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you, our shareholders, significant value in exchange for your
ongoing commitment. With our past operational challenges a
distant memory and a business climate that by all indications
should continue to support our growth and profitability, it is
likely that Sierra will not only preserve but expand the value
we offer

So with that as a backdrop, I'm often asked, “What keeps
you up at night?” My response is always the same. It's not the
vagaries of the financial markets with bulls and bears jockey-
ing for position week after week. It's not the underlying fun-
damentals of the managed health care industry which, despite
the efforts of a few naysayers, remain solid year after year.
And it's most definitely not the operational integrity of this
Company, with excellence in both planning and executing
business objectives, under the watchful eye of a superb
management team.

No, what keeps me awake at night is politics. Knowing
that a slight shift in power in the halls of Congress or the
state assembly could measurably impact the performance of
this Company has caused me frequent insomnia. In an indus-
try that until recently “everyone loved to hate,” politicians
have often seized upon the public’s ignorance of managed
health care to create legislation designed to damage the
sector. But 'm pleased to report that even these factors
are changing...and changing for the better.

Putting aside personal politics, and the feeling of elation

or disappointment at the results of the recent federal elec-

tions, there is no denying that the outcome from November
2004 will be a more balanced, thoughtful approach to the
health care industry as a whole, and to managed health
insurers such as Sierra in particular. Here in Nevada, voters
soundly rejected several onerous pieces of legislation that
would have effectively raised medical malpractice rates and
made it more difficult for physicians to practice medicine.
Opinion polls also show that the public nationwide is more
comfortable with the notion of managed health care, and
what the system can provide in an era of continuously rising
health care costs. As Congress, the state legislatures and con-
sumers continue to broaden their understanding of personal
responsibility in the areas of health and wellness, as well as
the accompanying fiscal responsibility for each, the industry
should feel less pressure to radically alter the fundamental
and cost-efficient way it does business.

How and when did these shifts in the political landscape
and the perception of consumers occur? It clearly didn't hap-
pen overnight. Instead, | believe as the managed health care
industry has matured, it has faithfully avoided repeating the
mistakes of the past. Through patient and member education
on the true costs of treating iliness, the concurrent importance
of good preventive and primary care and a willingness to
address consumer frustration over restrictive access policies,
this industry has turned a corner in advancing its merit with
the public.

Managed health care has also found that its enhanced

ability to balance the needs of consumers with the needs of
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OWS FROM OPERATING ACTIVITIE
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cost trends and subsequent premium yields. In the past
several years, we have done a good job synchronizing cost
and rate increases, resulting in stable profit margins.

More and more a company's cash flow is being used
as an important indicator of financial health and profitability.
On this measurement, Sierra is producing solid results. Cash
flow from continuing operations stood at $166.2 million
for the year 2004, which equates to |135% of net income.
Impressively, the Company’s core managed care and corpo-
rate operations saw cash flow that equaled 188% of that
segment’s net income. These strong contributions from our
core Nevada businesses bode well for 2005.

Sierra Military Health Services, LLC, officially ceased
regional delivery of health care services to the Department
of Defense on August 31, 2004. As | have noted in previous
letters to you, the loss of this contract was bitterly disap-
pointing to me personally and to the dedicated staff who
worked tirelessly to provide the best in service to our men
and women in uniform. While military contract revenues
for 2004 decreased 20% compared to 2003, gains of $16.3
million and $9.2 million were recorded in the second and
fourth quarters, respectively, due to settlements of bid price
adjustments, change orders and other adjustments. As the
final phase-out of these operations occurs during the first
half of 2005, we are expecting Sierra Military to contribute
between $1-$2 million in operating income for the year
Also, as remaining claims are paid, we expect to briefly see
negative cash flow from these operations.

Another important event in 2004 was the sale of our
workers' compensation insurance operations. Acquired by
Sierra in 1995, and a consistent contributor to Sierra’s
profitability in its early years, California Indemnity Insurance

Company (Cal Indemnity) began to struggle as part of an

industry fraught with unpredictability and vulnerable to the
political climate in California. Long disfavored by Wall Street,
these operations increasingly failed to complement our exist-
ing managed health care operations and proved to be a bur-
den on the Company’s share price. On March 31, 2004, we
completed the sale of these operations for $11.5 million in
cash plus a $62.0 million note receivable, due in January of
2010.This note receivable can be increased or decreased
through December 31, 2009 based on favorable or adverse
claim and expense development. In the fourth quarter of
2004, Sierra recorded a $15.0 million valuation allowance,
partially offset by adjustments in accrued liabilities associated
with the sale of Cal Indemnity, resulting in a net expense of
$9.5 million.This expense was recorded on our income
statement under general and administrative expenses.

In late December 2003, Sierra announced that under
the terms of its 2'/4% senior convertible debentures, due
2023, debenture holders could exercise their right to convert
their debentures during the first quarter of 2004.With an
estimated dilutive effect of approximately 6 million shares,
the Company maintained an aggressive share repurchase
program, authorized by its Board of Directors in early 2003
and amended in 2004, that through December 31, 2004
has resulted in 8.7 million shares of Sierra stock being
repurchased for $233.3 million, at an average price of $26.76.
Additional shares were repurchased during the first quarter
of 2005 and will be repurchased opportunistically throughout
the coming year.

The cumulative effect of the Company’s performance
in 2004 was a 53% increase in earnings per diluted share
from continuing operations. Sierra reported $3.58 per
diluted share, compared to $2.34 per diluted share in 2003.

Factoring in the performance of the discontinued Texas and
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_In many of our recent Annual Reports, we have credited a

variety of sources for our increasingly successful performance.
We have focused our attention on the Las Vegas market, and
how the unprecedented growth in the region has provided
us opportunities not seen in other areas of the country. We
have highlighted our unigue business model, focusing in par-
ticular on the contributions of Southwest Medical Associates,
including its capabilities in medical technology. We have

repeatedly spoken of the strategic leadership and implemen-

tation abilities of our management team, crediting them with
the success of our turnaround that occurred several years
ago. But apart from my congratulations in each version of this
letter, we have not spent any measurable time focusing on
the team that is truly responsible for our success. That team
is comprised of each and every one of our dedicated staff.
Sierra Health Services has been blessed with a group
of talented individuals representing a variety of special skills.
From caring physicians and nurses to skilled medical technol-
ogists adept in the use of advanced diagnostic systems, the
staff at our Southwest Medical clinics affords a high level of
care for our patients. With compassion and empathy, our
personal assistants guide our senior members through the
maze of government benefit programs, and help create life- .
fong custormers i return. Our finance and legal staff analyze
and implement the multiple changes resulting from new rules
associated with Sarbanes-Oxley and the Financial Accounting
Standards Board.

Over the past two years, perhaps no team has
exemplified the dedication and commitment to the ideals
of this Company than our staff at Sierra Military Health
Services. For two anxiety-filled years, this group of men
and women either waited to hear the results of our bid to
expand our presence in the TRICARE program, or worked
to fulfill our obligations to the contract as each day brought
them closer to the end of their jobs. It is important to reflect
on the outstanding effort they forged during these final two
years. Our service levels through the last day of health care
delivery were outstanding, winning recognition from the
Department of Defense. While we have bid the staff farewell,
their quality and allegiance has left a lasting impression.

So take some time and read about a few of the individu-
als who are making Sierra the success that it is. Read about
the people who are contributing their time and resources
to assure that you, our shareholders, can have faith in this

Company and the ideals to which it aspires.

&i@é??%

Anthony M. Marlon, MD
Chairman, President and Chief Executive Officer

'
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I Joseph DeMaria, PhD
Corporate Safety Officer

2 Rick Welter
Manager, Claims Processing
Health Plan of Nevada

3 Gus Guerrero
UM/Prior Authorization Representative

4 Michelle Hillegass
Brand Manager, Marketing Services

5 Eric Sheer
Web Software Developer
E-Business Solutions

6 Ronnie Grower

Vice President,

Quality Improvement & Reporting
Managed Healthcare Division

7 Shellye Wimber
Manager, Government Programs
Member Services

8 Guita Tabassi, DO
Physician Team Lead

Board Certified 0B/GYN
Southwest Medical Associates

9 Frank Collins
Senior Vice President
Legal and Administration

LY w.;._.‘: ;
I Shelley Wike Cranley

Assistant Vice President
Government Affairs

2 Dean Naito
Data Entry Associate
BHO Intake Department

3 T’'Sharra Wright
Account Executive
Sierra Health and Life Insurance Co.

4 Laurie Dexter
Manager, 1S Help Desk
Information Systems

5 Georgina Corbalan
Senior Graphic Designer, Marketing Services

6 Lynn Rosenbach
Vice President/Administrator
Family Health Care Services

7 Mark Rhee, MD
0B/GYN
Southwest Medical Associates







ment an appropriate program of care.

NE-RIAONNE C ASE MANAGEMENT
The primary objective of Network Case Management is to
keep Sierra’'s members healthy and well. Case Management
‘ eing a part of the Sierra team has . is dedicated to helping members access community resources
L _ . and understand how to manage disease or illness, while avoid-
allowed me to have a positive impact . o o _ _
, 3 ing hospitalization or admission to other types of inpatient
on the quality of the lives of our members. , care facilities, for as long as appropriate.
Phoviding information, support and assistance, Sierra’s social workers and registered nurses provide
anld| knowing that at the end of my day _.<mm i valuable resources to members; they are familiar with the
. . . | . community and can address everything from a member's
ade a (diffeyence in the lives of several a . _ . _
i B financial needs to his or her physical and mental well-being.
e|huge fringe benefits to me ‘ e ‘ Consistency in the delivery of care to members receiving
staff. The gratification | ; treatment from one of Sierra’s providers is assured through °
is| incyedibly rewandi m.\ i a computer tracking system. For example, when a Medicare
‘ member has been discharged from the hospital, a case manager
is alerted, who may contact the member in person, either at
: , their home or by telephone, to assess their needs and imple-
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NIINANON Y DIMENSIONS

L___Inlless than twenty years, Senior Dimensions, a Medicare
Advantage Plan, has grown to more than 52,000 members.
Headquartered in Las Vegas, Senior Dimensions is dedicated
to providing compassionate and affordable health care cover-
age to Nevada’s older population, as well as certain people

n my 18 years at Sierra, | have spent a large X e
y year P & with disabilities.

amount of my time in the retiree community, Senior Dimensions understands the importance of access

plaining benefits and helping to clarify what to quality health care, at a cost that is affordable to most sen-

our Company is offering. This one-on-one iors. The program listens to its members and acts on their

requests. The result? High levels of customer satisfaction, better

contact provides an opportunity to meet and i
health outcomes and lower costs to provide needed care.

rom qur prospective members and explore Senior Dimensions offers affordable plan options as

. .

enior Pimensions —.v. fit this community’s well as a wide range of benefits above and beyond standard

rrentlhealth cars Medicare, including prescription drug coverage. Each member

eeds.|It’s important for

of Senior Dimensions is assigned a Personal Assistant. These
ation in order to _ , . _
dedicated staff members offer a wide variety of services to

possible chpices.| members, ranging from help in selecting a provider to help in

answering benefit questions. Personal Assistants are an invalu-
able key to assuring the health plan meets the needs of its
members. In addition, Senior Dimensions offers a fitness
benefit called Fit for Life Club™, an exercise and wellness
program to encourage members to be active and enhance

the quality of their life.

Birkin oA
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CORPORAT .mm_Z>ZOm

L__Financial integrity is the hallmark of any well-run company,

be it public or private. For a publicly traded company, today’s
business environment requires transparency in financial disclo-
sures, assuring that all investors receive the same complete and

timely information. Sierra’s Corporate Finance Department

hen pursuing a change in my career, i
P g g y ) oversees the interests of shareholders, bondholders, bankers,

Sierra Health Services was at the top financial regulators, management and employees, just to

of my list of places to work. it has more name a few.

dhan met my expectations. Sierra has given me The financial team who makes up this department is
| responsible for carrying out all financial and accounting require-
gppayrtunities to work|on challenging projects . . C
ments of the Company, including maintaining accurate and

fhat{ haye significantly enhanced my skills. complete records, collecting and paying accounts accurately

and on time and supplying meaningful public reports and

ork with|a team of top financial

nowledgeable| and information.
Adhering to evolving regulatory standards imposed by
the Securities and Exchange Commission and the Financial
Accounting Standards Board, Corporate Finance has imple-
mented numerous changes over the years, with a resultant
increase in financial controls. Working closely with Sierra’s
internal and external auditors, the team works diligently to
assure the reliability of the financial data and its accordance

with generally accepted accounting principles.
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PRODUCTS AND SERVICES
as of January 2005

HMO Commercial
Health Plan of Nevada
Las Vegas & Reno metropolitan areas, Laughlin, rural northern Nevada counties

HMO Medicare
Senior Dimensions
Las Vegas & Reno metropolitan areas, Laughlin, rural northern Nevada counties

HMO Medicaid
Smart Choice®™
Las Vegas & Reno metropolitan areas
Northern Choice®™”
Reno metropolitan area

Point of Service
Sierra Choice
Las Vegas & Reno metropolitan areas, Laughlin, rural northern Nevada counties

Managed Indemnity/PPO/Life Insurance/Medicare Supplement
Sierra Health and Life Insurance Company
Colorado, lowa, Louisiana, Nevada, Texas

Medical Group
Southwest Medical Associates
I3 clinics and | outpatient surgery clinic in the Las Vegas metropolitan area

Mental Health & Substance Abuse Counseling
Behavioral Healthcare Options
Arizona, California, Mississippi, Nevada & Texas—telephonic utilization conducted in all states

Home Health
Family Health Care Services
Family Home Hospice
Sierra Home Medical Products
dba THC of Nevada
All in Nevada

Administrative Services
Sierra Heafth-Care Options
Colorado, Nevada
Sierra Nevada Administrators
Nevada

2004
RD OF DIREC

Anthony M. Marlon,
Chairman of the Board
President
Chief Executive Officer

Albert L. Greene
Chief Executive Officer
Queen of Angels
ydd Presbyterian Medica

ThomasY. Hartley
Chairman of the Board
thwest Gas Corporatig

Michael E. Luce
President
The Walters Group

Erin E. MacDonald

Former President and

Chief Operating Officer
Chief of Staff

William }. Raggio
ate Senator of Nevadj

Archon Corporatio
Santa Fe|Gaming Co
Shargholder
_o:mm_ argas
Aftornay-at-Law

\
: Director

L. Ruthe
the Boarg

)
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SELECTED FINANCIAL DATA

SIERRA HEALTH SERVICES, INC.

I'he table below presents our selected consolidated financial information for the years indicated. The table should be read in conjunction with the Consolidated Financial Statements and the related
Notes thereto, "Management’s Discussion and Analysis of Financial Condition and Results of Operations” and other information which appears elsewhere in this 2004 Annual Report. The selected
onsolidated financial data below has been derived from our audited Consolidated Financial Statements.

YEARS ENDED DECEMBER 31,

In thousands, except per share data) 2004 2003 2002 2001 2000%
statements Of Operations Data:
DPERATING REVENUES:
edical Premiums $ 1,131,147 $ 962,176 $ 857741 $ 718994 $ 637,769
Military Contract Revenues 372,608 465,313 373,589 338918 330,352
rofessional Fees 35,115 37,367 30923 28985 33,102
nvestment and Other Revenues 36,565 20,223 16,382 16,603 18,393
Total 1,575,435 1,485,079 1,278,635 1,103,500 1,019,616
DPERATING EXPENSES:
ledical Expenses 878,500 762,865 712,290 608,757 576,738
Military Contract Expenses 317,699 452,554 360,375 331,62) 323265
seneral and Administrative Expenses 181,434 137,263 133,979 122,623 112,220
Asset Impairment, Restructuring Reorganization and Other Costs® — — — — 30,836
Total 1,377,633 1,352,682 1,206,644 1,063,001 1,043,059
DPERATING INCOME (LOSS) FROM CONTINUING OPERATIONS 197,802 132,397 71,991 40,499 (23,443)
nterest Expense (4.684) (5491) (7.650) (15,738) (17.865)
Other Income (Expense), Net 104 (223) 55 (2,119) 1,084
NCOME (LOSS) FROM CONTINUING OPERATIONS BEFORE INCOME TAXES 193,222 126,683 64,396 22,642 (40,224)
PROVISION) BENEFIT FOR INCOME TAXES (70,096) (44,565) (22,088) 7,161 9,205
NCOME (LOSS) FROM CONTINUING OPERATIONS 123,126 82,118 42,308 15481 (31,019)
_OSS FROM DISCONTINUED OPERATIONS (389) (19,792) (5,860) (11,995) (168,896)
NET INCOME (LOSS) $ 122737 $ 62,326 $ 36448 $ 3486 $ (199.915)
“ARNINGS PER COMMON SHARE:
ncome (Loss) from Continuing Operations $ 4.62 $ 293 $ 1.47 $ 0.56 $ (1.15)
_oss from Discontinued Operations (0.01) ©.71) (0.20) (0.43) (6.22)
Net Income (Loss) $ 4.61 $ 222 $ 1.27 $ 0.13 $ (7.37)
Neighted Average Number of Common Shares Qutstanding 26,631 28,053 28,756 27,685 27,142
“ARNINGS PER COMMON SHARE ASSUMING DILUTION:®
ncome (Loss) from Continuing Operations $ 358 $ 2.34 $ 1.36 $ 0.54 $ (1.15)
_oss from Discontinued Operations (000 (0.55) (0.19) (0.42) (6.22)
Net Income (Loss) $ 357 $ 1.79 $ .17 $ 0.12 $ (7.37)
Weighted Average Number of Common Shares Outstanding Assuming Dilution® 34,822 35,633 31,141 28,509 27,142
DECEMBER 31, .
In thousands) 2004 2003 2002 2001 2000
3alance Sheet Data:
/Norking Capital $ 152,666 $ 171,652 $ 122252 $ 65986 $ 46,201
[otal Assets 689,780 1,134,121 1,065,966 1,064,846 1,162,773
_ong-term Debt (Net of Current Portion) 125,395 116,645 60,710 163,993 224970
“ash Dividends per Common Share none none none none none
stockholders' Equity 201,697 150,764 156,565 96,519 90,473

1) We recorded certain identifiable asset impairment, restructuring, reorganization and other costs.

2) The earnings per common share assuming dilution for the year ended December 31,2003 have been restated in accordance with EITF 04-8 as described in Note 2 of the Notes to the Consolidated Financial Statements.
3) We adopted SFAS 142, Goodwill and Other Intangible Assets, on January 1, 2002. With the adoption of SFAS 142, we ceased the amortization of goodwill. We recorded goodwill amortization expense of $805,000 and

$1,131,000 for the years ended 2001 and 2000, respectively.
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MANAGEMENT’S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION

AND RESULTS OF OPERATIONS

OVERVIEW

Dur continuing operations derive revenues from our health maintenance organization (HMO),
nanaged indemnity plans and military health care services. To a lesser extent, we also derive
evenues from professional fees (consisting primarily of fees for providing health care services to
yon-members, co-payment fees received from members and ancillary products), and investment
ind other revenue (consisting of fees for workers' compensation third party administration,
stilization management services and ancillary products).

Dur principal expenses consist of medical expenses, military contract expenses, and general and
wdministrative expenses. Medical expenses represent capitation fees and other fee-forservice
»ayments paid to independent contracted physicians, hospitals and other health care providers to
“over members, pharmacy costs, as well as the aggregate expenses to operate and manage our
wholly-owned muiti-specialty medical group and other provider subsidiaries. As a provider of
\ealth care management services, we seek to positively affect quality of care and expenses by
“ontracting with physicians, hospitals and other health care providers at negotiated price levels,
by adopting quality assurance programs, monitoring and coordinating utilization of physician and
Tospital services and providing incentives to use cost-effective providers. Military contract
~xpenses represent payments to providers for health care services rendered under the TRICARE
brogram, as well as administrative costs to operate the military health care subsidiary. General and
administrative expenses generally represent operational costs other than those directly associated
with the delivery of health care services and military contract services.

EXECUTIVE SUMMARY

Continuing Operations. Our 2004 operating results were significantly improved over 2003.
Our income from continuing operations increased by 49.9% to $123.1 million. The improvement
in the 2004 operating results was primarily driven by medical premium revenue growth from
new members, premium rate increases, an expansion of our operating margin and contractual
settlements and other adjustments at our military operation. Our HMO membership increased
by 13.0% from 292,000 at December 31, 2003, to 330,000 at December 31,2004 as a result of
new accounts and in-case growth. Our aggregate 2004 premium rates increased by
approximately 6.7% over 2003 The combination of these factors resulted in a 17.6% increase in
our medical premium revenues to $1,131.1 million, which was primarily offset by an increase in
medical expenses, which increased by 15.2% to $878.5 million. Medical expenses, as a
percentage of medical premiums and professional fees, decreased from 76.3% to 75.3%, or 100
basis points for the year. Our operating margin, which is operating income from continuing
operations divided by total revenues, improved by 370 basis points to 12.6%.

SIERRA HEALTH SERVICES, INC.

Our military health services operations segment represented 23.7% of our operating revenues
and 28.5% of our operating income from continuing operations for the year. This segment had
operating income of $56.4 million for the year compared to $14.8 million for the same period in
2003. For 2003, excluding TRICARE Next Generation (T-Nex) bid related expenses, the military
health services operations segment would have had operating income of $24.2 million. The
improvement over 2003 is primarily due to change orders and final bid price adjustments on
option periods three, four and five of the TRICARE Region | contract. The impact on income
before taxes of the change orders, final bid price adjustments for option pericds three, four and
five and other contractual settlements was an increase in income of approximately $25 million.

We were not awarded the T-Nex North Region contract and our appeal to the United States
General Accounting Office was denied in December 2003. Health care services under our
TRICARE contract for Region | ended on August 31, 2004. On September [, 2004, we entered
an eight-month phase-out period at substantially reduced revenues and earnings.

For the year ended December 31, 2004, compared to 2003, investment and other revenues
increased from $20.2 million to $36.6 million, an increase of $16.3 million or 80.8%. Of the
increase, $12.1 million is related to the services we are providing relative to our sales agreement
for the workers' compensation insurance operations, beginning April 1, 2004. For a further
description of this agreement, see below in the discussion of investment and other revenues.

For the year ended December 31, 2004, compared to 2003, our general and administrative
(G&A) expenses increased from $137.3 million to $181.4 million, an increase of $44.2 million or
32.2%. Of the increase, $21.6 million is for the cost to provide services and other adjustments
related to the sale of the workers' compensation insurance operations referred to above.

We had cash flows from operating activities of continuing operations for the year ended
December 31, 2004 of $166.2 million compared to $151.9 million for 2003.The improvement in
cash flows from continuing operations over 2003 is primarily attributable to cash from earnings
offset by a decrease in cash provided by the military health services operations segment for 2004
when compared to 2003.

Discontinued Operations. On January 15, 2003, we announced that we were exploring
strategic alternatives to dispose of Cli Financial, Inc. (Cll). Sierra’s Board of Directors authorized
the sale of the operations on December 31, 2002. Accordingly, beginning in the fourth quarter of
2002, we reclassified our workers' compensation insurance business as discontinued operations.

On November 25, 2003, we announced that we had reached an agreement to sell California
Indemnity Insurance Company (Cal Indemnity), and its subsidiaries. Cal Indemnity was ClI's only
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AANAGEMENT’S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION

\ND RESULTS OF OPERATIONS

MHS completed the fifth year of a five-year contract in May 2003. SMHS then operated under
negotiated contract extension period, which ended August 31, 2004. The new contractor
)ecame operational in Region | on September |, 2004 and the new contract superseded the
emainder of our TRICARE Region | contract. On September |, 2004, SMHS commenced an
ight-month phase-out of operations at prices previously negotiated with the DoD. SMHS does
ot meet the definition of discontinued operations since we do not have plans to dispose of the
perations before the phase-out is complete.

MHS anticipates negotiating the final bid price adjustment settlement with the DoD for option
eriod six (June |, 2003 to August 31,2004), during the second quarter of 2005.This settlement
vill include the final revenue adjustments and a final adjustment for updated health care expense
stimates for this option period. At the conclusion of the settlement, SMHS will pay the DoD the
stimated portion of the remaining military health care payable. As with previous settlements, this
inal settlement may have a material impact on our results of operations.

SMHS phase-out revenues for the year 2005 are expected to be approximately $8 million. As a
esult, our failure to win the competitive procurement for the T-Nex contract will have a
naterial adverse effect on our revenues and operating income for future years. In addition, there
an be no assurance that the phase-out revenues will cover all of our costs incurred during
his period. .

n March 2004, SMHS entered into a definitive agreement with the new T-Nex North Region
Contractor to provide certain transition services and to sell certain portions of its TRICARE busi-
\ess, including its provider network and certain other assets. The value of the transaction was $4.0
nillion based on SMHS operational performance through October 2004.

~or more detail on SMHS' results of operations, see Note 18, Segment Reporting, in the Notes
0 the Consolidated Financial Statements.

Professional Fees. The decrease in professional fees is primarily a result of the outsourcing of
our eye care unit in late 2003.The outsourcing of these services reduced both our revenue and
~orresponding expenses.

Investment and Other Revenues. The primary increase in investment and other revenues is
n administrative services revenue due to the services we are providing relative to our sales agree-
ment for the workers' compensation insurance operations beginning April |, 2004. On March 31,
2004, we completed the sale of the workers' compensation insurance operations and we have
been engaged to administer claims through a third party claims administrator for a period of
ifteen years as well as perform certain transition and managed care services. Total revenue asso-

SIERRA HEALTH SERVICES, INC.

ciated with these services for the year ended December 31, 2004 was $12.1 million. The cost to
provide these services is reflected in our general and administrative expenses. In addition, we
recorded accrued interest of $1.4 million on the note receivable.

Medical Expenses. The increase in medical expenses is due primarily to our increased
membership, which is in part offset by a lower medical care ratio. This ratio, which is medical
expenses as a percentage of medical premiums and professional fees, decreased from 76.3% to
75.3%.The favorable decrease in our medical care ratio is due primarily to premium increases and
benefit reductions in excess of cost increases. The number of days in claims payable, which is the
medical claims payable balance divided by the average medical expense per day for the year, at
December 31, 2004, was 49.7 compared to 49.6 at December 31, 2003. In an effort to further
improve service and customer relations with our medical providers, we have enhanced several
claims processes, including electronic data interchange and optical character recognition, to
reduce the time required to make claim payments. The impact of these enhancements has
resulted in a slight decrease in days in claims payable and the absence of these enhancements
would have likely resulted in a larger increase in days in claims payable.

Our medical claims payable liability requires us to make significant estimates. Any changes to the
estimates would be reflected in the year the adjustments are made. Included in medical expenses
is favorable development on prior years' estimates of $1 1.4 miflion and $14.0 million for the years
ended December 31,2004 and 2003, respectively. The favorable development is a result of claims
being settled for amounts less than originally estimated. For a further description of the estimate
for our medical claims payable liability, see below in our discussion of critical accounting policies.

We contract with hospitals, physicians and other independent contracted providers of health care
under capitated or discounted fee-forservice arrangements, including hospital per diems, to
provide medical care services to members. Capitated providers are at risk for a portion of the
cost of medical care services provided to our members in the relevant geographic areas; however,
we are ultimately responsible for the provision of services to our members should the capitated
provider be unable to provide the contracted services. We incurred capitation expenses with
non-affiliated providers of $114.1 million and $101.8 million, or 13.0% and 13.3%, of our total
medical expenses for 2004 and 2003, respectively.

Military Contract Expenses. The decrease in military contract expenses is primarily the
result of SMHS completing its final month of health care operations under the TRICARE contract
in August 2004, Partially offsetting the decrease in contract expenses are final bid price adjust-
ments on option periods three, four and five of the TRICARE Region | contract. The final adjust-
ments resulted in a contract expense increase of approximately $1.9 million for option period
three, which is 0.9% of the final contract expense settlement amount for that period. Option
period four had an increase of $1.9 million, which is 0.8% of the final contract expense settlement
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AANAGEMENT’S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION

A\ND RESULTS OF OPERATIONS

discontinued Cif Workers’ Compensation Operations. On March 31, 2004, we completed the sale of
“Il's subsidiary, Cal Indemnity. The ongoing activity related to this transaction, subsequent to the
larch 31,2004 closing date, has been discussed above.

‘EAR ENDED DECEMBER 31,2003 COMPARED TO 2002

dedical Premiums. The increase in premium revenue reflects a 7.2% increase in Medicare
nember months, a 19.9% increase in Medicaid member months and a 4.8% increase in commer-
ial member months. HMO and POS premium rates for renewing commercial groups increased
pproximately 13% while the overall recorded per member per month revenue increase,
cluding new and continuing business, was approximately |1%. Managed indemnity rates on
enewing groups increased approximately 99%. We did not receive a Medicaid rate increase in
002 or 2003. The basic Medicare rate increase received in 2003 was approximately 2.0%. Our
werall Medicare rate increase was approximately 2.8% due primarily to an increase in the Social
MO membership as a percentage of our total Medicare membership.

Military Contract Revenues. Included in the total military contract revenues are incremental
hange order and bid adjustments for 2002 and 2003 of approximately $149 million and $148
nillion, respectively. The increase in revenue is the result of higher base contract revenue prima-
ily due to the increased eligible beneficiaries from the call up of reservists in Region | and their
amily members who are eligible for the TRICARE program after 30 days and the positive impact
>f the first year of our contract extension, which began June 2003.The base monthly revenue
inder the contract extension is higher than it was under the previous contract. There were no
inal settlements of bid price adjustments in 2002 or 2003.

Professional Fees. The increase in professional fees is a result of increased visits due to
nembership growth, a higher percentage of members selecting our owned medical group and an
ncrease in refated services performed by our other provider subsidiaries.

Investment and Other Revenues. Investment and other revenues increased due to higher
verage invested balances, an increase in net gains on the sale of investments of $600,000 and an
ncrease in revenues associated with administrative services of $1.1 million.

Medical Expenses. The increase in medical expenses is due primarily to our increased
nembership, which is in part offset by a lower medical care ratio. This ratio, which is medical
expenses as a percentage of medical premiums and professional fees, decreased to 76.3% from
80.2%.The favorable decrease in our medical care ratio is due primarily to premium increases in
oxcess of cost increases, lower average cost per hospital bed day as a result of a new hospital
contract we entered into in the third quarter of 2002, favorable pharmacy costs and favorable

SIERRA HEALTH SERVICES, INC.

claims development from prior periods. The favorable decrease was partially offset by malprac-
tice cost increases at our medical provider subsidiary. The number of days in claims payable, which
is the medical claims payable balance divided by the average medical expense per day for the year,
at December 31, 2003, was 49.6 compared to 50.3 at December 3t, 2002,

Our medical dlaims payable liability requires us to make significant estimates. Any changes to the
estimates would be reflected in the year the adjustments are made. Included in medical expenses
is favorable development on prior years' estimates of $14.0 million and $10.9 million for the years
ended December 31,2003 and 2002, respectively. The favorable development is a result of claims
being settled for amounts less than originally estimated. For a further description of the estimate
for our medical claims payable liability, see below in our discussion of critical accounting policies.

We contract with hospitals, physicians and other independent contracted providers of health care
under capitated or discounted fee-forservice arrangements, including hospital per diems, to
provide medical care services to members. Capitated providers are at risk for a portion of the
cost of medical care services provided to our members in the relevant geographic areas; however,
we are ultimately responsible for the provision of services to our members should the capitated
provider be unable to provide the contracted services. We incurred capitation expenses of
$101.8 million and $88.8 million, or 13.3% and 12.5%, of our total medical expenses for 2003 and
2002, respectively.

Military Contract Expenses. The increase in military contract expenses is consistent with the
increase in revenues discussed previously and includes $9.4 million in T-Nex related costs for 2003
compared to $5.1 million in 2002. Included in military contract expenses is favorable develop-
ment of prior years' estimates of military health care payable having an earnings impact of $3.2
million and $4.6 million for the years ended December 31, 2003 and 2002, respectively. In addi-
tion, favorable development of prior years estimates of military health care payable having a non-
earnings impact were $10.8 million and $16.5 million for 2003 and 2002, respectively. The
non-earnings impact was offset by a reduction in military contract revenues pursuant to the
gain/loss risk-sharing with the government. The favorable development was a result of claims being
settled for amounts less than originally estimated. For a further description of the estimate for our
military health care payable liability, see below in our discussion of critical accounting policies.

General and Administrative Expenses. G&A expenses increased due to increases in payroll
and benefits and facility lease expense partially offset by a decrease in legal expenses. The increase
in facility lease expense is due to the rent payments associated with the sale-leaseback transac-
tion for our administrative buildings now being recorded as an operating expense. Previously, the
rent payments were recorded as interest and a reduction of principal and the assets were being
depreciated. As a percentage of revenues, G&A expenses were 9.2% for 2003, compared to
10.5% in 2002 as a result of the items described above and the overall increase In revenues. As
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MANAGEMENT’S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION

AND RESULTS OF OPERATIONS

'he net adverse loss development on prior accident years included those years that were
overed by our reinsurance agreements. This resulted in an increase in the reinsurance recover-
ble balance, which was then reduced by amounts collected from reinsurers. For the year ended
December 31, 2003, we increased our ceded reserves by $40.9 million and received paymenits
rom our reinsurers totaling $53.0 million.

'he combined ratio is a measurement of the workers' compensation underwriting profit or loss
ind is the sum of the loss and LAE ratio, underwriting expense ratio and policyholders' dividend
atio. A combined ratio of less than 100% indicates an underwriting profit. Our combined ratio
vas | 18.9% compared to | 19.6% for 2002. The decrease was primarily due to a decrease in the
oss and LAE ratio. Excluding prior accident years' adverse loss development, the combined ratio
vould have been 105.2% for 2003 and 106.0% for 2002.

JQUIDITY AND CAPITAL RESOURCES

Ne had cash flows from operating activities for continuing operations of $166.2 million for the
rear ended December 31, 2004 compared to $151.9 million in 2003. We used the majority of
he cash flow for the repurchase of the Company’s common stock and for capital expenditures.
[he improvement in cash flows from continuing operations over 2003 is primarily attributable to
ash from earnings offset by a decrease in cash provided by the military health services opera-
ions segment.

Ne expect that the loss of the T-Nex contract will adversely affect our cash flow from operations
N the first half of 2005. During the phase-out period, we expect that SMHS will use $15 million
o $20 million of its cash, as the payout of the remaining liabilities will exceed SMHS’ accounts
eceivable and other non-cash asset balances.

Net cash used for investing activities of continuing operations during 2004 included $26.2 miflion
n capital expenditures associated with clinical expansion and associated medical equipment,
ontinued implementation of new computer systems, leasehold improvements on facilities, furni-
ure and equipment and other capital purchases to support our growth. This was offset by net
roceeds of $3.1 million from property and equipment dispositions.

Net cash used for financing activities of continuing operations during 2004 included borrowing on
our revolving credit facility of $10.0 million offset by payments of $1.6 million on other debt.
>roceeds from the issuance of stock in connection with stock plans were $26.8 million and cash
f $133.8 million was used to repurchase our common stock.

SIERRA HEALTH SERVICES, INC.

Discontinued operations provided cash of $1.8 million in 2004, compared to a use of cash of
$17.8 million in 2003. Cash provided in 2004 was primarily the result of the sale of Cal Indemnity.
Cash used in 2003 was primarily for the payoff of the remaining Kaiser-Texas mortgage loan for
$12.9 million and the redemption of the outstanding 91/2% senior debentures for $15.3 million.

SIERRA DEBENTURES

In March 2003, we issued $115.0 million aggregate principal amount of 2 1/4% senior convertible
debentures due March 1|5, 2023. The debentures pay interest, which is due semi-annually on
March 15 and September 15 of each year Each $1,000 principal amount of debentures is
convertible, at the option of the holders, into 54.6747 shares of Sierra Health Services, Inc.,
common stock prior to March 15,2023 if (i) the market price of our common stock for at least
20 trading days in a period of 30 consecutive trading days ending on the last trading day of the
preceding fiscal quarter exceeds 120% of the conversion price per share of our common stock;
(if) the debentures are called for redemption; (iii) there is an event of default with respect to the
debentures; or (iv) specified corporate transactions have occurred. Beginning December 2003
and for each subsequent period, the market price of our common stock has exceeded 120% of
the conversion price for at least 20 trading days in a period of 30 consecutive trading days. The
conversion rate is subject to certain adjustments. This conversion rate initially represents a conver-
sion price of $18.29 per share. Holders of the debentures may require us to repurchase all or a
portion of their debentures on March 15 in 2008, 2013 and 2018 or upon certain corporate
events including a change in control. In either case, we may choose to pay the purchase price of
such debentures in cash or common stock or a combination of cash and common stock. The
debentures can be redeemed by us for cash beginning on or after March 20, 2008.

We used the net proceeds of the offering to repay the $39.0 million outstanding under the then
existing credit facility and to contribute $35.0 million to SMHS. The $35.0 million contribution to
SMHS was subsequently repaid to us in February 2004. We also used $19.9 million of the
proceeds to purchase |.6 million shares of our common stock under our repurchase program.
The remainder of the net proceeds were used for working capital and general corporate
purposes including additional share repurchases.

REVOLYING CREDIT FACILITY

On March 3, 2003, we entered into a $65.0 million revolving credit facility, which replaced our
amended and restated credit facility. Interest on the facility was initialty LIBOR plus 2.25% and had
been LIBOR plus 2.00% since the third quarter of 2003. The facility was set to expire on April 30,
2006. Effective October 19, 2004, the facility was amended to extend the maturity of the facility
to December 31, 2009, increase the availability to $100.0 million and reduce the interest rate
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MANAGEMENT’S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION

AND RESULTS OF OPERATIONS

OTHER

Ne have a 2005 capital budget of approximately $30 million and are also limited in the amount
>f capital expenditures we can make by our revolving credit facility. The 2005 planned expendi-
ures are primarily for the construction of a new medical clinic, the purchase of computer hard-
vare and software, furniture and equipment and other normal capital requirements. Our liquidity
eeds over the next 12 months will primarily be for the capital items noted above. We believe
hat our existing working capital, operating cash flow and amounts available under our credit
acility should be sufficient to fund our capital expenditures and liquidity needs. Additionally,
subject to unanticipated cash requirements, we believe that our existing working capital and oper-
ating cash flow should enable us to meet our fiquidity needs on a long-term basis.

INFLATION

Health care costs continue to rise at a rate faster than the Consumer Price Index.We use various
strategies to mitigate the negative effects of health care cost inflation, including setting commer-
ial premiums based on our anticipated healfth care costs, risk-sharing arrangements with our
various health care providers and other health care cost containment measures including member
“o-payments. There can be no assurance, however; that in the future, our ability to manage
medical costs will not be negatively impacted by items such as technological advances, competi-
ive pressures, applicable regulations, increases in pharmacy costs, utilization changes and cata-
strophic items, which could, in turn, result in medical cost increases equaling or exceeding
oremium increases.

GOVERNMENT REGULATION

Our business, offering health care coverage, health care management services and, to a lesser
extent, the delivery of medical services, is heavily regulated at both the federal and state levels.

Covernment regulation of health care coverage products and services is a dynamic area of law
that varies from jurisdiction to jurisdiction. Amendments to existing laws and regulations are
continually being considered and interpretation of the existing laws and rules changes from time
to time. Regulatory agencies generally exercise broad discretion in interpreting laws and promul-
sating regulations to enforce their interpretations.

While we are unable to predict what legislative or regulatory changes may occur or the impact
of any particular change, our operations and financial results could be negatively affected by any
egislative or regulatory requirements. For example, any proposals to eliminate or reduce the

SIERRA HEALTH SERVICES, INC.

Employee Retirement Income Security Act (ERISA), which regulates insured and self-insured
health care coverage plans offered by employers, to eliminate or reduce the pre-emption of state
laws that would increase litigation exposure, affect underwriting practices, limit rate increases,
require new or additional benefits or affect contracting arrangements (including proposals to
require HMOs and PPOs to accept any health care provider willing to abide by an HMO's or
PPO's contract terms or commission arrangements) may have a material adverse effect on our
business.The continued consideration and enactment of “anti-managed care” laws and regulations
by federal and state bodies may make it more difficult for us to manage medical costs and may
adversely affect financial results.

In addition to changes in existing laws and regulations, we are subject to audits, investigations and
enforcement actions. These include, but are not limited to, possible government actions relating
to ERISA, the Federal Employees Health Benefit Plan, federal and state fraud and abuse laws and
laws relating to utilization management and the delivery and payment of health care. In addition,
our Medicare business is subject to Medicare regulations promulgated by CMS. Violation of
government laws and regulations may result in an assessment of damages, civil or criminal fines
or penalties, or other sanctions, including exclusion from participation in government programs.
In addition, disclosure of any adverse investigation or audit results or sanctions could negatively
affect our reputation in various markets and make it more difficult for us to sell our products and
services.

In addition to the items described above, we urge you to review carefully the section "Risk
Factors” in Part [, ltem | of our 2004 Form [0-K for a more complete discussion of the risks
associated with an investment in our securities. See “Note on Forward-Looking Statements and
Risk Factors” under ltem |.

RECENTLY [SSUED ACCOUNTING STANDARDS

In December 2004, the Financial Accounting Standards Board (FASB) issued Statement of
Financial Accounting Standards No. 123 (revised 2004), “Share-Based Payment” (SFAS [23R),
which replaces SFAS No. 123 and supercedes APB Opinion No. 25,“Accounting for Stock Issued
to Employees!” SFAS 23R requires all share-based payments to employees, including grants of
employee stock options, to be recognized in the financial statements based on their fair values
beginning with the first interim or annual period after June 15, 2005, with early adoption encour-
aged. The pro forma disclosures previously permitted under SFAS 23 no longer will be an alter-
native to financial statement recognition. We are required to adopt SFAS 23R beginning July 1,
2005. Under SFAS 23R, we must determine the appropriate fair value model to be used for
valuing share-based payments, the amortization method for compensation cost and the transition
method to be used at date of adoption. The transition methods include prospective and retroac-
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MANAGEMENT’S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION

AND RESULTS OF OPERATIONS

months, generally three months or less, the percentage of claims paid for claims incurred in those
nonths is usually low. This makes the completion factor methodology less reliable for such
nonths. For these recent months, we estimate our claims incurred by applying estimated per
nember per month (PMPM) costs to the current membership. The estimated PMPM costs are
derived from historical paid claims (with completion factors as described above), trend assump-
ions and current utilization reports. This approach is consistently applied from period to period.

The completion factors and estimated PMPM costs are the most significant factors we use in esti-
mating our IBNR claims. The following table illustrates the sensitivity of these factors and the esti-
mated potential impact on our medical claims payable balance as a result of these factors:

COMPLETION FACTOR®™ PMPM FACTOR®

INCREASE INCREASE
INCREASE (DECREASE) IN INCREASE (DECREASE) IN
(DECREASE) MEDICAL CLAIMS (DECREASE) MEDICAL CLAIMS
IN FACTOR PAYABLE IN FACTOR PAYABLE
(In thousands, except percentages)
(3)% $ 21,705 3)% $ (3,264)
(2)% 14,321 (2)% (2,176)
(% 7,087 (1% (1,088)
| % (4,063) | % 1,088
2% (5,640) 2% 2,176
3% (6.625) 3% 3,264

(3) Reflects estimated potential changes in medical claims payable caused by changes in the completion
factors for claims incurred in months four through twenty-four Completion factors are not increased
beyond 100%.

(b) Reflects estimated potential changes in medical claims payable caused by changes in PMPM factors for
claims incurred in the most recent three months.

Management believes, based on information presently available, that the recorded liability for
medical claims payable, which at December 31,2004, represented 24.5% of our total consolidated
liabilities or $119.3 million, is reasonable and adequate to cover the related future health care
claim payments. However, a difference between the recorded liability and actual developed claim
payments could have a material impact to our financial results. For example, a 19 increase in
medical claims payable as of December 31,2004, would reduce reported net income for the year
2004 by $776,000 or .6% and diluted earnings per share would be reduced by $0.02.

SIERRA HEALTH SERVICES, INC.

The table below provides historical information regarding the accrual and payment of our medical
claims payable. Components of the total incurred claims for each year include amounts accrued
for current year estimated claims expense as well as adjustments to prior year estimated accruals.
The impact of any “changes in prior periods’ estimates’” may be offset as we establish the estimate
for the current year. Our accounting practice is to consistently recognize the actuarial best estimate
of our ultimate liability for our claims within a reasonable level of confidence required by actuarial
standards. Thus, only when the release of a prior year reserve is not offset with the same level of
conservatism in estimating the current year reserve will the redundancy create a net reduction in
current period medical expenses. The evaluation of medical claims payable at December 31, 2004
is comparable to prior years in that we have applied our methodology in a consistent manner in
determining our best estimate for medical claims payable at each reporting date.

The following table reconciles the beginning and ending balances of medical claims payable:

YEARS ENDED DECEMBER 31,
(In thousands) 2004 2003 2002
Medical Claims Payable,
Beginning of the Period $ 103,749 $ 9803 $ 81662
Add: Components of Incurred
Medical Expenses
Current Period Medical Claims 889,921 776,857 723,167
Changes in Prior Periods’ Estimates (11,421) (13.992) (10.877)
Total Incurred Medical Expenses 878,500 762,865 712,290
Less: Medical Claims Paid
Current Period 780,934 683,597 630,411
Prior Period 81,978 73,550 65510
Total Claims Paid 862,912 757,147 695921
Medical Claims Payable, End of Period $ 119,337 $ 103,749 $ 98031

The "“changes in prior periods’ estimates” of $1 1.4 million represents an estimate based on paid
claim activity from January |, 2004 to December 31, 2004. Medical claim liabilities are usually
described as having a “short tail”, which means that they are generally paid within several months
of the member receiving service from the provider. Accordingly, approximately 92% of the
“changes in prior periods’ estimates” incurred in 2004 relates to claims incurred in 2003, with the
remaining 8% related to claims incurred in 2002 and prior.
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MANAGEMENT’S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION

AND RESULTS OF OPERATIONS

The following table reconciles the beginning and ending balances of military health care payable:

YEARS ENDED DECEMBER 31,
(In thousands) 2004 2003 2002
Military Health Care Payable,
Beginning of the Period $ 76,605 $ 657223 $ 77261
Add: Components of Incurred Medical Expenses
Current Period Medical Claims 220,710 318,833 251,632
Changes in Prior Periods’ Estimates:
Earnings Related Changes (14,118) (3.235) (4.601)
Non-Earnings Related Changes (6,462) (10,777) (16,509)
Total Incurred Medical Expenses 200,130 304,821 230,522
Less: Military Contract Claims Paid
Current Period 201,950 244,644 194,659
Prior Period 57,724 48,795 47,901
Total Military Contract Claims Paid 259,674 293439 242,560
Military Health Care Payable, End of Period $ 17,061 $ 76605 $ 65223

The military contract expenses presented in our Consolidated Statements of Operations include
the total incurred medical expenses presented above and the general and administrative
expenses for SMHS. SMHS' general and administrative expenses under the military contract
totaled $117.6 million, $147.7 million and $129.9 million for the years ended December 31,2004,
2003, and 2002, respectively. Total incurred medical expenses include the current year expenses
plus adjustments to prior periods’ estimates. Any subsequent change in an estimate for a prior
period is reflected in the current year. Due to the risk sharing described above, certain adjust-
ments to prior periods have a current year earnings impact while other adjustments do not have
a current year earnings impact. For example in 2004, SMHS had total adjustments to prior period
estimates of $20.6 million. These adjustments resulted in a reduction of current period expense
of $20.6 million and current period revenue of $6.5 million for a pre-tax increase of $14.1 million
to current period earnings. .

The “changes in prior periods’ estimates” of $20.6 million represents an estimate based on paid
claim activity from lanuary I, 2004 to December 31, 2004. Medical claim liabilities are usually
described as having a “short tail”, which means that they are generally paid within several months
of the member receiving service from the provider. However; the military contract claims have a
somewhat longer tail because the providers tend to lag in the submission of claims for the mili-

SIERRA HEALTH SERVICES, INC.

tary population. The TRICARE program allows providers to submit claims up to one year from
the date of service. Accordingly, approximately 83%, of the “changes in prior periods’ estimates”
incurred in 2004 relates to claims incurred in 2003, with the remaining 17% related to claims
incurred in 2002 and prior.

We have not changed our methods and assumptions as we have re-estimated reserves, but rather
the availability of additional paid claims information drives our changes in the estimate of the mili-
tary health care payable. Other than reflecting this additional historical activity in our estimates
and adjusting for the termination or our contract on August 31, 2004, the method or assump-
tions have not materially changed since the last reporting date.

Amounts incurred related to prior years vary from previously estimated liabilities as the claims
are uftimately settled. Liabilities at any period-end are continually reviewed and re-estimated as
information regarding actual claims payments, or run-out, becomes known. This information is
compared to the originally established liability. Favorable development related to prior years,
which is shown as a negative amount in the “changes in prior periods’ estimates’, results from
claims being settled for amounts less than originally estimated.

Military Contract Revenues and Expenses. MMilitary contract revenue is recorded based
on the contract price as agreed to by the federal government. The contract was based on prior
years' data provided by the government along with assumptions of future trends. The contract
contains provisions that adjust the contract price based on actual experience, which we call the
bid price adjustment (BPA), and for government-directed change orders. For the year ended
December 31,2004, we estimate that approximately $95.5 million or 25.6% of the total military
contract revenues were for BPA and change orders. At December 31, 2004, military accounts
receivable due from the federal government was $25.5 million of which approximately $5.4
million was for accrued BPA and change order revenues. As the data becomes available from the
government, we compare the actual results to the contract assumptions and the estimated effects
of these adjustments are recognized on a monthly basis. In addition, we record revenue based on
estimates of the earned portion of any contract change orders not originally specified in the
contract. The BPA and government-directed change orders are subject to negotiation and we
must use our judgment in making our estimates.The actual negotiated price could be substantially

- different from what we had originally estimated. Any subsequent difference would be reported in

that subsequent year's operations.

During 2004, we finalized option periods three (June [, 2000 to May 31, 2001), four (June i,2001
to May 31,2002) and five (June [,2002 to May 31, 2003) with the DoD.The final bid price adjust-
ments resulted in an increase in net income of approximately $2.5 million, $1.4 million and $2.4
million for option periods three, four and five, respectively. During 2005, we expect to finalize our
remaining option period six (June |, 2003 to August 31,2004) along with our phase-out contract.




'SIO1DB) JOYIO puB SpUL) AUISNpUl SULIIPISUCD SB [[9m SB 9pInd ® SB spoyiawl
noy ayy Juisn 1502 ajewn papaloud e SIPBRS UYL Auemde 2y $9ss0| pred pue palundul
pa1iodad [enioe ayy upeaigns pue oned ss0| padadxa sy Sunewnss Aq sasso| predun paedxe
pue paiodasun papadxe syl dUILURISP SPoYlsW uoshdiaq-enanyuiog sy| uswdopasp
SUMNG TYRWIISD 0) SU JSA0 JUDWdORASP PaJindul pue pied jo susaiyed [EOLIOISIY 971N SPoYISu
juswdojarsp 3y 'spoyldw uosndua4-BTeNyuiog pasdndul pue pied pue spouylaw uswdo
-|oAsp patinaul pue pied Suipnpul spoyiswd uondafoud Ssueansul Ayensed piepuels pasn AJenjoe
MBU INE) SI0JU0D [eusaiul 0} Pedun Suninssd a4y pue Kpuwspu) 8D Aq pagdedus |Ins sl oym
A JBIMIOR U3UIOY JNO YIM 1S2U93U1 JO PIjuod [erualod e piose o] Aienoe mau e 33e8ua o) pauinbau
UM SAA "S|QBAIBISS 10U 3YL U0 PaYSGeISS G PINOUS SDUBMO|E UORBN[EA B JI SUILLISISP
s djoy O} pasn Sem SISABUR Y | 'SoAJaSaU Jy Ty PUB SSO| 3U} JO SISA[RUR UB wiuopad 0] AJenide
uspuadapu mau e pagedus am ‘L7 4O 4orenb ylnoy ayy U Juswdopaap sso| JO Junowe
[ewis B PSIEdIPUI AUO PRY LT JO S4olJenb puiyy pue puodss ayy to) suoipsfoud jeuenpe ayy

"padUsLIadXa 4O P3UIBIQO S) UCHBULIOUI [euon
-Ippe JO M3U se 3w} jo a3essed ay) yum adueyd fim suondsfosd [euenioe ‘UOIIPPE Ul 'SSAJS
SSO| DWIBS DSOUL JO DIBWISS 159G SAJBNIIE JSLJOUR PUB SaAIasad 55O| papaloud ayy jo a1ewnss
159(] SAJBNIOR SUO LDDMISQ SIDUSIRYIP JUBDYIUSIS Ul YNSaU UBD SIY | 'SIBSA JUSPIDIE [BISASS UDAO
padde si 1 usym edun s3ue) e aaey UBD J0IDB) JUSWAO[BASP SSO| SUO Ul SZUBLD [[BWS B UDSAS
pue 10108} JusWdoeAsp sso| Bundsies ul JusWEpPN( Jsy Jo Sy JO JUNOWEe JUBDHIUSIS B ISIDUIXD
Isnw Asenpe uy popaw 1o Aem 148, 9i8uis ou st auayy ‘suondsfoud sso| (elEMDE Suneus uj

uoljiw 0y ¢S Jo Ydiy e
O} Uol|IW /84 JO MO| B W0y Buidued saalasad ssuadxs uswsn(pe SsO| pue sso| pspJodad Ajsno
-iAaud SY1 Ul JUSLLIAOISASD 3S49ADE peY AHUWISPU| [BD) ‘€007 OF 6661 S4B9A au1 Sung] "pays!iqeisa
SAISD) BYL O} patedwod uaym Apaide uanbasgns [enioe jJo JuswWdo|sAsp 3|qeIoA.) SB |[am SB
SSJIBAPE YI0G Ul NSau UBD AJUIBLISIUN SIL| "SIDUS]G PIPUaIXd 4o mau apiaoid 0] BuiAey Ui 3nsal
18] suoisiAoad 1RIIUOD paNdsIp JO IO SUOIBINGaU JO SME| JO SUOITEISUAISIUI MBU PUE SSLLUODINO
P85 9SI9APE OBIUOD SDUBINSUI 3UL AQ PIJSA0OD SIDIAUSS JO 150D 3y} Suidaye spuaJl AJeuonejul
paredipnueun 'suiaied JuawdoRasp ur AJUMELISOUN 'O} PAUWI| JOU 248 NG 'SPN|DUl AJUIELISDUN SIY)
10} sasned Buidluepun siuswdoeasp Jusnbasgns paleal JISYL WO JSYIP (M SaAIasa. patasfoad
oyl 18yt 9jgeqo.d osje 1ng 3|qissod Ajuo 10U St 3| syuswAed usnbasgns Jisyl 0] psiejad usym
{JUeIadUN UBUBYUl JO 29a43ap UedIuSls B BABY S3AJBSAU ]y Pue $sO| Bundafodyd 'saalasad
5S0| SAUULIDPY| B JO UONEN[EAS [BLIBNDE UR $2JiNbaU Juawdojpasp $50| JO UONBUILLISISP Sy |

DNI'SIDIAYIS HLTVIH YYY3IS

'§1S0D UONDBSUE}
S[BS BU1 PUB ‘SBAISSAL J\ | PUE S5O JO WaWdORASP DY) '$19558 UMRTISD JO aNnjeA paladxe ayy
‘S2IIAUS UOIUSUE] U0} PAA@I3U Dq O SPUN) D1 'SBDIAISS UONISUEL] ULIORd O] 150D 3y} 'S)Nsa.
3unesado auniny sApuwapy) [BD) 1pafoud 01 suonduwinsse pue S9IBLUISS Pasn SAA UOIIW €/¢
Ajprewxoldde jo spaadoud sajes 10U PoTewISS SIt OF AHUWSPU| [BD) Ul JUSWISIAUL 341 UMOP-31UM
01 'XB} JO J2U pue $S0J3 ‘UoI(jiLd 9'G (¢ Jo 23.4eYd B PaPI0IRL aM ‘g7 JO Jaluenb ylunoy sy u|

"SODIAIDS 3SOY) JO) SPUN} JO JUNOWER PRYIU B DAIRID |IIM 9M UDIYM 10} 6007 ' | € 49quisna(
y8Nouy} S3DIAIS UOIISUBL) UIPIS) ‘jo sourlUsomad ayl Jo) 9jqisuodsad aq Jo ‘uliopad 01 pajed
-1|QO OSJe BB SAA 'SOSS0| PaJnsuidd 9jquoajjooun Aue ‘sjqeddde i ‘st JuSWdoBASp Syl Ul PSpRpU|
6007 1€ J42qWsd3] ydnouyl a1ep 3UISOpP DY) WO SBAISS3U (Jy ) asuadxa juawisnipe sso .
PS1RI0|[R PUB $SO| 3YL UO SN0 1By} Juswdojpasp sy3 uo paseq syuswnisnipe o1 19algns st yoiym
UOIW ('79% 4O} DI0U B PAAIDIAL AN 'SIUBIPISGNS SDUBINSUI SY PUB AUWSPU| [BD) JO S[es al
pa19jdwiod am ‘LOOT ‘1€ YoJBl UQ A3Iuwuspu] [BD) JO 3BS 9Y) WO I|qeAIadaY JON

"PBYSIGRISS 3G PINOYS JENUODE UE JI PUE SJAINSUL UNO
01 patodad 3q pinoys wiep [enusiod jo 83110u AJeuonneda.d e J) SUILLISISP O} 'UONBULIOIU! S|qe
-JieAR AUSLIND uC paseq ‘ainsodxa e8] [enuajod SSIsSe OS[e SAA 9SBD Y] JO JUSLUSSISSE § [aSUnod
[283] 2pISING JNO SUIPN|DUI ‘UOHBULIOI J|CB|IBAR 3 JO JUSWISSISSE UNO UO PISE( $1S0D JUSWSISS
4410 pUB 35U3Jap [B33] POIBWIISS BN.IDJB SM ‘UCIIPPE U] 'UCHESII| YONS JO JUSWISSISSE JURAIND N0
uodn paseq uonuod Painsul-{as JNO O} SIAUISSL PRTBLINSS UIRIUIBLL SM UDIYM 10} S9|QEINPap
Buidien yum 38EU9A0D 3IUBINSUI [BIDBWILLOD UIRIUBW 9M ‘suoipde Suipusd uleliad o) 1adsad
YUAA 'SI5I0M paunfur O} pauspual $921A195 edipawl Jo Juawided uoj suapinoad Aq swiep pue uon
-esUSAWIOD SUSIOM JO) SWIED AQ paidsye AlDadipul aq Ued am Juswdojarap sso| 1oy Juawisnipe
0} Palgns si ydiym ANUIBPU| [e7) JO 3JBS BY] WO} NP S|JRAIDR] 310U BY] JO SWISY S} Jopun
‘UOIIPPE U] "92URINSUI AQ PAUDAOD JOU e Jey) sadewep aAniund Joj Swied 98 OS[e ABW SAA
“SIOQUISL JBY10 PUB O|AJH OF PaUapuad S3IA4as [ea1paw Joj Juawided Joj suapiroad Aq swiep pue
SUBQUISW ONJH ©O1 PaJapuaL S3DIAISS [BIIPW 10} JuswAed Jo 28euaA0D 1o swire|d ‘adnoeadiew
[ESIP3W JO SWIEP ‘O Pl JOU SI ING ‘SIPNPUI UOIESH| YONG 'SSAUISNG JO 3SIN0D AUBUIPIO
oyl Ul uonedy| JSLIO puUB SWIEP SNOLIBA 0} 199[gNs 24 SAA “s[enaddy [e8a pue uone3ni

‘suonesado Jo synsad Jno uo edwl wedyiuds e
aney ABW JUSWISIISS [BUY SIUY ‘SIUBWS|1IBS SNoIABId Yim sy 'a|geded aued yieay Aueyijiw Suuews.
ayy jo uonuod parewnss ayy (o oyl Aed |Im SHIAS IUSWSIISS 8yl JO UOISNDUOD U} 1y
‘pouad uondo siyy 10y soreWIRsa asuRdXa aued ey pajepdn o) Jususnipe [Bul B PUB Sjuswl
-1snlpe anUaAS. [RUY BUL SPN[UI [|IM JUBWRIHSS SIY | 'GO0T JO 4auenb puodas auyy ulnp xis pouad
uondo 40} (JOCT 343 YuMm JusLa[1as uauwisnipe aoud pig [euy syy Suienodau sa1edinue GG

SNOILVY3IdO 40 SL1NS3IY¥ ANV

NOILIANOD 1VIDONVNI4 40 SISATVNY ANV NOISSNDSIA S.INTJWIDVYNVK




MANAGEMENT’S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION

AND RESULTS OF OPERATIONS

Based on our new actuary's analyses as well as considering the historical adverse loss develop-
ment trend, we recorded a valuation allowance of $15.0 million in December 2004. Partially
offsetting this was a reduction in accrued liabilities related to the sale. As noted above, we are
contractually obligated for the performance of certain transition services through December 31,
2009.We previously accrued net liabilities for the then projected deficiency in the revenues to be
received to perform the services. Due to actual revenues exceeding estimates and actual
expenses being less than projected expenses, we re-evaluated the remaining liabilities which
resulted in a $5.5 million reduction.

Any future adverse loss development could have a material effect on our financial results. For
example, a 1% increase in the projected loss and ALAE ratios for all of the 2000 through 2004
accident years would increase the adverse development by approximately $6.4 million. If the loss
and ALAE ratios for all accident years since Cal Indemnity’s inception (1988) increased by 1%, the
adverse development would increase by approximately $17.5 million.

Other. In addition to the critical accounting policies and estimates discussed above, other areas
requiring us to use judgment, assumptions and estimates include, but are not limited to, allowance
for retroactive premium adjustments, potential investments impairment, deferred tax assets and
habilities, contractual discounts on professional fee revenue, allowances for doubtful receivables,
other accrued liabilities, accrued payroll and taxes, post-employment benefit liabilities, unearned
premium revenue and contingent assets and liabilities. For a more extensive discussion of our
accounting policies, see Note 2 in the Notes to the Consolidated Financial Statements.

SIERRA HEALTH SERVICES, INC.

QUANTITATIVE AND QUALITATIVE DISCLOSURES ABOUT MARKET RISK

We are exposed to market risk for the impact of interest rate changes and changes in the market
value of our investments. We have not utilized derivative financial instruments in our investment
portfolio.

Our exposure to market risk for changes in interest rates relates primarily to our investment
portfolio. At December 31, 2004, including discontinued operations, we had approximately
$382.5 million in cash and cash equivalents and current, long-term and restricted investments. Of
the total investments of $174.2 million, approximately $146.8 million are classified as available-for-
sale and $28.1 million are classified as held-to-maturity. These investments are primarily in fixed
income investment grade securities. Qur investment policy emphasizes return of principal and
liquidity and is focused on fixed returns that limit volatility and risk of principal. Because of our
investment policies, the primary market risk associated with our portfolio is interest rate risk.

Assuming interest rates were to increase by a factor of 1.1, the net hypothetical loss in fair value
of stockholders’ equity related to financial instruments is estimated to be approximately $500,000
after tax (0.3% of total stockholders’ equity). We believe that such an increase in interest rates
would not have a material impact on future earnings or cash flows, as it is unlikely that we would
need or choose to substantially liquidate our investment portfolio.

The effect of interest rate risk on potential near-term net income, cash flow and fair value was
determined based on commonly used interest rate sensitivity analyses. The models project the
impact of interest rate changes on a wide range of factors, including duration and prepayment.
Fair value was estimated based on the net present value of cash flows or duration estimates,
assuming an immediate 10% increase in interest rates. Because duration is estimated, rather than
a known quantity, for certain securities, other market factors may impact security valuations and
there can be no assurance that our portfolio would perform in tine with the estimated values.
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MANAGEMENT’S REPORT OF INTERNAL CONTROL OVER FINANCIAL REPORTING

Management of Sierra Health Services, Inc. (the “Company”) is responsible for establishing and
maintaining adequate internal control over financial reporting and for the assessment of the effec-
iveness of internal control over financial reporting. As defined in Rules |3a-15(f) and 15d-15(f)
inder the Securities Exchange Act of 1934, internal control over financial reporting is a process
designed by, or supervised by, the Company’s principal executive and principal financial officers,
aind effected by the Company’s board of directors, management and other personnel, to provide
-easonable assurance regarding the reliability of financial reporting and the preparation of finan-
cial statements in accordance with generally accepted accounting principles.

The Company's internal control over financial reporting is supported by written policies and
orocedures, that (1) pertain to the maintenance of records that, in reasonable detail, accurately
and fairly reflect the transactions and dispositions of the Company’s assets; (2) provide reason-
able assurance that transactions are recorded as necessary to permit preparation of financial
statements in accordance with generally accepted accounting principles, and that receipts and
=xpenditures of the Company are being made only in accordance with authorizations of the
Company’s management and directors; and (3) provide reasonable assurance regarding preven-
ion or timely detection of unauthorized acquisition, use, or disposition of the Company's assets
that could have a material effect on the financial statements.

Because of its inherent limitations, internal control over financial reporting may not prevent or
detect misstatements. Projections of any evaluation of effectiveness to future periods are subject
to the risk that controls may become inadequate because of changes in conditions, or that the
degree of compliance with the policies or procedures may deteriorate.

ADDITIONAL DISCLOSURES

The Company timely submitted to the New York Stock Exchange (NYSE) its previous year's
Annual CEO Certification as required by Section 303A.12(a) of the NYSE Listed Company
Manual. The Certification contained no qualifications.

The Company has filed with the Securities and Exchange Commission, as exhibits to its most
recently filed Form 10-K the Sarbanes-Oxley Act Section 302 Certifications.

SIERRA HEALTH SERVICES, INC.

In connection with the preparation of the Company’s annual financial statements, management of
the Company has undertaken an assessment of the effectiveness of the Company’'s internal
control over financial reporting as of December 31,2004 based on criteria established in Internal
Control—Integrated Framework issued by the Committee of Sponsoring Organizations of the
Treadway Commission. Management's assessment included an evaluation of the design of the
Company's internal control over financial reporting and testing of the operational effectiveness of
the Company’s internal control over financial reporting.

Based on this assessment, management did not identify any material weakness in the Company's
internal control, and management has concluded that the Company's internal control over finan-
cial reporting was effective as of December 31, 2004.

Deloitte & Touche LLE the independent registered public accounting firm that audited the
Company’s financial statements included in this report, have issued an attestation report on
management’s assessment of internal control over financial reporting, a copy of which is included
in this Annual Report.

Rosttons by e

Anthony M. Marlon, M.D.
Chairman, President and
Chief Executive Officer
March 14, 2005

Paul H. Palmer

Senior Vice President, Finance

Chief Financial Officer and Treasurer
March 14, 2005
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_ONSOLIDATED BALANCE SHEETS

DECEMBER 31,

SIERRA HEALTH SERVICES, INC.

In thousands, except per share data) 2004 2003
ASSETS
“URRENT ASSETS:
Cash and Cash Equivalents $ 205290 $ 118473
Investments 147,264 197,573
Accounts Receivable (Less Allowance for Doubtful Accounts: 2004—$5,380; 2003—$7,342) 15,150 12,080
Military Accounts Receivable (Less Allowance for Doubtful Accounts: 2004 and 2003—$% 100) 25,452 47,389
Current Portion of Deferred Tax Asset 17,560 33,708
Prepaid Expenses and Other Current Assets 36,106 37,478
Assets of Discontinued Operations 4,152 533,756
Total Current Assets 450,974 980,457
ROPERTY AND EQUIPMENT, NET 71,152 63,109
RESTRICTED CASH AND INVESTMENTS 20,353 17,646
SOODWILL (Less Accumulated Amortization: 2004 and 2003—%$6,972) 14,782 14,782
DEFERRED TAX ASSET (Less Current Portion) 13275 1,501
NOTE RECEIVABLE (Less Valuation Allowance: 2004—$15,000) 47,000 —
DTHER ASSETS 72,244 46,626
JOTAL ASSETS $ 689,780 $ 1,134,12]
IABILITIES AND STOCKHOLDERS EQUITY
“URRENT LIABILITIES:
Accrued Liabilities $ 75646 $ 55633
Trade Accounts Payable 7,123 37,787
Accrued Payroll and Taxes 27,668 16,573
Medical Claims Payable 119,337 103,749
Unearned Premium Revenue 50,763 45,888
Military Health Care Payable 17,061 76,605
Current Portion of Long-term Debt 100 163
Liabilities of Discontinued operations 610 472,407
Total Current Liabilities 298,308 808,805
ONG-TERM DEBT (Less Current Portion) 125,395 16,645
DTHER LIABILITIES 64,380 57,907
TOTAL LIABILITIES 488,083 983,357
“OMMITMENTS AND CONTINGENCIES
> TOCKHOLDERS' EQUITY:
Preferred Stock, $.01 Par Value, 1,000 Shares Authorized; None Issued or Outstanding
Common Stock, $.005 Par Value, 60,000 Shares Authorized; 2004—35,573; 2003—33,173 shares issued B 178 |66
Treasury Stock: 2004—9,192; 2003—6,221 Common Stock Shares (237.876) (112,737)
Additional Paid-in Capital 286,571 227417
Deferred Compensation (288) (22)
Accumulated Other Comprehensive Loss (245) (479)
Retained Earnings 153,357 36,419
[OTAL STOCKHOLDERS' EQUITY 201,697 150,764
[OTAL LIABILITIES AND STOCKHOLDERS EQUITY $ 689,780 $ 1,134,121

ee the accompanying notes to consolidated financial statements.
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_ONSOLIDATED STATEMENTS OF STOCKHOLDERS” EQUITY

SIERRA HEALTH SERVICES, INC.

ACCUMULATED
OTHER RETAINED
COMPRE- EARNINGS TOTAL
"OR THE YEARS ENDED DECEMBER 31, cOMMON sTOCK nTreasury  APPILONNG PCOMPEN. T 'GAIN U LATED  HOLDERS
In thousands) SHARES AMOUNT SHARES AMOUNT CAPITAL SATION (LOSS) DEFICIT) EQUITY
SALANCE, JANUARY 1, 2002 29,648 % 148 1,523 $ (22,789) $ 181076 & (1.058) $ (5.636) $ (55222) $ 96,519
_ommon Stock Issued in Connection with Stock Plans 1,305 7 (360) 5641 8,798 (4,287) 10,159
ncome Tax Benefit Realized Upon Exercise of Stock Options 6,837 6,837
Amortization of Deferred Compensation 585 585
_omprehensive Income:
Net income 36,448 36,448
Other Comprehensive Income:
Unrealized Holding Gain on Available-for-Sale Investments ($10,671 Pretax) 6,936 6,936
Reclassification Adjustment for Losses Included in Net Income ($217 Pretax) 141 41
Minimum Pension Liability Adjustment ($1,630 pretax) (1,060) (1,060}
lotal Comprehensive Income 6,017 36,448 42,465
SALANCE, DECEMBER 31,2002 30953 155 [,163 (17,148) 196,711 (473) 381 (23061) 156,565
—_ommon Stock lIssued in Connection with Stock Plans 2,220 I (272) 3,896 18,110 (2,846) 19,171
ncome Tax Benefit Realized Upon Exercise of Stock Options 12,596 12,596
Amortization of Deferred Compensation 451 451
Repurchase of Common Stock Shares 5,330 (99,485) (99,485)
_omprehensive Income:
Net Income 62,326 62,326
Other Comprehensive Income:
Unrealized Holding Loss on Available-for-Sale Investments ($4,446 Pretax) (2,890) (2.890)
Reclassification Adjustment for Gains Included in Net Income ($1,493 Pretax) 970 970
Minimum Pension Liability Adjustment ($1,630 Pretax) 1,060 1,060
[otal Comprehensive Income (860) 62,326 61,466
SALANCE, DECEMBER 31,2003 33,173 166 6,221 (112737) 227417 (22) (479) 36419 150,764
“ommon Stock Issued in Connection with Stock Plans 2,400 12 (415) 8,670 31,867 (6313) (5,799) 28,437
ncome Tax Benefit Realized Upon Exercise of Stock Options 27,287 27,287
Amortization of Deferred Compensation 6,047 6,047
Repurchase of Common Stock Shares 3,386  (133,809) (133,809)
_omprehensive Income:
Net Income 122,737 122,737
Other Comprehensive Income:
Unrealized Holding Gain on Available-for-Sale Investments ($58 pretax) . ~ o 38 38
Reclassification Adjustment for Losses Included in Net Income ($301 Pretax) 196 196
Total Comprehensive Income 234 122,737 122971
SALANCE, DECEMBER 31, 2004 35573 % 178 9,192 $(237876) $ 286571 $  (288) $ (245) $ 153,357 $ 201,697

>ee the accompanying notes to consolidated financial statements.
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

I. BUSINESS

Business. The consolidated financial statements include the accounts of Sierra Health Services,
nc. and its subsidiaries (collectively referred to as “Sierra” or the “Company"). Sierra is a managed
nealth care organization that provides and administers the delivery of comprehensive health care
brograms with an emphasis on quality care and cost management. Sierra’s broad range of
managed health care services are provided through its health maintenance organization
("HMQO™), managed indemnity plans, military health services programs, third-party administrative
services programs for employer-funded health benefit plans and medical management programs.
Ancillary products and services that complement the Company's managed health care product
ines are also offered.

The Company's continuing operations currently operate in two reportable segments: managed
care and corporate operations and military health services operations. The Company’s prior third
reportable segment, workers' compensation operations, was classified as a discontinued opera-
tion and was sold on March 31, 2004.

Discontinued Operations. During the third quarter of 2001, the Company announced its
plan to exit the Texas HMO health care market and received formal approval from the Texas
Department of Insurance to withdraw its HMO operations in mid-October 2001. The Company
ceased providing HMO health care coverage in Texas on Aprit 17,2002.

The Company elected to early adopt Statement of Financial Accounting Standards No. 144,
“Accounting for the Impairment or Disposal of Long-Lived Assets” (“SFAS No. 144"), effective
January |, 2001. In accordance with SFAS No. 144, beginning January [, 2001, the Texas HMO
health care operations were reclassified and presented as discontinued operations.

In accordance with SFAS No. |44, during the fourth quarter of 2002, the Company reclassified
its workers' compensation insurance operations as discontinued operations. During the fourth
quarter of 2003, the Company announced that it and its wholly-owned subsidiary, Cli Financial
Inc. ("ClI"), entered into a Stock Purchase Agreement, which provides for the sale of all of the
capital stock of California Indemnity Insurance Company (“Cal Indemnity”), a wholly-owned
subsidiary of ClI.

On March 31,2004, the Company completed the sale of Cal Indemnity which was ClI's only signif-
icant asset. Cal Indemnity’s subsidiaries, which were included in the sale, are Commercial Casualty
Insurance Company, Sierra Insurance Company of Texas, and Cll Insurance Company.

The individual line items on the consolidated balance sheets have been presented net of the
discontinued operations with the total assets and liabilities of the discontinued operations

SIERRA HEALTH SERVICES, INC.

presented on one line within current assets and current liabilities, respectively. The results of oper-
ations from the discontinued operations have been reported net of tax as a separate component
of income on the consolidated statements of operations. The cash flows from the discontinued
operations have been reported as a separate component on the consolidated statements of cash
flows. See Notes 9 and 10 for disclosure on and a description of the discontinued operations.

2. SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

Principles of Consolidation. All significant intercompany transactions and balances have been elim-
inated in consolidation. Sierra’s consolidated subsidiaries include: Health Plan of Nevada, Inc.
("HPN") and Texas Health Choice, LC. ("TXHC"), which are licensed HMOs; Sierra Health and
Life Insurance Company, Inc. (“SHL"), a health and life insurance company; Southwest Medical
Associates, Inc. ("SMA™), a multi-specialty medical provider group; Sierra Military Health Services,
LLC, and its subsidiary, (“SMHS™), a company that provided and administered managed care serv-
ices to certain TRICARE eligible beneficiaries; ClI; administrative services companies; a home
health care agency; an in-home hospice agency; a home medical products subsidiary; and a
company that provides and manages mental health and substance abuse services.

Medical Premiums. Membership contracts are generally established on an annual basis subject
to cancellation by the employer group or Sierra generally upon 60 days written notice. Premiums,
including premiums from both commercial and governmental programs, are due monthly and are
recognized as revenue during the period in which members are entitled to receive services and
are net of estimated retroactive adjustments of members and groups. Non-Medicare member
enrollment is represented principally by employer groups. HPN offers a prepaid health care
program to Medicare recipients. Revenues associated with Medicare recipients were approxi-
mately $455.0 million, $375.2 million and $340.1 million in 2004, 2003 and 2002, respectively.
Premiums collected in advance are recorded as unearned premium revenue and can include
payments under prepaid Medicare contracts with the Centers for Medicare and Medicaid
Services ("CMS") and prepaid HPN commercial and SHL PPO premiums.

Military Contract Revenues. Revenue under the Department of Defense TRICARE contract
is recorded based on the contract price as agreed to by the federal government. The health care
component of the TRICARE contract has a fixed bid price component (established when the
contract was awarded based on the government's assumptions regarding enrollment and utiliza-
tion), as well as a Bid Price Adjustment (“BPA”) component. The BPA is used to adjust the fixed
bid price health care component up or down over the course of the contract for changes in
health care cost trends due to changes in enrollment and utilization patterns from the govern-
ment's original assumed enrollment and utilization patterns. On a monthly basis, SMHS records
the base bid health care revenue component as stated in the original bid and SMHS also records
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

Investments. Investments consist primarily of US. Government and its agencies’ securities,
municipal bonds, corporate bonds, securities and first trust deed mortgage notes. All investments
that have not been designated as held-to-maturity are designated as available-for-sale and are
stated at fair value. Fair value is estimated primarily from published market values at the balance
sheet date. All non-restricted available-for-sale investments are classified as current assets. These
nvestments are available for use in the current operations regardless of contractual maturity
dates. Restricted investments are classified as non-current assets. Realized gains and losses are
calculated using the specific identification method and are included in investment and other
revenues. Unrealized holding gains and losses on available-for-sale securities are included as a
separate component of stockholders’ equity, net of income tax effects, until realized.

nvestments that the Company has the intention and ability to hold to maturity are stated at
amortized cost and categorized as held-to-maturity. All non-restricted investments designated as
neld-to-maturity are classified as current assets if expected maturity is within one year of the
valance sheet date. Otherwise, they are classified as long-term investments. The Company's held-
fo-maturity investments consist of first trust deed mortgage notes. The Company does not
delieve any of its investments are other than temporarily impaired at December 31, 2004,

Restricted Cash and Investments. Certain subsidiaries are required by state regulatory
igencies to maintain deposits and must also meet net worth and reserve requirements. The
Company believes its subsidiaries are in compliance with the applicable minimum regulatory and
zapital requirements.

Military Accounts Receivable. Amounts receivable under government contracts are
“omprised primarily of amounts due from military treatment facilities, estimates of adjustments
under the contract based on actual experience, estimates of the earned portion of any change
>rders not originally specified in the contract and amounts due under the phase-out contract.

Reinsurance Recoverable. In the normal course of business, the Company secks to reduce
he effects of catastrophic and other events that may cause unfavorable underwriting resuits by
einsuring certain levels of risk with other reinsurers. Reinsurance receivable for ceded paid claims
s recorded in accordance with the terms of the agreements and reinsurance recoverable for
unpaid losses and loss adjustment expense and medical claims payable is estimated in a manner
-onsistent with the claim liability associated with the reinsurance policy. Reinsurance receivables,
ncluding amounts related to paid and unpaid losses, are reported as assets rather than a reduc-
ion of the related liabilities.

SIERRA HEALTH SERVICES, INC.

The Company is covered under medical reinsurance agreements that provide coverage for 50%
- 90% of hospital and other costs in excess of $350,000 per case, up to a maximum of $2.0 million
per member per lifetime for both the managed indemnity and HMO subsidiaries.

Certain of the Company's HMO members are covered by an excess catastrophe reinsurance
contract and SHL maintains reinsurance on certain of its insurance products. Reinsurance
premiums of $1.9 million, $2.2 million and $2.3 million, net of reinsurance recoveries of $3.1
million, $2.3 million and $1.3 million, are included in medical expenses for 2004, 2003 and 2002,
respectively.

Property and Equipment. Property and equipment is stated at cost less accumulated depre-
ciation. Maintenance and repairs that do not significantly improve or extend the life of the respec-
tive assets are charged to operations. The Company capitalizes interest expense as part of the
cost of construction of facilities and the implementation of computer systems. Depreciation is
computed using the straight-line method over the estimated service lives of the assets or terms
of leases if shorter. Estimated useful lives are as follows:

Buildings and Improvements 10 - 30 years
Leasehold Improvements 3 - 10 years
Data Processing Hardware and Software 3 - 10 years
Furniture, Fixtures and Equipment 3 -5 years

Goodwill. The goodwill balance at December 31, 2004, was $14.8 million, all of which is part of
the managed care and corporate operations segment. During 2004, 2003 and 2002, the
Company’'s assessment of goodwill resulted in no impairment of goodwill.

Treasury Stock. Shares purchased and placed in treasury are valued at cost. Subsequent sales
of treasury stock at amounts in excess of their cost are credited to additional paid-in capital. Sale
of treasury stock at amounts below their cost are charged to additional paid-in capital to the
extent it includes gains from previous sales and the remainder to retained earnings. Sales of
treasury shares in 2004 and 2003, at amounts below their cost of $5.8 million and $2.8 million,
respectively were charged to retained earnings, as the Company did not previously have gains in
additional paid-in capital. All sales of treasury shares in 2004 and 2003 were in connection with

the exercise-of stock options.

Stock Option Plans. The Company has several plans, which are described more fully in Note
[6. The Company accounts for its stock-based compensation using the intrinsic value method
prescribed by Accounting Principles Board Opinion No. 25, “Accounting for Stock Issued to
Employees,” as amended. Accordingly, no compensation cost has been recognized for the
Company's employee stock plans except for those expenses associated with the restricted
stock units.
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

etroactive adoption options. The prospective method requires that compensation expense be
-ecorded for all unvested stock options and restricted stock at the beginning of the first quarter
>f adoption of SFAS 123R The retroactive methods would record compensation expense for all
anvested stock options and restricted stock beginning with the first period restated. Prior periods
may be restated either as of the beginning of the year of adoption or for all periods presented.
The Company is currently evaluating the requirements of SFAS 123R. The Company anticipates
adopting the prospective method of SFAS 123R and expects that the adoption will have an after
rax earnings impact of approximately $1.5 to $2.0 million for 2005.

“merging Issues Task Force lssue 04-8, "Accounting Issues Related to Certain Features of
Contingently Convertible Debt and the Effect on Diluted Earnings per Share” (“EITF 04-8")
Hecame effective beginning in the Company’s fourth quarter of 2004. EITF 04-8 addresses when
he dilutive effect of contingently convertible debt with a market price trigger should be included
n diluted earnings per share calculations. The EITF's conclusion is that the market price trigger
should be ignored and that these securities should be treated as convertible securities and
ncluded in diluted earnings per share regardless of whether the conversion contingencies have
been met. EITF 04-8 also requires restatement of all prior periods for which the convertible
debentures were outstanding. Since the market price condition has been satisfied in every quarter
since the fourth quarter of 2003, the debentures have already been considered common stock
=quivalents and were included in the calculation of weighted average common shares outstanding
assuming dilution for each quarter of 2004. The amounts previously reported for earnings per
share assuming dilution and weighted average common shares assuming dilution for 2003 of
$2.05 and 30,421,000, respectively, have been restated in accordance with EITF 04-8.

In March 2004, the FASB approved the consensus reached on the Emerging lssues Task Force
ssue No. 03-1, “The Meaning of Other-Than-Temporary impairment and lts Application to
Certain Investments” (“"EITF 03-1"). The Issue's objective is to provide guidance for identifying
otherthan-temporarily impaired investments. EITF 03-1 also provides new disclosure require-
ments for investments that are deemed to be temporarily impaired. In September 2004, the FASB
ssued a FASB Staff Position EITF 03-1-1 that delays the effective date of the measurement and
recognition guidance in EITF 03-1 until further notice. The disclosure requirements of EITF 03-1
are effective with this annual report for 2004. Once the FASB reaches a final decision on the
measurement and recognition provisions, the company will evaluate the impact of the adoption
of the accounting provisions of EITF 03-1.

SIERRA HEALTH SERVICES, INC.

In December 2003, the FASB, issued Statement of Financial Accounting Standards No. 132
(Revised 2003), “Employers’ Disclosures about Pensions and Other Postretirement Benefits, an
amendment of FASB Statements No. 87,88 and 106" ("SFAS No. | 32R™). SFAS No. | 32R retains
the disclosure requirement contained in the original FASB Statement No. 132, “Employers’
Disclosures about Pensions and Other Postretirement Benefits”, which it replaces. The statement
also requires additional disclosures to those in the original FASB Statement No. 132 about the
assets, obligations, cash flows, and net periodic benefit cost of defined benefit pension plans and
other postretirement plans. See Note |15 for disclosure on the Company's defined benefit plan.

Use of Estimates and Assumptions in the Preparation of Financial Statements. The
preparation of financial statements in conformity with accounting principles generally accepted in
the United States of America requires management to make estimates and assumptions that
affect the reported amounts of assets and liabilities and disclosure of contingent assets and liabil-
ities at the date of the financial statements and the reported amounts of revenues and expenses
during the reporting period. Management must exercise its judgment taking into consideration
the facts and circumstances in selecting assumptions and other factors in calculating its estimates.
On an on-going basis, management re-evaluates its assumptions and the methods of calculating
its estimates. Estimates and assumptions include, but are not limited to, medical expenses and
reserves, military revenue and expenses, reinsurance recoverables, legal reserves, fair values of
investments, amounts receivable or payable under government contracts, deferred income taxes,
goodwill, asset allowances, accrued liabilities, malpractice reserves and amounts collectable from
notes receivable. Actual results may materially differ from estimates.

Reclassifications. Certain amounts in the Consolidated Financial Statements as of and for the
years ended December 31, 2003 and 2002 have been reclassified to conform with the current
year presentation. The reclassifications have no effect on net income or stockholders' equity as
previously reported.
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

The following table summarizes the Company's current, long-term and restricted investments
from continuing operations at December 31, 2004:

SIERRA HEALTH SERVICES, INC.

The following table summarizes the Company's current and restricted investments, from contin-

uing operations, at December 31, 2003:

GROSS GROSS GROSS GROSS
AMORTIZED UNREALIZED UNREALIZED FAIR AMORTIZED UNREALIZED UNREALIZED FAIR
(In thousands) cosT GAINS LOSSES VALUE (In thousands) cosT GAINS LOSSES VALUE
AVAILABLE-FOR-SALE INVESTMENTS: AVAILABLE-FOR-SALE INVESTMENTS:
Classified as Current: Classified As Current:
US. Government and US. Government and
its Agencies $ 33949 $ 144 $ 189 $ 33904 its Agencies $ 73461 $ 168 $ 925 $ 72704
Municipal Obligations 81,730 223 269 81,684 Municipal Obligations 102,469 283 194 102,558
Mortgage Backed Securities 545 8 2 551 Mortgage Backed Securities 96| 4 — 965
Corporate Bonds 7,007 49 13 7,043 Corporate Bonds |78 8 — 186
Other Debt Securities 60 — — 60 Other Debt Securities 18,559 — — 18,559
Total Debt Securities 123,291 424 473 123,242 Total Debt Securities 195,628 463 119 194,972
Preferred Stock 1,593 25 |71 {447 Preferred Stock 2,663 — 62 2,601
Total Current 124,884 449 644 124,689 Total Current 198,291 463 1,181 197,573
Classified as Restricted: Classified as Restricted:
U.S. Government and U.S. Government and
its Agencies 10,153 4 178 9,979 its Agencies 7,764 99 — 7.863
Municipal Obligations 2,160 21 — 2,181 Municipal Obligations 2,260 39 21 27278
Other Debt Securities 8,193 — — 8,193 Other Debt Securities 7,505 — — 7,505
Total Restricted 20,506 25 178 20,353 Total Restricted 17,529 138 21 17,646
Total Available-for-Sale $ 145,390 $ 474 $ 822 $ 145,042 Total Available-for-Sale $ 215,820 $ 601 $ 1,202 $ 215219
HELD-TO-MATURITY INVESTMENTS:
Classified as Current:
First Trust Deed
Mortgage Notes $ 22575 $ — $ — $ 22575
Classified as Long-term:
First Trust Deed
Mortgage Notes 5,500 — — 5,500
Total Held-to-Maturity $ 28075 $ — $ — $ 28075
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

5. LONG-TERM DEBT

Debt at December 31, consists of the following:

(In thousands) 2004 2003
) /4% Senior Convertible Debentures $ 115000 $ 115000
Revolving Credit Facility 10,000 —
Capital Leases and Other 495 1,808
Total 125,495 116,808
Less Current Portion (100) (163)
L ong-term Debt $ 125395 $ 116645

Sierra Debentures. In March 2003, the Company issued $115.0 million aggregate principal
amount of its 2 /4% senior convertible debentures due March 15,2023.The debentures are not
suaranteed by any of Sierra’s subsidiaries. The debentures pay interest, which is due semi-
annually on March 15 and September |5 of each year. Each $1,000 principal amount of
debentures is convertible, at the option of the holders, into 54.6747 shares of Sierra Health
Services, Inc., common stock prior to March 15, 2023 if. (i) the market price of the Company's
common stock for at least 20 trading days in a period of 30 consecutive trading days ending on
the last trading day of the preceding fiscal quarter exceeds 120% of the conversion price per
share of the Company’s common stock; (i) the debentures are called for redemption; (iii) there
s an event of default with respect to the debentures; or (iv) specified corporate transactions
have occurred. Beginning December 2003 and for each subsequent period, the market price of
the Company’s common stock has exceeded 120% of the conversion price for at least 20
trading days in a period of 30 consecutive trading days. The conversion rate is subject to certain
adjustments. This conversion rate initially represents a conversion price of $1829 per share.
Holders of the debentures may require the Company to repurchase all or a portion of their
debentures on March 15 in 2008, 2013 and 2018 or upon certain corporate events including a
change in control. In either case, the Company may choose to pay the purchase price of such
debentures in cash or common stock or a combination of cash and common stock. The
debentures can be redeemed by the Company for cash beginning on or after March 20, 2008.

Revolving Credit Facility. On March 3, 2003, the Company entered into a $65.0 million
revolving credit facility, which replaced its amended and restated credit facility. The facility was set
to expire on April 30, 2006. Effective October 19,2004, the facility has been amended to extend
the maturity of the facility to December 31, 2009, increase the availability to $100.0 million and
reduce the interest rate. The current interest rate on the facility is LIBOR plus 1.2%.The facility is
available for general corporate purposes. At December 31, 2004, the Company has drawn $10.0
million on this facility.

SIERRA HEALTH SERVICES, INC.

The credit facility remains secured by guarantees by certain of the Company’s subsidiaries and a
first priority perfected security interest in (i) all of the capital stock of each of the Company’s
unregulated, material domestic subsidiaries (direct or indirect) as well as all of the capital stock of
certain regulated, material domestic subsidiaries; and (i} all other present and future assets and
properties of the Company and those of its subsidiaries that guarantee the credit agreement obli-
gations (including, without limitation, accounts receivable, inventory, real property, equipment,
contracts, trademarks, copyrights, patents, license rights and general intangibles) subject, in each
case, to the exclusion of the capital stock of Cll and certain other exclusions.

The revolving credit facility has covenants that limit the Company’s ability and the ability of the
Company’s subsidiaries to dispose of assets, incur indebtedness, incur other liens, make invest-
ments, loans or advances, make acquisitions, engage in mergers or consolidations, make capital
expenditures and otherwise restrict certain corporate activities. Per the most recent amendment
dated October 9, 2004, based on the Company exceeding a certain leverage ratio requirement,
the Company’s ability to pay dividends, repurchase its common stock and prepay other debt is
unlimited provided that the Company can still maintain the required ratios after such transaction
or any borrowing incurred as a result of such transaction. In addition, the Company is required to
comply with specified financial ratios as set forth in the credit agreement. The Company believes
it is in compliance with all covenants of the credit agreement.

Other. The Company has obligations under capital leases with effective interest rates from 3.2%
to 12.2%.

Scheduled maturities of the Company’s long-term debt and future minimum payments under
capital leases, together with the present value of the net minimum lease payments at December
31,2004, are as follows:

OBLIGATIONS

YEARS ENDING DECEMBER 31, UNDER CAPITAL

LONG-TERM

(In thousands) DEBT LEASES
2005 $ — $ 135
2006 — I35
2007 — 129
2008 ) ] . ] — 83
2009 10,000 53
Thereafter 115,000 92
Total $ 125,000 627
Less: Amounts Representing Interest (132)
Present Value of Minimum Lease Payments $ 495

The fair value of long-term debt, including the current portion, is estimated to be approximately
$125.6 million based on the borrowing rates currently available to the Company.
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

The tax effects of significant items comprising the net deferred tax assets of the Company's
continuing operations are as follows at December 31:

(In thousands) 2004 2003
Deferred Tax Assets:
Medical Claims Payable $ 7588 $ 7236
Accruals Not Currently Deductible 1,292 4,688
Compensation Accruals 15,997 12217
Bad Debt Allowances 1,007 2,428
Loss Carryforwards and Credits 19,681 18,249
Other 352 391
Total 45917 45,209
Deferred Tax Liabilities:
Depreciation and Amortization 4,688 3,099
Other 517 995
Total 5,205 4,094
Net Deferred Tax Asset Before Valuation Allowance 40,712 41,115
L ess: Valuation Allowance 15,082 —
Net Deferred Tax Asset $ 25630 $ 41,115

At December 31, the Company had alternative minimum tax credits of approximately $4.1
million, which can be used to reduce regular tax liabilities in future years. There is no expiration
date for the alternative minimum tax credits. Also included in loss carryforwards and credits is the
unrealized capital loss on the sale of Cal Indemnity of $43.1 million. There is no tax benefit for
the capital loss due to the nature of the contingent note receivable associated with the sale of
Cal [ndemnity. This foss will not be realized for tax purposes until December 31, 2009. The
Company cannot be assured that it can generate sufficient capital gains during the applicable
carry-over periods to recognize the tax benefit of this capital loss. Accordingly, the Company has
a valuation allowance at December 31, 2004.

The Company, at a consolidated level including discontinued operations, did not have a valuation
allowance at December 31,2003. Under the Company’s tax sharing agreements, the discontinued
operations did have a valuation allowance at December 31, 2003, which was eliminated in the

Company’s consolidated financial statements.

Current income tax receivables, including discontinued operations, total $2.3 million at December
31,2004, and $10.0 million at December 31, 2003. Current income tax payables total $4.1 million
at December 31, 2004.

SIERRA HEALTH SERVICES, INC.

9. TEXAS DISCONTINUED OPERATIONS

During the third quarter of 2001, the Company announced its plan to exit the Texas HMO health
care market and received formal approval from the Texas Department of Insurance to withdraw
its HMO operations in mid-October 2001. The Company ceased providing HMO health care
coverage in Texas on April 17, 2002.

The Company elected to early adopt SFAS No. 144 effective January |,2001. In accordance with
SFAS No. 144, the Company’s Texas HMO subsidiaries’ health care operations were reclassified
as discontinued operations.

The following are the assets and liabilities of the Company’s discontinued Texas HMO subsidiaries’
health care operations:

DECEMBER 31,

(In thousands) 2004 2003
ASSETS

Cash and Cash Equivalents $ 2329 $ 47
Investments 1,811 4,048
Other Assets i2 15
Total Assets 4,152 4210
LIABILITIES

Accounts Payable and Other Liabilities . 610 2,658
Medical Claims Payable — 202
TOTAL LIABILITIES 610 2,860
NET ASSETS OF DISCONTINUED OPERATIONS $ 3542 $ 1,350

The assets and liabilities above do not include an intercompany liability of $1.9 million and $6.9
million from the Company's Texas HMO subsidiaries to Sierra at December 31, 2004 and 2003,
respectively. The liability has been eliminated upon consolidation.

Management believes that the remaining liabilities;, at December 31, 2004, are appropriate and
that no further revisions to the estimates are necessary at this time. Based on the current esti-
mated Texas HMO health care remaining liabilities, the Company believes the Texas HMO
subsidiaries have adequate funds available and the ability to fund the anticipated obligations.
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

ndemnity and its subsidiaries. Sierra will be responsible for this administrator’s costs and for
oroviding certain transition services for varying terms to Cal Indemnity. The purchaser of Cal
Indemnity will pay Sierra for these costs from an account consisting of the ULAE reserves and
accrued liabilities as of the closing, a percentage of premiums earned after the closing, plus
accrued interest on the ULAE reserves. In addition, Sierra is providing workers’ compensation
managed care services at market rates to Cal Indemnity. For the year ended December 31, 2004,
the Company recorded $12.1 million in administrative services revenue and $12.1 million in oper-
ating expenses to provide the contractual administrative services.

The Company had previously estimated that the revenues and funds the Company expected to
receive would not cover the expected cost to provide the contractual administrative services so
the Company accrued additional liabilities at March 31, 2004 to cover the expected deficiency.
Due to actual revenues exceeding estimates and actual expenses being less than projected
expenses, the Company reduced the accrued liabilities by $5.5 million during the year ended
December 31, 2004.

The Company’s December 31,2004 Consolidated Balance Sheet does not include the assets and
liabilities of Cal Indemnity due to the disposal of those assets and liabilities at March 31, 2004.The
Company's Consolidated Statement of Income for the year ended December 31, 2004 reflects
the activity of the discontinued operations through the disposal date, March 31, 2004. Any subse-
quent activity related to this disposal has been reflected in continuing operations.

The following were the assets and liabilities of the discontinued cperations of ClI:

DECEMBER 31,

(In thousands) 2003
ASSETS

Cash and Cash Equivalents $ 58634
Investments 243,647
Reinsurance Recoverable 177333
Property and Equipment, Net 1,612
Other Assets 48,320
TOTAL ASSETS ] 929546
LIABILITIES

Accounts Payable and Other Accrued Expenses 54,208
Reserve for Loss and Loss Adjustment Expenses 415,339
TOTAL LIABILITIES 469,547
NET ASSETS OF DISCONTINUED OPERATIONS $ 59999

SIERRA HEALTH SERVICES, INC.

The following are condensed statements of operations of the discontinued operations of ClI:

YEARS ENDED DECEMBER 31,
(In thousands) 2004 2003 2002
Operating Revenues:
Specialty Product Revenues $ 19015 $ 123001 $ 176,189
Investment and Other Revenues 1,290 9,301 12,633
Total Revenues 20,305 132,302 188,822
Operating Expenses:
Specialty Product Expenses 20917 145,824 209,601
Asset Impairment — 15610 —
Interest Expense and Other, Net (91) (968) 1,059
Total Expenses 21,826 160,466 210,660
Loss from Discontinued Operations
Before Income Tax (1,521 (28,164) (21,838)
Income Tax Benefit 839 5,281 7,506
Net Loss from Discontinued Operations $ (682) $ (22,883) $ (14332)

The activity for 2004 is through the disposal date, March 31, 2004. Al activity subsequent to
March 31, 2004 is reflected in continuing operations. Specialty product revenues consisted of
workers' compensation insurance net earned premiums. Specialty product expenses consisted of
loss and loss adjustment expenses incurred and general and administrative expenses.

1. COMMITMENTS AND CONTINGENCIES

Leases. The Company is the lessee under several operating leases, most of which relate to office
facilities and equipment. The rentals on these leases are charged to expense over the lease term
as the Company becomes obligated for payment and, where applicable, provide for rent escala-
tions based on certain costs and price index factors. The following is a schedule, by year, of the
future minimum lease payments under existing operating leases:

YEARS ENDED DECEMBER 3T, o : )
(In thousands)

2005 $ 19370
2006 18,472
2007 17,895
2008 17218
2009 16,612
Thereafter 97,366
Total $ 186933
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

13. MEDICAL CLAIMS PAYABLE

The following table reconciles the beginning and ending balances of medical claims payable:

SIERRA HEALTH SERVICES, INC.

14. MILITARY HEALTH CARE PAYABLE

The following table reconciles the beginning and ending balances of military health care payable:

YEARS ENDED DECEMBER 31,
(In thousands) 2004 2003 2002
Medical Claims Payable,
Beginning of the Period . $ 103,749 $ 9803l $ 81662
Add: Components of Incurred
Medical Expenses
Current Period Medical Claims 889921 776,857 723,167
Changes in Prior Periods’ Estimates (r421) (13,992) (10,877)
Total Incurred Medical Expenses 878,500 762,865 712,290
Less: Medical Claims Paid
Current Period 780934 683,597 630,411
Prior Period 81978 73,550 65510
Total Claims Paid 862912 757,147 695,921
Medical Claims Payable, End of Period $ 119,337 $ 103,749 $ 98031

Amounts incurred related to prior years show that the liability at the beginning of each year was
ultimately greater than the amount subsequently incurred. This favorable development has prima-
rily been a result of claims being settled for amounts less than originally estimated.

YEARS ENDED DECEMBER 31,
(In thousands) 2004 2003 2002
Military Health Care Payable,
Beginning of the Period $ 76,605 $ 65223 $ 77261
Add: Components of Incurred
Medical Expenses
Current Period Medical Claims 220710 318,833 251,632
Changes in Prior Periods' Estimates:
Earnings Related Changes (14,118) (3.235) (4,601)
Non-Earnings Related Changes (6,462) (10,777) (16509)
Total Incurred Medical Expenses 200,130 304,821 230,522
Less: Military Contract Claims Paid
Current Pericd 201,950 244,644 194,659
Prior Period 57,724 48,795 47901
Total Military Contract Claims Paid 259,674 293,439 242560
Military Health Care Payable, End of Period $ 17,061 $ 76605 $ 65223

The military contract expenses presented in the Consolidated Staterents of Operations include
the total incurred medical expenses presented above and the general and administrative
expenses for SMHS. SMHS' general and administrative expenses under the military contract
totaled $117.6 million, $147.7 million and $129.9 million for the years ended December 31,2004,
2003, and 2002, respectively. Total incurred medical contract expenses include the current year
expenses plus adjustments to prior periods’ estimates. Any subsequent change in an estimate for
a prior period is reflected in the current year. Certain adjustments to prior periods have a current
year earnings impact while other adjustments do not have a current year earnings impact. The
adjustments that do not have a current year earnings impact are the result of an offsetting
revenue adjustment in accordance with the risk-sharing terms under SMHS’ contract with the
Department of Defense ("DoD"). For example in 2004, SMHS had total adjustments to prior
period estimates of $20.6 million. These adjustments resulted in a reduction of current period
expense of $20.6 million and current period revenue of $6.5 million for a pre-tax increase of
$i4.1 million to current period earnings. The favorable development in the earnings related
changes for the years ended December 31,2004 and 2003 have primarily been a result of claims
being settled for amounts less than originally estimated.
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

At December 31, 2004, expected future benefit payments related to the Company's defined
benefit plans were as follows:

(In thousands)

2005 $ 784
2006 946
2007 946
2008 1,699
2009 1,803
2010 through 2040 51,191
Total $ 57369

16. CAPITAL STOCK PLANS

Stockholders’ Rights Plan. The Company had a Stockholders’ Rights Plan, which expired on
June 14, 2004. Under the Rights Plan, each share of Sierra common stock, par value $.005 per
share, contained one right (a “Right”), which entitled the registered holder to purchase from
Sierra a unit consisting of one one-hundredth (01) of a share of the Sierra Series A Junior
Participating Preferred Shares (a “Unit""), par value $.01 per share, or a combination of securities
and assets of equivalent value, at a purchase price of $100.00 per Unit, subject to adjustment. The
Rights had certain anti-takeover effects. The Rights could have caused substantial dilution to a
person or group that attempted to acquire Sierra on terms not approved by Sierra’s Board of
Directors, except pursuant to an offer conditioned on a substantial number of Rights being
acquired. The Rights would not have interfered with any merger or other business combination
approved by the Board of Directors since Sierra could redeem the Rights at the price of $.02 per
Right prior to or within ten days of the time that a person or group had acquired, or obtained
the right to acquire, beneficial ownership of 209 or more of Sierra's common stock.

Stock Option Plans. The Company has several plans that provide common stock-based
awards to employees and to non-employee directors. The plans provide for the granting of
options, stock and cther stock-based awards. A committee appointed by the Board of Directors
grants awards. Options become exercisable at such times and in such installments as set by the
committeeThe exercise price of each oplion equals the market price of the Company's stock on
the date of grant. Stock options generally vest at a rate of 20% - 33% per year. Options expire
from one to eight years after the end of the vesting period.

SIERRA HEALTH SERVICES, INC.

The following table reflects the activity of the stock option plans:

NUMBER WEIGHTED
oFf OPTIONS AVERAGE
(Number of shares in thousands) SHARES EXERCISABLE OPTION PRICE PRICE
Outstanding january 1, 2002 6,003 1,391 $313-2469 $ 681
Granted 944 8.13 - 13.17 10.88
Exercised (995) 325 - 2238 573
Canceled (100) 325 - 24.69 11.32
Outstanding December 31, 2002 5852 1,866 313 - 24.69 7.56
Granted 1,603 1221 - 2396 14.48
Exercised (1918) 325 - 2450 6.92
Canceled (178) 375 - 24.69 £3.65
Outstanding December 31,2003 5359 1,384 3.13 - 2396 9.65
Granted 135 27.73 - 40.71 3493
Exercised (2,334) 313 - 4071 8.27
Canceled (555) 3.25 - 4071 13.35
Outstanding December 31, 2004 2,605 692 3.13 - 4071 1142
Available For Grant at
December 31, 2004 2,314

The following table summarizes information about stock options outstanding at December 31,
2004:

OPTIONS OUTSTANDING OPTIONS EXERCISABLE

WEIGHTED
AVERAGE

CONTRACTUAL  WEIGHTED WEIGHTED

RANGE OF NUMBER OF LIFE AVERAGE NUMBER OF AVERAGE
EXERCISE OPTIONS REMAINING EXERCISE OPTIONS EXERCISE
PRICE (IN THOUSANDS) (IN YEARS) PRICE (IN THOUSANDS) PRICE
$ 313 - 480 639 5 $ 38l 176 $ 376
573 -11.65 899 7 9.87 368 9.81
[1.71 - 1261 406 8 12.50 29 12.48
13.17 -40.71 661 8 20.23 119 3094
3.13 -40.71 2,605 7 1142 o 692" 7 12007
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

SMHS completed the fifth year of a five-year contract in May 2003. SMHS then operated under
a negotiated contract extension period, which ended August 31, 2004. The new contractor
became operational on September |, 2004 and the new contract superseded the remainder of
the Company's TRICARE Region | contract. On September 1, 2004, SMHS commenced an eight-
month phase-out of operations at prices previously negotiated with the DoD. SMHS does not
meet the definition of discontinued operations since the Company does not have plans to dispose
of the operations before the phase-out is complete.

SMHS anticipates negotiating the final bid price adjustment settlement with the DoD for option
period six (June 1,2003 to August 31, 2004) during the second quarter of 2005.This settlement
will include the final revenue adjustments and a final adjustment for updated health care expense
estimates for this option period. At the conclusion of the settlement, SMHS will pay the DoD the
estimated portion of the remaining military health care payable. As with previous settlements, this
final settlement may have a material impact on the Company’s results of operations.

Through participation in Medicare, TRICARE and the Federal Employees Health Benefit Plan
programs, the Company generated approximately 53%, 57% and 57% of its total consolidated
revenues from agencies of the U.S. government for the years ended December 31, 2004, 2003
and 2002, respectively. The TRICARE revenue is presented below in the military health services
operations segment and the remainder of the revenue described above is included in the
managed care and corporate operations segment.

The Company evaluates each segment’s performance based on segment operating profit. The
accounting policies of the operating segments are the same as those described in the summary
of significant accounting policies.

SIERRA HEALTH SERVICES, INC.

Information concerning the operations of the reportable segments is as follows:

YEARS ENDED

MANAGED CARE
AND CORPORATE

MILITARY HEALTH
SERVICES

(In thousands) OPERATIONS OPERATIONS TOTAL
DECEMBER 31, 2004
Medical Premiums $1,131,147 $ —  $1.131,147
Military Contract Revenues — 372,608 372,608
Professional Fees 35115 — 35115
Investment and Other Revenues 35,063 1,502 36,565
Total Revenue $1,201,325 $ 374110  $1,575435
Segment Operating Profit $ 141,391 $ 56411 % 197,802
Interest Expense (4,624) (60) (4,684)
Other Income (Expense), Net 209 (105) 104
Income Before Income Taxes $ 136976 $ 56246 % 193222
Segment Assets $ 625938 $ 59690 $ 685628
Capital Expenditures (26214) (23) (26237)
Depreciation 15,904 1,180 17,084
DECEMBER 31,2003
Medical Premiums $ 962,176 $ — % 962176
Military Contract Revenues — 465,313 465,313
Professional Fees 37,367 — 37,367
Investment and Other Revenues 18,192 2,031 20,223
Total Revenue $1,017,735 $ 467344 $1,485,079
Segment Operating Profit $ 117,607 $ 14790 $ 132397
Interest Expense (5,217) (274) (5491)
Other Income (Expense), Net (631) 408 (223)
Income Before Income Taxes $ 111,759 $ 14924 § 126683
Segment Assets $ 424,695 $ 175670 ¢ 600365
Capital Expenditures (19,768) (2,006) (21,774)
Depreciation 14,234 1,695 15929
DECEMBER 31,2002
Medical Premiums $ 857,741 $ — % 857,741
Military Contract Revenues — 373,589 373,589
Professional Fees 30,923 — 30,923
Investment and Other Revenues 14,305 2077 16,382
Total Revenue $ 902969 $ 375666 $1278635
Segment Operating Profit $ 56,700 $ 15291 % 71991
Interest Expense (7,455) (195) (7,650)
Other Income (Expense), Net (309) 364 55
Income Before Income Taxes $ 48936 $ 15460 $ 64396
Segment Assets $ 387,097 $ 113811 $ 5000908
Capital Expenditures (10,829) (1,563) (12,392)
Depreciation 15,730 2515 18,245
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM ON

CONSOLIDATED FINANCIAL STATEMENTS

To the Board of Directors and Stockholders of
Sierra Health Services, Inc.:

We have audited the accompanying consolidated balance sheets of Sierra Health Services, Inc.
and subsidiaries (the “Company’) as of December 31, 2004 and 2003, and the related
consolidated statements of operations, stockholders’ equity, and cash flows for each of the three
years in the period ended December 31, 2004. These financial statements are the responsibility
of the Company's management. Our responsibility is to express an opinion on the financial
statements based on our audits.

We conducted our audits in accordance with the standards of the Public Company Accounting
Oversight Board (United States). Those standards require that we plan and perform the audit to
obtain reasonable assurance about whether the financial statements are free of material misstate-
ment. An audit includes examining, on a test basis, evidence supporting the amounts and disclo-
sures in the financial statements. An audit also includes assessing the accounting principles used
and significant estimates made by management, as well as evaluating the overall financial statement
presentation. We believe that our audits provide a reasonable basis for our opinion.

SIERRA HEALTH SERVICES, INC.

In our opinion, such consolidated financial statements present fairly, in all material respects, the
financial position of Sierra Health Services, Inc. and subsidiaries as of December 31, 2004 and
2003, and the results of their operations and their cash flows for each of the three years in the
period ended December 31,2004, in conformity with accounting principles generally accepted in
the United States of America.

We have also audited, in accordance with the standards of the Public Company Accounting
Oversight Board (United States), the effectiveness of the Company’s internal control over
financial reporting as of December 31, 2004, based on the criteria established in Internal
Control—Integrated Framework issued by the Committee of Sponsoring Organizations of the
Treadway Commission and our report dated March 14, 2005 expressed an unqualified opinion
on management's assessment of the effectiveness of the Company'’s internal control over
financial reporting and an unqualified opinion on the effectiveness of the Company’s internal
control over financial reporting.

Noloith + Jouthe LLP

Las Vegas, Nevada
March 14, 2005
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SHARE REPURCHASES

TOTAL NUMBER
OF SHARES PURCHASED

SIERRA HEALTH SERVICES, INC.

MAXIMUM NUMBER
OF SHARES THAT

APPROXIMATE DOLLAR
VALUE OF SHARES

TOTAL NUMBER AS PART OF PUBLICLY MAY YET BE THAT MAY YET BE
PERIOD OF SHARES AVERAGE PRICE PAID ANNOUNCED PLAN PURCHASED UNDER PURCHASED UNDER
(In thousands, except per share data) REPURCHASED PER SHARE OR PROGRAM THE PLAN® THE PLAN®
Beginning shares available to be purchased 2,270 —
January |, 2004 - January 31, 2004 — — — 2,270 —
February 1, 2004 - February 29, 2004 @ 663 $ 3186 663 1,607 —
March 1,2004 - March 31,2004 317 34.19 317 1,290 —
April 1,2004 - April 30, 2004 16 3491 16 1,274 —
May |, 2004 - May 31, 2004 590 39.20 590 684 $ 70,000
June 1,2004 - June 30, 2004 © 628 43.20 628 56 70,000
July 1,2004 - July 31,2004 95 4346 95 — 68,334
August 1, 2004 - August 31,2004 610 41.62 610 — 42,963
September |, 2004 - September 30, 2004 — — — —— 42,963
October 1, 2004 - October 31, 2004 330 45.14 330 — 28076
November 1, 2004 - November 30, 2004 128 47.74 |28 — 21,964
December I, 2004 - December 31, 2004 9 54.79 9 — 71,444

() Certain repurchases were made pursuant to a 10b-5 plan.

@ On October 28, 2003, the Company announced that its Board of Directors had authorized the Company to purchase an additional 3.0 mitlion shares of its common stock in addition to the 4.6

previously been authorized. The repurchase program had no stated expiration date.

() On May 20, 2004, the Company’s Board of Directors authorized the Company to purchase $70.0 million of its common stock. On December 7, 2004, the Company’s Board of Directors authorized the Company to
purchase an additional $50.0 million of its common stock. The repurchase program has no stated expiration date, and commenced after the previously authorized share repurchase was completed.

* Includes 500,000 shares the Company purchased from its CEO at $32.00 per share.
©) Includes 500,000 shares the Company purchased from its CEO at $43.20 per share.

on shares that had
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