having a market value equal to two times the then-current exercise price of the right. The
Company’s Board of Directors may exchange or redeem the rights under certain conditions.

Employees

As of March 31, 2004, CorVel had 3,215 employees, including nurses, therapists, counselors and other
employees. No employees are represented by any collective bargaining unit. Management believes the
Company’s relationship with its employees to be good.

Available Information

Copies of our Annual Reports on Form 10-K, Quarterly Reports on Form 10-Q, Current Reports on
Form 8-K, and amendments to those reports filed or furnished pursuant to Sections 13(a) or 15(d) of the
Securities Exchange Act of 1934, and other filings made with the Securities and Exchange Commission such
as reports pursuant to Section 16 of the Securities Exchange Act of 1934, are available free of charge through
our website (http://www.corvel.com, under the Investor Relations section) as soon as reasonably practicable
after such reports are electronically filed with, or furnish it to, the Securities and Exchange Commission. The
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inclusion of our web site address in this report does not include or incorporate by reference into this report any
information on our web site.

Risk Factors

"~ Past financial performance 1s not necessarily a reliable indicator of future performance, and investors in
the Company’s common stock should not use historical performance to anticipate results or future period
trends. Investing in the Company’s commeon stock involves a high degree of risk. Investors should consider
carefully the following risk factors, as well as the other information in this report and the Company’s other
filings with the Securities and Exchange Commission, including the Company’s consolidated financial
statements and the related notes, before deciding whether to invest or maintain an investment in shares of the
Company’s common stock. If any of the following risks actually occurs, the Company’s business, financial
condition and results of operations would suffer. In this case, the trading price of the Company’s common
stock would likely decline. The risks described below are not the only ones the Company faces. Additional

risks that the Company currently does not know about or that the Company currently believes to be
immaterial also may impair the Company’s business operations.

Changes in government regulations could increase the Company’s cost of operations and/or reduce the
demand for the Company’s services.

Many states, including a number of those in which the Company transacts business, have licensing and
other regulatory requirements applicable to the Company’s business. Approximately half of the states have
enacted laws that require licensing of businesses which provide medical review services such as the Company.
Some of these laws apply to medical review of care covered by workers” compensation. These laws typically
establish minimum standards for qualifications of personnel, confidentiality, internal quality control and
dispute resolution procedures. These regulatory programs may result in increased costs of operation for the
Company, which may have an adverse impact upon the Company’s ability to compete with other available
alternatives for healthcare cost control. In addition, new laws regulating the operation of managed care
provider networks have been adopted by a number of states. These laws may apply to manage care provider
networks having contracts with the Company or to provider networks which the Company may organize. To
the extent the Company is governed by these regulations, it may be subject to additional licensing
requirements, financial and operational oversight and procedural standards for beneficiaries and providers.

Regulation in the healthcare and workers’ compensation fields is constantly evolving. The Company is
unable to predict what additional government initiatives, if any; affecting its business may be promulgated in
the future. The Company’s business may be adversely affected by failure to comply with existing laws and
regulations, failure to obtain necessary licenses and government approvals or failure to adapt to new or
modified regulatory requirements. Proposals for healthcare legislative reforms are regularly considered at the
federal and state levels. To the extent that such proposals affect workers’ compensation, such proposals may
adversely affect the Company’s business, financial condition and results of operations.

In addition, changes in workers’ compensation, auto and managed health care laws or regulations may
reduce demand for the Company’s services, require the Company to develop new or modified services to meet
the demands of the marketplace or reduce the fees that the Company may charge for its services. One
proposal which has been considered by Congress and certain state legislatures is 24-hour health coverage, in
which the coverage of traditional employer-sponsored health plans is combined with workers’ compensation
coverage to provide a single insurance plan for work-related and non-work-related health problems.
Incorporating workers’ compensation coverage into conventional health plans may adversely affect the market
for the Company’s services because some employers would purchase 24 hour coverage from group health plans
which could reduce the demand for CorVel’s workers compensation customers.

13




The Company’s quarterly sequential revenue growth may not continue to increase in the future. As a
result, the Company may fail to meet or exceed the expectations of investors or securities analysts which
could cause the Company’s stock price to decline.

The Company’s quarterly sequential revenue growth may not continue to increase in the future as a result
of a variety of factors, many of which are outside of the Company’s control. If the Company’s quarterly
sequential revenue growth falls below the expectations of investors or securities analysts, the price of the
Company’s common stock could decline substantially. Fluctuations or declines in quarterly sequential revenue
growth may be due to a number of factors, including, but not limited to, those listed below and identified
throughout this “Risk Factors” section the decline in the manufacturing employment, the decline in workers’
compensation claims, the considerable price competition given the flat-to-declining market, the increase in
competition, and the changes and the potential changes in state workers’ compensation and auto managed care
laws which can reduce demand for the Company’s services. These factors create an environment where
revenue and margin growth is more difficult to attain and where revenue growth is less certain than historically
experienced. Additionally, the Company’s technology and preferred provider network face competition from
companies that have more resources available to them than the Company does. Also, some customers may
handle their managed care services in-house and may reduce the amount of services which are outsourced to
managed care companies such as CorVel Corporation.

These factors could cause the market price of the Company’s Common Stock to fluctuate substantially.
Specifically, the year-to-year percentage growth in operating results for the Company’s four most recently
completed fiscal years was lower than the growth rates historically experienced by the .Company. The
Company’s slower growth rate in those fiscal years was partially attributable to 4 reduction in the growth rate
of healthcare expenditures nationally, contributing to a reduction in the growth of claims processed by the
Company. There can be no assurance that the Company’s growth rate in the future, if any will be at or near
historical levels.

In addition, the stock market has in the past experienced price and volume fluctuations that have
particularly affected companies in the healthcare and managed care markets resulting in changes in the
market price of the stock of many companies which may not have been directly related to the operating
performance of those companies.

Due to the foregoing factors, and the other risks discussed in this report, investors should not rely on
quarter-to-quarter comparisons of the Company’s results of operations as an indication of its future
performance. '

Exposure to possible litigation and legal liability may adversely affect the Company’s business, financial
condition and results of operations.

The Company, through its utilization management services, makes recommendations concerning the
appropriateness of providers’ medical treatment plans of patients throughout the country, and as a result, could
be exposed to claims for adverse medical consequences. The Company does not grant or deny claims for
payment of benefits and the Company does not believe that it engages in the practice of medicine or the
delivery of medical services. There can be no assurance, however, that the Company will not be subject to
claims or litigation related to the authorization or denial of claims for payment of benefits or allegations that
the Company engages in the practice of medicine or the delivery of medical services.

~ In addition, there can be no assurance that the Company will not be subject to other litigation that may
adversely affect the Company’s business, financial condition or results of operations, including but not limited
to being joined in litigation brought against the Company’s customers in the managed care industry. The
Company maintains professional liability insurance and such other coverages as the Company believes are
reasonable in light of the Company’s experience to date. There can be no assurance; however, that such
insurance will be sufficient or available in the future at reasonable cost to protect the Company from liability
which might adversely affect the Company’s business, financial condition or results of operations.
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The Company’s failure to compete successfully could make it difficult for the Company to add and
retain customers and could reduce or impede the growth of the Company’s business.

The Company faces competition from PPOs, TPAs and other managed healthcare companies. The
Company believes that as managed care techniques continue to gain acceptance in the workers’ compensation
marketplace, CorVel’s competitors will increasingly consist of nationally focused workers’ compensation
managed care service companies, insurance companies, HMOs and other significant providers of managed
care products. Legislative reforms in some states permit employers to designate health plans such as HMOs
“and PPOs to cover workers’ compensation claimants. Because many health plans have the ability to manage
medical costs for workers’ compensation claimants, such legislation may intensify competition in the markets
served by the Company. Many of the Company’s current and potential competitors are significantly larger and
have greater financial and marketing resources than those of the Company, and there can be no assurance that
the Company will continue to maintain its existing clients or its past level of operating performance or be
successful with any new' products or in any new geographical markets it may enter.

Healthcare providers are becoming increasingly resistant to the application of certain healthcare cost
containment techniques, which could cause the Company’s revenue to decrease.

Healthcare providers have become more active in their efforts to minimize the use of certain cost
containment techniques and are engaging in litigation to avoid application of certain cost containment
practices. Recent litigation between healthcare providers and insurers has challenged certain insurers’ claims
adjudication and reimbursement decisions. Although these lawsuits do not directly involve us or any services
that we provide, these cases could affect the use by insurers of certain cost containment services that we
provide, and could result in a decline in revenue from our cost containment line of business.

A change in market dynamics may harm the Company’s results of operations.

Within the past few years, several states have experienced a decline in the number of workers’
compensation claims and the average cost per claim which have been reflected in workers’ compensation
insurance premium rate reductions in those states. The Company believes that declines in workers’
compensation costs in these states are due principally to intensified efforts by payors to manage and control
claim costs, to improved risk management by employers and to legislative reforms. If declines in workers’
compensation costs occur in many states and persist over the long-term, they may have an adverse impact on
the Company’s business, financial condition and results of operations.

The Company provides an outsource service to payors of workers compensation and auto healthcare
benefits. These payors include insurance companies, TPA’s, municipalities, state funds, and self-insured, self-
administered employers. If these payors reduce the amount of work they outsource, the Company’s results of
operations could be adversely affected.

If the average annual growth in nationwide employment does not offset declines in the frequency of
workplace injuries and illnesses, then the size of our market may decline and adversely affect our ability to
grow. v

The rate of injuries that occur in the workplace has decreased over time. Although the overall number of
people employed in the workplace has generally increased over time, this increase has only partially offset the
declining rate of injuries and illnesses. Qur business model is based, in part, on our ability to expand our
relative share of the market for the treatment and review of claims for workplace injuries and illnesses. If
nationwide employment does not increase or experiences periods of decline, or if workplace injuries and
illnesses continue to decline at a greater rate than the increase in total employment, our ability to expand our
revenue and earnings could be unfavorably impacted.

If the utilization by healthcare payors of early intervention services continues to increase, the revenue
from our later stage network and healthcare management services could be negatively affected.

The performance of early intervention services, including inj.ury occupational healthcare, first notice of
loss, and telephonic case management services, often result in a decrease in the average length of, and the total
costs associated with, a healthcare claim. By successfully intervening at an early stage in a claim, the need for
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additional cost containment services for that claim often can be reduced or even eliminated. As healthcare
payors continue to increase their utilization of early intervention services, the revenue from our later stage
network and healthcare management services may decrease.

The Company faces competition for staffing, which may increase its labor costs and reduce profitability.

The Company competes with other health-care providers in recruiting qualified management and staff
personnel for the day-to-day operations of its business, including nurses and other case management
professionals. In some markets, the scarcity of nurses and other medical support personnel has become a
significant operating issue to health-care providers. This shortage may require the Company to enhance wages
to recruit and retain qualified nurses and other health-care professionals. The failure of the Company to recruit
and retain qualified management, nurses and other health-care professmnals or to control labor costs could
have a material adverse effect on profitability.

The failure to attract and retain qualified or key personnel may prevent the Company from eﬁ'ectlvely
developing, marketing, selling, integrating and supporting its services.

The Company is dependent to a substantial extent upon the continuing efforts and abilities of certain key
management personnel. In addition, the Company faces competition for experienced employees with
professional expertise in the workers’ compensation managed care area. The loss of, or the inability te attract,
qualified employees, especially V. Gordon Clemons, Chairman and President, could have a material
unfavorable effect on the Company’s business and results of operations.

If the Company fails to manage its growth effectively, it may be unable to execute its business plan,
maintain high levels of service or adequately address competitive challenges.

The Company’s strategy is to continue its internal growth and, as strategic opportunities arise in the
workers’ compensation managed care industry, to consider acquisitions of, or relationships with, other
companies in related lines of business. As a result, the Company is subject to certain growth-related risks,
including the risk that it will be unable to retain personnel or acquire other resources necessary to service such
growth adequately. Expenses arising from the Company’s efforts to increase its market penetration may have a
negative impact on operating results. In addition, there can be no assurance that any suitable opportunities for
strategic acquisitions or relationships will arise or, if they do arise that the transactions contemplated thereby
could be completed. If such a transaction does occur, there can be no assurance that the Company will be able
to integrate effectively any acquired business into the Company. In addition, any such transaction would be
subject to various risks associated with the acquisition of businesses, including, but not hmned to, the
following:

+ an acquisition may negatively impact the Company’s results of operations because it may require
incurring large one-time charges, substantial debt or liabilities; it may require the amortization or write
down of amounts related to deferred compensation, goodwill and other intangible assets; or it may
cause adverse tax consequences, substantial depreciation or deferred compensation charges;

+ the Company may encounter difficulties in assimilating and integrating the business, technologies,
products, services, personne] or operations of companies that are acquired, particularly if key personncl
of the acquired company decide not to work for the Company;

+ an acquisition may disrupt ongoing business, divert resources, increase expenses and distract
management;

+ the acquired businesses, products, services or technologies may not generate sufficient revenue to offset
acquisition costs;

» the Company may have to issue equity securities to complete an acquisition, which would dilute
stockholders and could adversely affect the market price of the Company’s common stock; and

* acquisitions may involve the entry into a geographic or business market in which the Company has
little or no prior experience.
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There -can be-no assurance that the Company will be able to identify or consummate any future
acquisitions or other strategic relationships on favorable terms, or at all, or that any future acquisition or other
strateglc relationship will not have an adverse impact on the Company s business or results of operations. If
suitable opportunities arise, the Company anticipates that it would finance such transactions, as well as its
internal growth, through working capital or, in certain instances, through debt or equity financing. There can
be no assurance, however, that such debt or equity financing would be available to the Company on acceptable
terms when, and if, suitable strategic opportunities arise.

Our Internet-based services are dependent on the development and maintenance of the Internet
infrastructure,

We deploy our Care™® and, to a lesser extent, MedCheck services over the Internet. Qur ability to deliver
our Internet-based services is dependent on the development and maintenance of the infrastructure of the
Internet by third parties. This includes maintenance of a reliable network backbone with the necessary speed,
data capacity and security, as well as timely development of complementary products, such as high-speed
modems, for providing reliable Internet access and services. The Internet has experienced, and is likely to
continue to experience, significant growth in the number of users and the amount of traffic. If the Internet
continues to experience increased usage, the Internet infrastructure may be unable to support the demands
placed on it. In addition, the performance of the Internet may be harmed by increased usage.

The Internet has experienced a variety of outages and other delays as a result of damages to portions of its
infrastructure, and it could face outages and delays in the future. These outages and delays could reduce the
level of Internet usage, as well as the availability of the Internet to us for delivery of our Internet-based
services. In addition, our customers who use our Web-based services depend on Internet service providers,
online service providers and other Web site operators for access to our Web site. All of these providers have
experienced significant outages in the past and could experience outages, delays and other difficulties in the
future due to system failures unrelated to our systems. Any significant interruptions in our services or increases
in response time could result in a loss of potential or existing users, and, if sustained or repeated, could reduce
the attractiveness of our services.

Demand for our services could be adv