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Financial Highlights

(In thousands, except per share data) 2004 2003 % Change
Statement of Operations

Revenues $ 15,114,728 $ 13,294,517 14%

Income before income tax 450643 (1) 405,302 (2) 11%

Net income 278,207 (1) 249,600 (2) 11%
Per Diluted Share Data

Net income 3.59 (D) 3.16 (2) 14%
Average Diluted Shares Outstanding 77,516 78,928 -2%
Balance Sheet Data:

Cash $ 166,054 $ 396,040 -58%

Working capital (348,338) (66,273) -426%

Total assets 3,600,086 3,409,174 6%

Total debt, including current maturities 434,113 455,018 -5%

Stockholders’ equity 1,196,314 1,193,993 -%
Net Cash Provided by Operating Activities 496,230 457,924 8%
Selected Data:

Network pharmacy claims processed 398,756 378,927 5%

Home delivery pharmacy prescriptions filled 39,080 32,337 21%

(1) Includes net charges of $35.4 million ($21.9 million net of tax), or $0.28 per diluted share, for early retirement of debt in the first half of the year, legal defense costs in the third quarter,
and a contract termination payment received in the first quarter.

(2) Inctudes charges of $4.9 millian {$3.0 million net of tax), or $0.04 per diluted share, for early retirement of debt.
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To Our Stockholders

We began with a clear mission.

From our early days in 1986, we've known what we wanted to do: to effectively manage the
cost and quality of the prescription-drug benefit for our clients and their members. 79
_—

355

To accomplish that mission, we aligned our interests with the needs of our clients and their members. B0r -
Our commitment to making the use of prescription drugs safer and more affordable has brought
.o - 294

success to our company. And we are proud that our success helps preserve the prescription-drug w -

benefit for'millions of Americans. That’s the way we've always done business. "
250F

Our mission continues with a management team rooted in social service, pharmacy, healthcare

management and technology; and experienced in state government health programs. oy

150
From the beginning, we've been independent — and independent-minded.

100k
When pharmaceutical companies owned the largest PBMs, we were different. We stood apart,

convinced that our business model of independence was the correct course. sk

A decade later, even though most PBMs have now followed our lead, we're still different.

00 01 02 03 04
Our legacy of independence fully aligns our interests with those of our clients. It's our way Network Claims* (Millions)
of thinking — embedded in our corporate DNA and set forth in our Client Pledge. *Excludes Urited Healthcare claims

Research played a key role in the company we've become.

Our independence freed us to advise our clients and pursue best practices based solely on the evidence

of our own primary research. In 1995, we presented our inaugural Drug Trend Report at the first s
$500-

Express Scripts Outcomes Conference. Milestones at the time, both are now industry institutions. -
—
Our research team continues to expand understanding of how prescription drugs are used in America. $426

Our researchers publish widely in peer-reviewed journals and produce more investigative studies than si00f

all other PBMs combined.

$300r $281
_—

$246
_—

Strategic expansion has brought new capabilities and resources.

We've expanded our capabilities and scope through several strategic acquisitions. These have yielded

significant benefits, including unrivaled talent, innovation and systems. e

Our most recent purchase of specialty pharmacy provider CuraScript has positioned us to help
clients stem the rapidly rising cost of specialty medications for chronic conditions. $i00+

$0
00 01 02 03 04

Cash Flow From Operations
(S Millions)
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18%

16%

14%

12%

9%

6%

0%

Return on Invested Capital

17.8%

16.0% 16.3%
—

12.5%
]

9.8%

00 oL 02 03 04+

*Excluding a $25 million charge to increase
lega! reserves for the cost of defense
and a $5.5 million contract termination
payment we received.

We made a commitment to technological superiority.

We've invested in technology, achieving unprecedented efficiencies and economies of scale by making
home delivery of prescription drugs an attractive option for both clients and patients.

We've also developed an array of Web-enabled services, addressing the needs of clients, patients,
pharmacists and physicians.

We've acted on our promise to make the use of prescription drugs safer and more affordable.

We spearheaded RxHub — a not-for-profit coalition open to all drug-claim processors — formed
to develop a standard electronic communication protocol for e-prescribing. This protocol brings
patients’ medication histories into physicians’ treatment rooms, further enhancing prescription
safety and efficiency.

We have also focused on initiatives to enhance prescription choice and affordability. Our industry-
leading generic udlization rate, flexible formulary management of low-cost brand drugs, and
client-centric focus for managing high-cost injectable drugs are a few examples of our strategies

that generate significant savings for our clients and their members.

Today, we bring together the tools and services that actually reduce drug trend while making
it possible for clients to continue to provide an affordable drug plan as part of their benefits
package to employees.

We continue to set new heights of performance.

Our strong financial performance reflects the strength of our business model, which is based on
alignment of interests. This means that Express Scripts and our clients both benefit when members
use more generics, take advantage of our clinical tools, and choose our cost-effective Home Delivery
program, including specialty injectables. Express Scripts makes more money as we save our clients

more money.

We reported net income in 2004 of $278.2 million, or $3.59 per diluted share. These earnings
include net charges of $0.28 per diluted share for the early retirement of debt in the first half of the
year, legal defense costs in the third quarter, and a contract termination payment we received in the
first quarter. For 2003, we reported net income of $249.6 million, or $3.16 per diluted share, which
included a $0.04 per diluted share charge for the early retirement of debt.

We also generated $496.2 million of cash flow from operations compared with $457.9 million last
year. We used a substantial portion of our strong cash flow to repurchase 4.8 million shares of stock
for $336.4 million. Our strong cash flow and focus on capital management contributed to our
industry-leading return on invested capital, which increased from 16.3% in 2003 to 17.8% in 2004.

Our success has brought a heightened focus.

Since our inception, we have worked mostly behind the scenes with our clients to make the use

of prescription drugs safer and more affordable. But as prescription drug costs have continued

1o increase, issues pertaining to prescription drugs have become front-page news, which has resulted
in increased regulatory scrutiny of the PBM industry.

EXPRESS SCRIPTS 2004 ANNUAL REPORT




We believe that our services and business practices are in compliance with all applicable laws,
rules and regulations in all material respects. In addition, the deployment of our pharmacy benefit

management tools have been proven effective in safely managing costs.

Government support for the PBM business mode] has actually increased substantially of late, with
support from such organizations as the U.S. General Accounting Office and the Congressional
Budget Office, which estimated that PBMs would save Medicare about 25%.

We believe that when this period of scrutinizing the PBM industry is over, our business model
will remain the industry standard for alignment of interests.

Our clients are using our PBM tools more aggressively.

Helping to drive our future results, plan sponsors are becoming more active in managing drug costs
than in previous years, adopting a variety of proven as well as innovative management tools.

For the year, we dispensed a record 39.1 million home delivery prescriptions, an increase of 21%
over 2003, and our plan sponsors are adopting strategies to promote the greater use of home delivery.
Not only does home delivery save their members time and money — it also offers a particularly
strong opportunity to increase value to our clients because in addition to lower costs, home delivery
promotes increased formulary compliance. When the Express Scripts Pharmacy substitutes a generic
drug for a branded drug, with the physician’s approval, our client’s cost is further reduced.

Our industry-leading generic utilization rate grew by 4 percentage points, reaching 52% of total
prescriptions filled in the fourth quarter. Increasingly, clients are employing clinical programs to drive
higher generic use, including the use of step therapy programs, which require 2 member to try

a lower-cost, equally effective drug before stepping up to a more expensive drug. Members enrolled
in step therapy programs grew from 4 million last year to 14 million lives by year end. This growth
reflects recognition among plan sponsors that step therapy represents a highly cost-effective way

0 promote generic use.

The acquisition of CuraScript provided a cost-effective, single-source solution for managing high-cost
specialty drugs. CuraScript has enjoyed success in capturing an increased share of our clients’ specialty
drug spend, and we expect that our clients will continue to take advantage of CuraScript’s ability to
provide comprehensive clinical services for many disease states, thereby lowering cost and improving
quality of care. Since we purchased CuraScript early in 2004, the number of patients served has
doubled, with the increase predominantly coming from Express Scripts client base.

Express Scripts is also evaluating a variety of options for participating in the new Medicare drug
benefit beginning in 2006, including supporting our existing employer, government and Medicare
Advantage clients. The Medicare prescription-drug benefit embraces and preserves many of the proven
tools and techniques that PBMs have used to expand access to clinically-proven and cost-effective drugs.
We look forward to making prescription drugs safer and more affordable for seniors who have

lacked prescription drug coverage in the past.

We believe that our financial performance will continue to benefit from increased home delivery
and generic utilization, growth in our specialty pharmacy offering, increased productivity and other
cost-management initiatives, and capiral structure improvements.

—————————— Percent of Total Rxs ——————y

251

00 01 02 03 04

Home Delivery Claims
(Millions)

53%
51%

48% I 47%

4%
]
3%+

41%
0% -

8% |-

3%

28%

00 01 02 03 04

Generic Utilization
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$0.90 $0.88
$0.80
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$0.70

$0.60 -

$0.50
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EBITDA Per Adjusted Rx

* A reconciliation of EBITDA to net income and to net
cash provided by operating activities can be found
in the [nvestor Relations Section of Express Scripts

Web site at www.express-scripts.com
under presentations.

** Excluding a $25 million charge to increase
legal reserves for the cost of defense
and a $5.5 million contract termination
payment we received,

We have taken a different approach.

I joined Express Scripts in 1989 during its infancy, and speaking for the thousands of employees

who have come aboard since then, we are proud of the company we have built and for the

opportumty to serve our clients.

Effective April 1, George Paz, president, assumed the role of chief executive officer, while I will

continue as your chairman of the Board. George joined the company as chief financial officer

in 1998 and became president of Express Scripts in 2003. This begins an exciting new chapter

for Express Scripts. George is a highly regarded and experienced leader who has demonstrated

a commitment to growth, our business model and the enhancement of our value proposition.

Express Scripts has enjoyed great success as we have grown by making the use of prescription

drugs safer and more affordable for over 50 million people. Our long-term strategy of aligning

interests with our clients has differentiated us from the competition and has solidified our position

as an industry leader. I am confident that as CEO, George will lead the extraordinary team of people

at Express Scripts to create a bigger and better company.

Goven 18m

Barrett Toan
Chairman of the Board

Management

George Paz

CEOQO and President

Thomas Boudreau
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Chip Casteel
Senior Vice President
Supply Chain Management

Ed Ignaczak
Senior Vice President
Sales and Account Management

David Lowenberg
Chief Operating Officer
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Information included in or incorporated by reference in this Annual Report on Form 10-K,
other filings with the Securities and Exchange Commission (the “SEC”) and our press releases or
other public statements, contain or may contain forward looking statements. Please refer fo a
discussion of our forward looking statements and associated risks in “Item 1 —Forward Looking
Statements and Associated Risks” in this Annual Report on Form 10-K.

PART I
THE COMPANY

Item 1 — Business

Industry Overview

Prescription drugs are playing an ever-greater role in healthcare and today constitute the first line of
treatment for many medical conditions. As pharmaceutical research opens the potential for even more effective
drugs, demand can be expected to increase. For millions of people, prescription drugs equate to the hope of
improved health and quality of life. At the same time, rising prescription drug costs are gradually shaping one of the
most persistent challenges to health care financing. Even as pharmaceutical development opens new paths to better
healthcare, we confront the possibility that high costs may limit access to these therapies.

Prescription drug costs, the fastest growing component of health care costs in the United States, accounted
for approximately 11.6% of U.S. health care expenditures in 2004 and are expected to increase to about 23.1% in
2013 according to U.S. Centers for Medicare & Medicaid (“CMS”) estimates. Based upon information included in
our 2003 Annual Drug Trend report, described below under “Company Operations—Clinical Support”, annual per
member drug spending rose 15.5% in 2003. In response to cost pressures being exerted on health benefit providers
such as HMOs, health insurers, employers and unions, pharmacy benefit management (“PBM”) companies develop
innovative strategies designed to keep medications affordable.

We help health benefit providers address access and affordability concerns resulting from rising drug costs.
We manage the cost of the drug benefit by performing the following functions:

» evaluating drugs for price, value and efficacy in order to assist clients in selecting a cost-effective
formulary;

» leveraging purchasing volume to deliver discounts to health benefit providers;

«  promoting the use of generics and low-cost brands; and

»  offering cost-effective mail pharmacy services which result in drug-cost savings for plan sponsors and co-
payment savings for members.

We work with clients, manufacturers, pharmacists and physicians to increase efficiency in the drug
distribution chain, to manage costs in the pharmacy benefit, and to improve members’ health outcomes and
satisfaction.

PBMs combine retail pharmacy claims processing, formulary management and mail pharmacy services to
create an integrated product offering to manage the prescription drug benefit for payers. Some PBMs have
broadened their service offerings to include disease management programs, compliance programs, outcomes
research, drug therapy management programs, sophisticated data analysis and specialty distribution services.



Company Overview

We are one of the largest PBMs in North America and we provide a full range of pharmacy benefit
management services, including retail drug card programs, mail pharmacy services, drug formulary management
programs and other clinical management programs for thousands of client groups that include HMOs, health
insurers, third-party administrators, employers, union-sponsored benefit plans and government health programs.

Our PBM services include:

»  retail network pharmacy management

+  mail pharmacy services, including distribution of specialty drugs
e benefit design consultation

« drug utilization review

»  formulary management programs

»  disease management

+ compliance and therapy management programs for our clients

Non-PBM services provided through our Pharma Business Solutions (“PBS”) segment include:

» distribution of pharmaceuticals requiring special handling or packaging

+  distribution of pharmaceuticals to low-income patients through manufacturer-sponsored and company-
sponsored generic patient assistance programs

= distribution of sample units to physicians and verification of practitioner licensure through our wholly
owned subsidiary, Phoenix Marketing Group, LLC (“PMG”)

Our revenues are generated primarily from the delivery of prescription drugs through our contracted
network of retail pharmacies, mail pharmacy services and specialty distribution services. In 2004, 2003 and 2002,
revenues from the delivery of prescription drugs to our members represented 98.5%, 98.6% and 98.5% of our total
revenues, respectively. Revenues from services, such.as the administration of some clients’ retail pharmacy
networks, sample distribution services and certain services provided by our specialty distribution subsidiary
comprised the remainder of our revenues.

Prescription drugs are dispensed to members of the health plans we serve primarily through networks of
retail pharmacies that are under non-exclusive contracts with us and through seven mail pharmacy service centers
and seven specialty drug pharmacies that we operated as of December 31, 2004. More than 57,700 retail
pharmacies, representing more than 98% of all United States retail pharmacies, participate in one or more of our
networks. In 2004, we processed 398.8 million network pharmacy claims and dispensed 39.1 million mail pharmacy
prescriptions. We also dispensed 3.5 million specialty distribution prescriptions.

We were incorporated in Missouri in September 1986, and were reincorporated in Delaware in March
1992. Our principal executive offices are located at 13900 Riverport Drive, Maryland Heights, Missouri 63043. Our
telephone number is (314) 770-1666 and our web site is www.express-scripts.com. Through our website, we make
available access to our annual report on Form 10-K, quarterly reports on Form 10-Q, current reports on Form 8-K,
all amendments to those reports (when applicable), and other filings with the SEC. Such access is free of charge and
is available as soon as reasonably practicable after such information is filed with the SEC. In addition, the SEC
maintains an internet site (www.sec.gov) that contains reports, proxy and information statements, and other
information regarding issuers filing electronically with the SEC (which includes us). Information included on our
website is not part of this annual report.

Products and Services
Pharmacy Benefit Management Services
Overview. Our PBM services involve the management of outpatien't prescription drug usage to foster high

quality, cost-effective pharmaceutical care through the application of managed care principles and advanced
information technologies. We offer our PBM services to our clients in the United States and Canada. Our PBM




services include:

+  retail network pharmacy management

*  mail pharmacy services, including distribution of specialty drugs
*  benefit design consultation

»  drug utilization review

» formulary management programs

+  disease management

+  compliance and therapy management programs for our clients

We consult with our clients to assist them in selecting plan design features that balance the client’s
requirements for cost control with member convenience. For example, some clients receive a smaller discount on
pricing in the retail pharmacy network or mail pharmacy in exchange for receiving all or a larger share of the
pharmaceutical manufacturer rebates. Other clients receive a greater discount on pricing at the retail pharmacy
network or mail pharmacy in exchange for a smaller share of the pharmaceutical manufacturer rebates.

During 2004, 98.4% of our revenues were derived by our PBM operations, compared to 98.5% and 98.8%
during 2003 and 2002, respectively. The number of retail pharmacy network claims processed and mail pharmacy
claims dispensed increased to 398.8 million and 39.1 million, respectively, in 2004 from 378.9 million and 32.3
million claims, respectively, in 2003.

Retail Pharmacy Network Administration. We contract with retail pharmacies to provide prescription drugs
to members of the pharmacy benefit plans we manage. In the United States, we negotiate with pharmacies to
discount the price at which they will provide drugs to members. We manage nationwide networks in the United
States that are responsive to client preferences related to cost containment and convenience of access for members.
We also manage networks of pharmacies that are customized for or under direct contract with specific clients. We
manage one nationwide network in Canada.

All retail pharmacies in our pharmacy networks communicate with us online and in real time to process
prescription drug claims. When a member of a plan presents his or her identification card at a network pharmacy, the
network pharmacist sends the specified member and prescription information in an industry-standard format through
our systems, which process the claim and respond to the pharmacy. The electronic processing of the claim includes,
among other things, the following:

+ confirming the member’s eligibility for benefits under the applicable health benefit plan and the conditions
to or limitations of coverage

» performing a concurrent drug utilization review and alerting the pharmacist to possible drug interactions
and reactions or other indications of inappropriate prescription drug usage

» updating the member’s prescription drug claim record

» if'the claim is accepted, confirming to the pharmacy that it will receive payment for the drug dispensed

» informing the pharmacy of the co-payment amount to be collected from the member based upon the client’s
plan design .

Mail Pharmacy. As of December 31, 2004, we operated seven mail pharmacies located in Maryland
Heights, Missouri; Albuquerque, New Mexico; Bensalem, Pennsylvania; Harrisburg, Pennsylvania; Troy, New
York; and two in Tempe, Arizona. These pharmacies provide members with convenient access to maintenance and
specialty medications and enable us to manage our clients’ drug costs through operating efficiencies and economies
of scale. In addition, CuraScript Pharmacy, Inc. and CuraScript PBM Services, Inc. (collectively, “CuraScript)
operate seven specialty distribution pharmacies located in Orlando, Florida; Omaha, Nebraska; Pleasanton,
California; Pittsburgh, Pennsylvania; Bethel Park, Pennsylvania; Amherst, New York; and Brewster, New York.
Through our mail service pharmacies we are directly involved with the prescriber and member and, as a result, we
believe we are generally able to achieve a higher level of generic substitutions and therapeutic interventions than can
be achieved through the retail pharmacy networks.

Benefit Plan Design and Consultation. We offer consultation and financial modeling to assist our clients in
selecting benefit plan designs that meet their needs for member satisfaction and cost control. The most common



benefit design options we offer to our clients are:

» financial incentives and reimbursement limitations on the drugs covered by the plan, including drug
formularies, tiered co-payments, deductibles or annual benefit maxxmums

»  generic drug utilization incentives

+ incentives or requirements to use only network pharmacies or to order certain maintenance drugs (i.e.
therapies for diabetes, high blood pressure, etc.) only by mail

*  reimbursement limitations on the amount of a drug that can be obtained in a specific period

The client’s choice of benefit design is entered into our electronic claims processing system, which applies the plan
design parameters as claims are submitted and enables our clients and us to monitor the financial performance of the
plan.

Formulary Development, Compliance and Therapy Management. Formularies are lists of drugs for which
coverage is provided under the applicable plan. We have many years of formulary development expertise and
maintain an extensive clinical pharmacy department.

Qur foremost consideration in the formulary development process is the clinical appropriateness of the
drug. In developing formularies, we first perform a rigorous assessment of the available evidence regarding the
drug’s safety and clinical effectiveness. No drug is added to the formulary until it is approved by our National
Pharmacy & Therapeutics Committee — a panel composed of nineteen independent physicians and pharmacists in
active clinical practice, representing a variety of specialties and practice settings, typically with major academic
affiliations. We fully comply with the Committee’s clinical recommendations. The Committee does not consider
any information regarding the discount or rebate arrangement that we might negotiate with the manufacturer in
making its clinical recommendation. This is designed to ensure that the clinical recommendation is not affected by
our purchasing arrangements. After the clinical recommendation is made, the drugs are evaluated on an economic
basis to determine optimal cost-effectiveness.

We administer a number of different formularies for our clients that identify drugs whose use is encouraged
through various benefit design features. Historically, many clients selected a plan design that included an open
formulary in which all drugs were covered by the plan. Today, an increasing number of our clients are selecting
formularies in which various financial or other incentives, such as three-tier co-payments, exist for the selection of
formulary drugs over their non-formulary counterparts. Some clients select closed formularies, in which benefits are
available only for drugs listed on the formulary. In 2004, about 60% of all claims fell into three-tier or closed
categories compared to 54% for 2003 and 52% for 2002. Use of formulary drugs can be encouraged in the
following ways:

* by restricting the formulary through plan design features, such as tiered co-payments, which require the
member to pay a higher amount for a non-formulary drug

» through prescriber education programs, in which we or the client actively seek to educate the prescribers
about formulary drugs

+  through our drug choice management program, which promotes lower cost therapeutic and generic
interchanges to clinically appropriate cost-effective products

Once the formulary has been selected by the client, clients can participate in one of the rebate arrangements
we offer. The level of participation in our rebate programs varies by client (see “Products and Services — Pharmacy
Benefit Management Services — Overview”). In situations where we pay all or a portion of rebates to the client, our
clients have a contractual right to audit our calculation of their rebate payment to ensure they have received the
amount to which they are entitled.

We have two different types of rebate contracts with pharmaceutical manufacturers. The rebates paid by
pharmaceutical manufacturers under both types of contracts are a function of the brand drugs dispensed to our
clients” members in our retail pharmacy networks and from our mail order pharmacies. The contracts primarily
differ in the manner in which the rebates are calculated.

The first type of rebate contract is called the “preferred savings grid” (“PSG™) program. Under the PSG




program, rebates are based on the characteristics of the formulary design selected by the client. The second type of
rebate contract is called the “market share” program. Under the market share program we negotiate with
manufacturers for rebates to be paid based upon the market share of the brand drugs sold by those manufacturers in
our clients’ plans, as compared to the national market share of the drugs. In both cases manufacturers pay us
administrative fees for certain services we perform in administering the formulary program.

We also provide formulary compliance services to our clients. For example, if a doctor has prescribed a
drug which is not on a client’s formulary, we notify the pharmacist through our claims processing system. The
pharmacist may then contact the doctor to attempt to obtain the doctor’s consent to change the prescription to the
appropriate formulary product. For those clients that choose to enroll in our drug choice management program, we
may contact the physician’s office to provide information about drugs which are on the clients’ formulary and to
request that the physician consider changing the prescription to the appropriate formulary drug. The doctor has the
final decision-making authority in prescribing the medication and we never recommend a change to a higher cost
medication. The doctor will consider the recommended substitution in light of the patient’s medical history and
approve or deny the recommended substitution.

We also offer innovative clinical intervention programs to assist and manage patient quality of life, client
drug trend, and physician communication/education. These programs encompass comprehensive point of service
and retrospective drug utilization review, proactive patient prescription compliance education, physician profiling,
academic detailing, prior authorization, disease care management, and clinical guideline dissemination to
physicians.

Historically, we received funding from pharmaceutical manufacturers in support of certain formulary
support programs, such as our drug choice management program and our therapy adherence program. Starting in
January 2003, we began eliminating manufacturer funding for these programs and as of October 1, 2003, such
funding was completely phased out. We continue to provide formulary support programs for our clients without this
targeted manufacturer funding.

Information Reporting and Analysis and Disease Management Programs. Through the use of sophisticated
information and reporting systems we are better able to manage the prescription drug benefit. We analyze
prescription drug data to identify cost trends and budget for expected drug costs, assess the financial impact of plan
design changes and assist clients in identifying costly utilization patterns through an online prescription drug
decision support tool.

We offer disease management and education programs to members in managing clinical outcomes and the
total health care costs associated with certain conditions such as asthma, diabetes and cardiovascular disease. These
programs are based on the premise that better informed patient and physician behavior can positively influence
medical outcomes and reduce overall medical costs. We identify patients who may benefit from these programs
through claims data analysis or self-enrollment.

We offer a tiered approach to member education and wellness, ranging from information provided through
our Internet site, to educational mailings, to our intensive one-on-one registered nurse or pharmacist counseling.
The programs include providing patient profiles directly to their physicians, as well as measurements of the clinical,
personal and economic outcomes of the programs.

Electronic Claims Processing System. A significant tool in providing our PBM services is our electronic
claims processing system which enables us to implement sophisticated intervention programs to assist in managing
prescription drug utilization. The system can alert the pharmacist to generic substitution and therapeutic intervention
opportunities as well as formulary compliance issues, or administer prior authorization and step-therapy protocol
programs at the time a claim is submitted for processing. Our claims processing system also creates a database of
drug utilization information that can be accessed both at the time the prescription is dispensed and also on a
retrospective basis to analyze utilization trends and prescribing patterns for more intensive management of the drug
benefit.

Consumer Health and Drug Information. In 1999, we launched www.DrugDigest.org, a public website
dedicated to helping consumers make informed decisions about using drugs. During 2004, the Health on the Net



Foundation granted DrugDigest.org HON Code accreditation for providing reliable online health information. Also
in 2004, it was rated among the best websites for unbiased drug information by Business Week, Reader’s Digest, the
Wall Street Journal and other publications.

Much of the information on DrugDigest.org is written by pharmacists — primarily doctors of pharmacy who
are also affiliated with academic institutions. All the materials used on DrugDigest.org are reviewed for accuracy
and timeliness. In 2004, DrugDigest.org expanded its offerings to include not only drug safety information, but also
interactive tools that give consumers a more active role in maintaining their own health. The consumer-friendly
information on DrugDigest.org includes:

a drug interaction checker

a drug side effect comparison tool

audible drug name pronunciations

comparisons of different drugs used to treat the same health condition
information on health conditions and their treatments

instructional videos showing administration of specific drug dosage forms
monographs on drugs and dietary supplements

photographs of pills and capsules
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Many features of DrugDigest.org are available in the limited-access member website at www.express-
scripts.com. The member website gives our clients’ members access to personalized current and, in many cases,
previous drug histories, Members can use the interactive tools from DrugDigest.org to check for drug interactions
and find possible side effects for all of the drugs they take.

To facilitate communications between members and physicians, health condition information from
DrugDigest.org has been compiled into “For Your Physician Visit”, which is available on the member website.
Using it, members complete and print appropriate checklists on conditions such as diabetes and depression.
Discussing the completed checklists gives both the member and the physician a better understanding of the
member’s true health status.

Additional tools that are available through express-scripts.com assist members in choosing and managing
their prescription benefits. In the member website, individual profiles include specific enrollment and copayment
information. Through Express Choice and Express Preview, members can compare benefit packages and estimate
annual prescription costs even before the plan’s benefit year begins. They can determine how variables such as
generic usage, mandatory mail programs and step therapy would affect their costs. The separate Price Check feature
informs members of current prescription costs based on exact benefit structures and also alerts members if more
cost-effective options are available for the prescribed drug.

Non-PBM Services

In addition to PBM services, we also provide certain non-PBM services through our Pharma Business
Solutions unit including:

= distribution of pharmaceuticals requiring special handling or packaging on behalf of pharmaceutical
manufacturers

»  distribution of pharmaceuticals to low-income patients through manufacturer-sponsored and company-
sponsored generic patient assistance programs

«  distribution of sample units to physicians and verification of practitioner licensure through our wholly
owned PMG subsidiary

In 2004, we filled 3.5 million specialty distribution prescriptions, compared to 3.6 million in 2003 and 3.1
million in 2002. During 2004, 1.6% of our revenues were derived from non-PBM services, compared to 1.5% and
1.2% during 2003 and 2002, respectively.

Express Scripts Specialty Distribution Services. We provide specialty distribution services, consisting of




the distribution of, and creation of a database of information for, products requiring special handling or packaging,
products targeted to a specific physician or patient population, and products distributed to low-income patients. Our
services include eligibility, fulfillment, inventory, insurance verification/authorization and payment. Specialty
distribution revenues are derived from administrative fees received from drug manufacturers and from buying and
selling pharmaceuticals. We also administer sample card programs for certain manufacturers where the ingredient
costs of pharmaceuticals dispensed from retail pharmacies are included in revenues, as well as costs of revenues.
SDS services are provided from our Maryland Heights, Missouri facility.

Phoenix Marketing Group. PMG is a leader in sample accountability, database management and
practitioner verification services for the pharmaceutical industry, operating the nation’s largest prescription drug
sample fulfillment business.

Segment Information.

Information regarding our segments appears in Note 13 of the notes to our consolidated financial
statements.

Suppliers

We maintain a large inventory of brand name and generic pharmaceuticals in our mail pharmacies. If a
drug is not in our inventory, we can generally obtain it from a supplier within one business day. We purchase our
pharmaceuticals either directly from manufacturers or through wholesalers. Currently, approximately 95% of our
branded pharmaceutical purchases are through one wholesaler. Generic pharmaceuticals are generally purchased
directly from manufacturers. We believe that alternative sources of supply for most generic and brand name
pharmaceuticals are readily available.

Clients

We are a provider of PBM services to several market segments and our clients include HMOs, health
insurers, third-party administrators, employers, union-sponsored benefit plans and government health programs. Our
top five clients represented 22.8%, 17.8%, and 19.6% of revenues during 2004, 2003 and 2002 respectively. None
of our clients accounted for 10% or more of our consolidated revenues in fiscal years 2004, 2003 or 2002.

Medicare Prescription Drug Coverage

The Medicare Prescription Drug, Improvement and Modernization Act of 2003 (the “Act”) was signed into
law by President Bush on December 8, 2003. The Act created a new voluntary prescription drug benefit under the
Medicare program by adding a new Part D to the Social Security Act. Beginning on January 1, 2006, eligible
Medicare beneficiaries will be able to obtain prescription drug coverage under Part D by enrolling in a prescription
drug plan (“PDP”) in their geographic region. The Act also established a Medicare managed care program called
“Medicare Advantage,” which will replace the current Medicare + Choice program. Enrollees in a Medicare
Advantage plan that offers prescription drug coverage will be able to obtain drug coverage through the plan and will
not be eligible to enroll in a PDP.

The Act imposes various requirements on PDP sponsors and Medicare Advantage plans that offer drug
coverage, including requirements relating to the prescription drug benefits offered, the disclosure of negotiated price
concessions made available by drug manufacturers, pharmacy access and participation, and the development and
application of formularies. Additional requirements are contained in regulations issued under the Act by CMS on
January 21, 2005. To the extent that Express Scripts serves as a PDP sponsor or provides services to PDP sponsors
and Medicare Advantage plans, it will be required to comply with the applicable provisions of the Act and CMS
regulations.

The Act also created a voluntary Medicare prescription drug discount card program which will expire on
December 31, 2005. Under the program, eligible Medicare beneficiaries are able to obtain a discount card from
private card sponsors endorsed by CMS. The discount card enables the beneficiary to purchase covered prescription
drugs at participating network pharmacies for negotiated prices under arrangements made by the card sponsor with



pharmacies and drug manufacturers.

) Together with the National Association of Chain Drugstores (“NACDS”), we sponsor a prescription drug
discount card through Pharmacy Care Alliance, Inc. (“PCA™), a jointly controlled organization. We provide PBM
services to PCA, including the negotiation of discounts from individual retailers and pharmaceutical manufacturers,
the enrollment of cardholders and the processing of claims. We also provide services to several of our clients who
have submitted their own applications. The Act and the Medicare discount card program regulations issued by CMS
contain various requirements that apply to our activities in connection with the program, including requirements
relating to the types of drugs covered by a discount card program, disclosure to CMS of certain information related
to prices and rebates negotiated by the sponsor with pharmacies and drug manufacturers, and oversight of endorsed
card programs by CMS.

Acquisitions and Joint Ventures

On January 30, 2004, we purchased the capital stock of CuraScript for a purchase price of approximately
$333.4 million. CuraScript is one of the nation’s largest specialty pharmacy services companies, serving over 175
managed care organizations, 30 Medicaid programs and the Medicare program, and operating seven specialty
pharmacies throughout the United States. The acquisition enhances our ability to provide comprehensive clinical
services in many disease states.

On December 19, 2002, we entered into an agreement with Managed Pharmacy Benefits, Inc. (“MPB”)
under which we acquired certain assets from MPB for approximately $11.1 million in cash, plus the assumption of
certain liabilities. MPB is a St. Louis-based PBM and subsidiary of Medicine Shoppe International, Inc., a franchisor
of apothecary-style retail pharmacies, owned by Cardinal Health, Inc.

On April 12, 2002, we completed the acquisition of National Prescription Administrators, Inc., a privately
held full-service PBM, and certain related entities (collectively “NPA™), for a purchase price of approximately
$466.0 million, which included the issuance of 552,000 shares of our common stock (fair value of $26.4 million
upon the transaction announcement date), transaction costs and a working capital purchase price adjustment of $46.8
million. The addition of NPA brought us a strong presence in providing service to union and government
populations.

On February 25, 2002, we purchased (through PMG) substantially all of the assets utilized in the operation
of Phoenix Marketing Group (Holdings), Inc., a wholly-owned subsidiary of Access Worldwide Communications,
Inc. for $34.1 million in cash, including acquisition-related costs, plus the assumption of certain liabilities. PMG,
one of the largest prescription drug sample fulfillment companies, works with over 50 pharmaceutical manufacturers
worldwide to deliver sample medicines and clinical information to physicians’ offices.

All of our acquisitions have been accounted for using the purchase method of accounting.
Company Operations

General. As of December 31, 2004, we operated seven mail pharmacies, nine member service/pharmacy
help desk call centers out of leased and owned facilities; and CuraScript operated seven specialty distribution
pharmacies. Electronic pharmacy claims processing takes place at facilities owned by EDS and by IBM. At our
Canadian facilities, we have sales and marketing, client services, pharmacy help desk, clinical, provider relations
and certain management information systems capabilities.

Sales and Marketing. In the United States, our sales managers and directors market and sell PBM services,
supported by a team of client-service representatives, clinical pharmacy managers and benefit analysis consultants.
This team works with clients to make prescription drug use safer and more affordable. A dedicated sales staff cross-
markets specialty pharmacy services to our PBM clients. In Canada, marketing and sales efforts are conducted by
our staff based in Mississauga, Ontario.

Client and Patient Services. Although we contract with health plans, the ultimate recipients of many of our
services are the members of these health plans. We believe that client satisfaction is dependent upon member




satisfaction. Members can call us toll-free, 24 hours a day, 7 days a week, to obtain information about their
prescription drug plan from our trained member service representatives.

Provider Relations. Our Provider Relations group is responsible for contracting and administering our
pharmacy networks. To participate in our retail pharmacy networks, pharmacies must meet certain qualifications,
including the requirement that all applicable state licensing requirements are being maintained. Pharmacies can
contact our pharmacy help desk toll-free, 24 hours a day, 7 days a week, for information and assistance in filling
prescriptions for our clients’ members. In addition, our Provider Relations group audits pharmacies in the retail
pharmacy networks to determine compliance with the terms of their contracts.

Clinical Support. We employ physicians, registered nurses, doctors of pharmacy and registered pharmacists
to provide clinical support for our PBM services. Assisted by experienced data analysts, these health professionals
provide direct clinical input for pharmacy services such as formulary development and management, drug
information programs, clinical interventions with physicians and members, development of drug therapy guidelines
and evaluation of drugs for inclusion in clinically-sound therapeutic intervention programs.

The mission of our research team is to conduct timely, rigorous and objective research that supports
evidence-based pharmacy benefit management. Using pharmacy and medical claims data together with member
surveys, the research department conducts studies to evaluate clinical, economic and member impact of pharmacy
benefits. Topics of ongoing interest center on the impact of clinical offerings, the evolution of pharmacy benefit
designs and the cost-effectiveness of drug therapies. For example, the release of our 2003 Drug Trend Report in
June 2004 marked our eighth consecutive year of tracking prescription drug trends. Based on a large sample of our
membership, the Report not only examines trends in pharmaceutical utilization and cost, it also investigates the
factors that underlie those trends. The current Drug Trend Report and results of our other studies are shared at our
annual Outcomes Conference. We also present at other client forums, speak at professional meetings and publish in
health-related journals.

Information Systems. Our Information Systems department supports our pharmacy claims processing
systems and other management information systems that are essential to our operations. Uninterrupted point-of-sale
electronic retail pharmacy claims processing is a significant operational requirement for us. All domestic claims are
presently processed through systems which are maintained, managed and operated domestically by EDS. Canadian
claims are processed through systems maintained, managed and operated by IBM. Disaster recovery services for all
US systems are provided through our EDS services agreement and SunGard Availability Services. We have
substantial capacity for growth in our US and Canadian claims processing facilities.

Competition

We believe the primary competitive factors in each of our businesses are price, quality and scope of
service. We believe our principal competitive advantages are our strong managed care and employer group customer
base that supports the development of more sophisticated PBM services, and our commitment to provide flexible
and distinctive service to our clients.

There are other PBMs in the United States, many of which are smaller than us and offer their services on a
local or regional basis. We also compete with a number of large, national companies, including Medco Health
Solutions, Inc. (*Medco”) and CaremarkRx, Inc. (“Caremark™), as well as large health insurers and certain HMOs
which have their own PBM capabilities. Several of these competitors may have greater financial, marketing and
technological resources than us.

Consolidation, including the acquisition of AdvancePCS by Caremark in 2004, has been, and may continue
to be an important factor in the PBM industry. We believe the size of our membership base provides us with the
necessary economies of scale to compete effectively in a consolidating market.

Some of our PBM services, such as disease management services, compete with those being offered by
pharmaceutical manufacturers, other PBMs, large national companies, specialized disease management companies
and information service providers. Our non-PBM services conpete with a number of large national companies as
well as with local providers.
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Government Regulation

Many aspects of our businesses are regulated by federal and state laws and regulations. Since sanctions
may be imposed for violations of these laws, compliance is a significant operational requirement. We believe we are
operating our business in substantial compliance with all existing legal requirements material to the operation of our
businesses. There are, however, significant uncertainties involving the application of many of these legal
requirements to our business. In addition, there are numerous proposed health care laws and regulations at the
federal and state levels, many of which could adversely affect our business or financial position. We are unable to
predict what additional federal or state legislation or regulatory initiatives may be enacted in the future relating to
our business or the health care industry in general, or what effect any such legislation or regulations might have on
us. We cannot provide any assurance that federal or state governments will not impose additional restrictions or
adopt interpretations of existing laws that could have a material adverse effect on our consolidated results of
operations, consolidated financial position and/or consolidated cash flow from operations.

Pharmacy Benefit Management Regulation Generally. Certain federal and state laws and regulations
affect or may affect aspects of our PBM business. Among the laws and regulations that impact or may impact our
business are the following:

Anti-Kickback Laws. Subject to certain exceptions and “safe harbors,” the federal anti-kickback statute
generally prohibits, among other things, knowingly and willfully paying or offering any payment or other
remuneration to induce a person to purchase, lease, order, or arrange for (or recommend purchasing, leasing, or
ordering) items (including prescription drugs) or services reimbursable in whole or in part under Medicare,
Medicaid or another federal health care program. The anti-kickback statute also generally prohibits soliciting or
receiving payments or other remuneration for these purposes. Several states also have similar laws, some of which
apply similar anti-kickback prohibitions to items or services reimbursable by HMOs, private insurers and other non-
governmental payors. These state laws vary and have been infrequently interpreted by courts or regulatory agencies.
Sanctions for violating these federal and state anti-kickback laws may include criminal and civil fines and exclusion
from participation in the Medicare and Medicaid programs.

The federal anti-kickback statute has been interpreted broadly by courts, the Office of Inspector General
(*“OIG”) within the Department of Health and Human Services, and administrative bodies. Because of the federal
statute’s broad scope, federal regulations establish certain “safe harbors” from liability. Safe harbors exist for certain
properly reported discounts received from vendors, certain investment interests, certain payments for personal
services, certain properly disclosed payments made by vendors to group purchasing organizations, and certain
discount and payment arrangements with HMO risk contractors serving Medicaid and Medicare members. A
practice that does not fall within a safe harbor is not necessarily unlawful, but may be subject to scrutiny and
challenge. In the absence of an applicable exception or safe harbor, a violation of the statute may occur even if only
one purpose of a payment arrangement is to induce patient referrals or purchases. Among the practices that have
been identified by the OIG as potentially improper under the statute are certain “product conversion programs” in
which benefits were given by drug manufacturers to pharmacists or physicians for changing a prescription (or
recommending or requesting such a change) from one drug to another. Such laws have been cited as a partial basis,
along with state consumer protection laws discussed below, for investigations and multi-state settlements relating to
financial incentives provided by drug manufacturers to retail pharmacies in connection with such programs. See
Item 3 — Legal Proceedings for discussion of current proceedings relating to these laws or regulations.

The OIG issued the final Compliance Program Guidance for Pharmaceutical Manufacturers (the
“Guidance”) on April 28, 2003. The Guidance, which represents OIG’s general views and is not legally binding,
contains guidelines for the design and operation of voluntary programs by pharmaceutical manufacturers to promote
comphance with the laws relating to federal health care programs. In addition, the Guidance identifies certain risk
areas for pharmaceutical manufacturers, including certain types of arrangements between manufacturers and PBMs,
pharmacies, physicians and others that have the potential to implicate the anti-kickback statute. The Guidance
contains a discussion of how manufacturers can structure their arrangements with PBMs, such as rebate programs
and formulary support activities, to comply with the anti-kickback statute.

Stark Law. The federal physician self-referral law, known as the “Stark Law,” prohibits physicians from
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referring Medicare or Medicaid beneficiaries for “designated health services” (which include, among other things,
outpatient prescription drugs) to an entity with which the physician or an immediate family member of the physician
has a financial relationship and prohibits the entity receiving a prohibited referral from presenting a claim to
Medicare or Medicaid for the designated health service furnished under the prohibited referral. Our mail service
pharmacies dispense certain outpatient prescription drugs that may be directly or indirectly reimbursed by the
Medicare or Medicaid programs, potentially making us subject to the Stark Law’s requirements with respect to such
pharmacy operations.

Possible penalties for violation of the Stark Law include denial of payment, refund of amounts collected in
violation of the statute, civil monetary penalties and Medicare and Medicaid program exclusion. The Stark Law
contains certain statutory exceptions for physician referrals and physician financial relationships, and the CMS has
promulgated regulations under the Stark Law which provide some guidance on interpretation of the scope of and
exceptions to the Stark Law.

State Self-Referral Laws. Our mail pharmacy services may also be subject to statutes and regulations that
prohibit payments for referral of individuals from or by physicians to health care providers with whom the
physicians have a financial relationship. These state laws and their exceptions may vary from the federal Stark Law
and vary significantly from state to state. Some of these state statutes and regulations apply to items and services
reimbursed by private payors. Violation of these laws may result in prohibition of payment for items or services
provided, loss of pharmacy or health care provider licenses, fines and criminal penalties. State self-referral laws are
often vague, and, in many cases, have not been widely interpreted by courts or regulatory agencies.

False Claims Act and Related Criminal Provisions. The federal False Claims Act (the “False Claims Act™)
imposes civil penalties for knowingly making or causing to be made false claims with respect to governmental
programs, such as Medicare and Medicaid, for services not rendered, or for misrepresenting actual services
rendered, in order to obtain higher reimbursement. Private individuals may bring qui tam or “whistle blower” suits
against providers under the False Claims Act, which authorizes the payment of a portion of any recovery to the
individual bringing suit. Such actions are initially required to be filed under seal pending their review by the
Department of Justice. A few federal district courts have recently interpreted the False Claims Act as applying to
claims for reimbursement that violate the anti-kickback statute or federal physician self-referral law under certain
circumstances. The False Claims Act generally provides for the imposition of civil penalties and for treble damages,
resulting in the possibility of substantial financial penalties for small billing errors that are replicated in a large
number of claims, as each individual claim could be deemed to be a separate violation of the False Claims Act.
Criminal provisions that are similar to the False Claims Act provide that if a corporation is convicted of presenting a
claim or making a statement that it knows to be false, fictitious or fraudulent to any federal agency it may be fined.
Some states also have enacted statutes similar to the False Claims Act which may include criminal penalties,
substantial fines, and treble damages.

ERISA Regulation. The Employee Retirement Income Security Act of 1974 (“ERISA™) regulates certain
aspects of employee pension and health benefit plans, including self-funded corporate health plans with respect to
which we have agreements to provide PBM services. We believe that the conduct of our business is not generally
subject to the fiduciary obligations of ERISA, and our agreements with our clients provide that we are not the
fiduciary of the applicable plan. However, there can be no assurance that the U.S. Department of Labor (the
“DOL”), which is the agency that enforces ERISA, would not assert that the fiduciary obligations imposed by
ERISA apply to certain aspects of our operations or that courts in private ERISA litigation would not so rule.

In addition to its fiduciary provisions, ERISA imposes civil and criminal liability on service providers to
health plans and certain other persons if certain forms of illegal remuneration are made or received. These
provisions of ERISA are similar, but not identical, to the health care anti-kickback statutes discussed in the
preceding paragraphs; in particular, ERISA lacks the statutory and regulatory “safe harbor” exceptions incorporated
into many of the above-discussed statutes. Like the health care anti-kickback laws, the corresponding provisions of
ERISA are broadly written and their application to particular cases is often uncertain. See Item 3 — Legal
Proceedings for discussion of current proceedings relating to these laws or regulations.
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Effective January 2004, the DOL issued claims procedure regulations (“Claims Rules™) that create
standards applicable to our clients that are regulated under ERISA for initial and appeal level decisions, time frames
for decision making, and enhanced disclosure rights for claimants. We have implemented, and will implement in the
future, changes to our operational processes, as necessary to accommodate our clients’ compliance needs.

FDA Regulation. The U.S. Food and Drug Administration (the “FDA”) generally has authority to regulate
drug promotional materials that are disseminated ‘“‘by or on behalf of” a drug manufacturer. In January 1998, the
FDA issued a Notice and Draft Guidance regarding its intent to regulate certain drug promotion and switching
activities of PBMs. The FDA withdrew the Draft Guidance in the fall of 1998, stating that it would reconsider the
basis for such Guidance. The FDA has not addressed the issue since the withdrawal of the Guidance. The FDA also
enforces federal laws restricting the importation of prescription drugs into the United States from Canada and other
countries.

Comprehensive PBM Regulation. Legislation regulating PBM activities in a comprehensive manner is
being considered in a number of states. In addition, certain organizations, such as the National Association of
Insurance Commissioners (“NAIC,” an organization of state insurance regulators), and the National Committee on
Quality Assurance (“NCQA,” an accreditation organization) as well as certain state pharmacy boards are
considering proposals to regulate PBMs and/or PBM activities, such as formulary development and utilization
management. While the actions of the NAIC would not have the force of law, they may influence states to adopt
model legislation that such organizations promulgate. In addition, standards established by NCQA could materially
impact us directly as a PBM, and indirectly through the impact on our managed care and health insurance clients.

Consumer Protection Laws. Most states have consumer protection laws that previously have been the basis
for investigations and multi-state settlements relating to financial incentives provided by drug manufacturers to retail
pharmacies in connection with drug switching programs. See Item 3 — Legal Proceedings for discussion of current
proceedings relating to these laws or regulations. )

Network Access Legislation. A majority of states now have some form of legislation affecting our ability to
limit access to a pharmacy provider network or removal of a network provider. Such legislation may require us or
our clients to admit any retail pharmacy willing to meet the plan’s price and other terms for network participation
(“any willing provider” legislation); or may provide that a provider may not be removed from a network except in
compliance with certain procedures (“due process” legislation). We have not been materially affected by these
statutes.

Legislation Affecting Plan Design. Some states have enacted legislation that prohibits managed care plan
sponsors from implementing certain restrictive benefit plan design features, and many states have introduced
legislation to regulate various aspects of managed care plans, including provisions relating to the pharmacy benefit.
For example, some states, under so-called “freedom of choice” legislation, provide that members of the plan may
not be required to use network providers, but must instead be provided with benefits even if they choose to use non-
network providers. Other states have enacted legislation purporting to prohibit health plans from offering members
financial incentives for use of mail service pharmacies. Legislation has been introduced in some states to prohibit or
restrict therapeutic intervention, or to require coverage of all FDA approved drugs. Other states mandate coverage of
certain benefits or conditions, and require health plan coverage of specific drugs if deemed medically necessary by
the prescribing physician. Such legislation does not generally apply to us directly, but it may apply to certain of our
clients, such as HMOs and health insurers. If such legislation were to become widely adopted and broad in scope, it
could have the effect of limiting the economic benefits achievable through pharmacy benefit management. This
development could have a material adverse effect on our consolidated results of operations, consolidated financial
position and/or consolidated cash flow from operations.

Licensure Laws. Many states have licensure or registration laws governing certain types of managed care
organizations, including PPOs, TPAs, and companies that provide utilization review services. The scope of these
laws differs from state to state, and the application of such laws to the activities of PBMs often is unclear. We have
registered under such laws in those states in which we have concluded, after discussion with the appropriate state
agency, that such registration is required. Because of increased regulatory requirements on some of our managed
care clients affecting prior authorization of drugs before coverage is approved, we have obtained utilization review
licenses in selected states through our subsidiary, ESI Utilization Management Co. In addition, accreditation



agencies’ requirements for managed care organizations and Medicare + Choice regulations may affect the services
we provide to such organizations.

Legislation and Regulation Affecting Drug Prices. Some states have adopted so-called “most favored
nation” legislation providing that a pharmacy participating in the state Medicaid program must give the state the best
price that the pharmacy makes available to any third party plan. Such legislation may adversely affect our ability to
negotiate discounts in the future from network pharmacies. Other states have enacted “unitary pricing” legislation,
which mandates that all wholesale purchasers of drugs within the state be given access to the same discounts and
incentives. Such legislation has been introduced in the past but not enacted in Missouri, Arizona, Pennsylvania, New
York, and New Mexico, all states where we operate mail service pharmacies. Such legislation, if enacted in a state
where one of our mail service pharmacies is located, could adversely affect our ability to negotiate discounts on our
purchase of prescription drugs to be dispensed by our mail service pharmacies.

In addition, various federal and state Medicaid agencies and other enforcement officials are investigating
the effects of pharmaceutical industry pricing practices such as how average wholesale price (“AWP”) is calculated
and how pharmaceutical manufacturers report their “best price” on a drug under the federal Medicaid rebate
program. AWP is a standard pricing measure (calculated by a third-party such as First Data Bank) used throughout
the industry, as well as by us, as a basis for calculating drug prices under our contracts with health plans and
pharmacies and rebates with pharmaceutical manufacturers. Changes to the AWP standard have been suggested that
could alter the calculation of drug prices for federal programs. We are unable to predict whether any such changes
will be adopted, and if so, if such changes would have a material adverse impact on our consolidated results of
operations, consolidated financial position and/or consolidated cash flow from operations.

Further, the federal Medicaid rebate program requires participating drug manufacturers to provide rebates
on all drugs purchased by state Medicaid programs. Manufacturers of brand name products must provide a rebate
equivalent to the greater of (a) 15.1% of the “average manufacturer price” (“AMP”) paid by wholesalers for
products distributed to the retail pharmacy class of trade and (b) the difference between AMP and the “best price”
available to essentially any customer other than the Medicaid program, with certain exceptions. We negotiate rebates
with drug manufacturers and, in certain circumstances, sell services to drug manufacturers. Investigations have been
commenced by certain governmental entities which question whether “best prices” were properly calculated,
reported and paid by the manufacturers to the Medicaid programs. We are not responsible for such calculations,
reports or payments. There can be no assurance, however, that our ability to negotiate rebates with, or sell services
to, drug manufacturers will not be materially adversely affected by such investigations in the future.

Regulation of Financial Risk Plans. Fee-for-service prescription drug plans generally are not subject to
financial regulation by the states. However, if a PBM offers to provide prescription drug coverage on a capitated
basis or otherwise accepts material financial risk in providing the benefit, laws in various states may regulate the
PBM. Such laws may require that the party at risk establish reserves or otherwise demonstrate financial
responsibility. Laws that may apply in such cases include insurance laws, HMO laws or limited prepaid health
service plan laws.

State Fiduciary Legislation. Statutes have been introduced in several states which purport to declare that a
PBM is a fiduciary with respect to its clients. The fiduciary obligations that such statutes would impose would be
similar, but not identical, to the scope of fiduciary obligations under ERISA. To date only two jurisdictions --
Maine and the District of Columbia — have enacted such a statute. Our trade association, Pharmaceutical Care
Management Association (“PCMA”), has filed suit in federal courts in Maine and the District of Columbia alleging,
among other things, that the statute is preempted by ERISA with respect to welfare plans that are subject to ERISA.
In the Maine case the magistrate has recommended that the District Court judge find that the statute is not pre-
empted by ERISA. That decision is not final. Widespread enactment of such statutes could have a material adverse
effect upon our financial condition, results of operations and cash flows.

Regulation of Disease Management Services. Our disease management programs are affected by many of
the same types of state laws and regulations as our other activities. In addition, all states regulate the practice of
medicine and the practice of nursing. We do not believe our disease management activities constitute either the
practice of medicine or the practice of nursing. However, there can be no assurance that a regulatory agency in one
or more states may not assert a contrary position, and we are not aware of any controlling legal precedent for
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services of this kind.

ERISA Preemption. Many of the state laws described above may be preempted in whole or in part by
ERISA, with respect to self-funded plans which provides for comprehensive federal regulation of employee benefit
plans. However, the scope of ERISA preemption is uncertain and is subject to conflicting court rulings, and we
provide services to certain clients, such as governmental entities, that are not subject to ERISA. Other state laws
may be invalid in whole or in part as an unconstitutional attempt by a state to regulate interstate commerce, but the
outcome of challenges to these laws on this basis is uncertain. Accordingly, compliance with state laws and
regulations remains a significant operational requirement for us.

Mail Pharmacy Regulation. Our mail service pharmacies are located in Arizona, Missouri, New Mexico,
New York, New Jersey, Pennsylvania, California, Texas, and Florida, and we are licensed to do business as a
pharmacy in each such state. Most of the states into which we deliver pharmaceuticals have laws that require out-
of-state mail service pharmacies to register with, or be licensed by, the board of pharmacy or similar regulatory body
in the state. These states generally permit the mail pharmacy service to follow the laws of the state in which the mail
pharmacy service is located, although certain states require that we also employ a pharmacist licensed in that state.
We believe we have registered each of our pharmacies in every state in which such registration is required.

Other statutes and regulations affect our mail service operations including the federal and state anti-
kickback laws, federal Stark Law and state physician self-referral laws described above. Federal and state statutes
and regulations govern the labeling, packaging, advertising and adulteration of prescription drugs and the dispensing
of controlled substances. The Federal Trade Commission requires mail order sellers of goods generally to engage in
truthful advertising, to stock a reasonable supply of the product to be sold, to fill mail orders within thirty days, and
to provide clients with refunds when appropriate. The United States Postal Service has statutory authority to restrict
the delivery of drugs and medicines through the mail to a degree that could have an adverse effect on our mail
service operations.

HIPAA and Other Privacy Legislation. Most of our activities involve the receipt or use of confidential
medical information concerning individual members. In addition, we use aggregated and anonymized data for
research and analysis purposes and in some cases provide access to such data to pharmaceutical manufacturers.
Various federal and state laws, including the Health Insurance Portability and Accountability Act of 1996
(“HIPAA™) (discussed below), currently regulate and restrict the use and disclosure of confidential medical
information and new legislation is proposed from time to time in various states. To date, no such laws have been
adopted that adversely impact our ability to provide our services, but there can be no assurance that federal or state
governments will not enact legislation, impose restrictions or adopt interpretations of existing laws that could have a
material adverse effect on our operations.

In December 2000, the Department of Health and Human Services (“HHS”) issued final privacy
regulations, pursuant to HIPAA, which, among other things, imposes restrictions on the use and disclosure of
individually identifiable health information by certain entities. The compliance date for the final privacy regulations
was April 14, 2003. We believe we are in compliance, in all material respects, with the regulations to the extent
they apply to us. HHS issued final regulations establishing certain electronic transaction standards and code sets in
August 2000, with some modifications published in February 2003. The compliance deadline for these regulations
was October 16, 2002 (or, for certain small health care plans and entities that submitted an appropriate plan for
compliance to the Secretary of HHS, October 16, 2003) and we believe we are in compliance, in all material
respects. Final security regulations under HIPAA were published on February 20, 2003, and for most entities, the
compliance date for these regulations is April 21, 2005. We have a plan in place that wiil ensure that we are in
compliance with these regulations, to the extent they apply to us, by the final compliance date.

Non-PBM Regulatory Environment. Our non-PBM activities operate in a regulatory environment that is
quite similar to that of our PBM activities. In particular, one of our subsidiaries, PMG, conducts certain activities,
including the distribution of drug samples, that are subject to the requirements of the federal Prescription Drug
Marketing Act and many of the other federal and state laws and regulations discussed above.

Future Regulation. We are unable to predict accurately what additional federal or state legislation or
regulatory initiatives may be enacted in the future relating to our businesses or the health care industry in general, or
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what effect any such legislation or regulations might have on us. There can be no assurance that federal or state
governments will not impose additional restrictions or adopt interpretations of existing laws that could have a
material adverse effect on our business or financial position.

Service Marks and Trademarks

We, and our subsidiaries, have registered the service marks “Express Scripts”, “Charting the Future of
Pharmacy”, “PERx”™, “National Prescription Administrators,” “PERxCare”, “RxWorkbench”, “DrugDigest”,
“ValueRx”, “Value Health, Inc.”, “CuraScript”, “CareLogic”, “OncoScripts”, and “Diversified”, among others, with
the United States Patent and Trademark Office. Our rights to these marks will continue so long as we comply with
the usage, renewal filing and other legal requirements relating to the renewal of service marks. We are in the process
of applying for registration of several other trademarks and service marks. If we are unable to obtain any additional
registrations, we believe there would be no material adverse effect on our business. .

Insurance

Our PBM operations, including the dispensing of pharmaceutical products by our mail service pharmacies,
and the services rendered in connection with our disease management and our non-PBM operations, may subject us
to litigation and liability for damages. Commercial insurance coverage has become more difficult to obtain, and
accordingly, our retained liability has increased. We have established certain self-insurance reserves to cover
potential claims. There can be no assurance that we will be able to maintain our professional and general liability
insurance coverage in the future or that such insurance coverage, together with our self-insurance reserves, will be
adequate to cover future claims. A claim, or claims, in excess of our insurance coverage could have a material
adverse effect upon our consolidated results of operations, consolidated financial position and/or consolidated cash
flow from operations.

Employees

As of January 1, 2005, we employed a total of 10,662 employees in the U.S. and 166 employees in Canada.
Approximately 1,500 of the U.S. employees are members of collective bargaining units. Specifically, we employ
members of the Service Employees International Union at our Bensalem, Pennsylvania facility, members of the -
United Auto Workers Union at our Farmington Hills, Michigan facility, members of the American Federation of
State, County and Municipal Employees at our Harrisburg, Pennsylvania and East Hanover, New Jersey facilities
and members of the United Food and Commercial Workers Union at our Albuquerque, New Mexico facility. We
believe our relationships with our employees and the unions that represent them are good.



Executive Officers of the Registrant

Our executive officers and their ages as of February 1, 2005 are as follows:

Name Age Pgsition

Barrett A. Toan 57  Chairman of the Board
and Chief Executive Officer

George Paz 49 President

Edward Stiften 50  Senior Vice President, Chief Financial
Officer

David A. Lowenberg 55  Chief Operating Officer

Thomas M. Boudreau 53 Senior Vice President, General
Counsel and Secretary

C. K. Casteel 54  Senior Vice President — Supply Chain
Management

Edward Ignaczak 39 Senior Vice President — Sales and
Account Management

Patrick McNamee 45  Senior Vice President, Chief
Information Officer

Domenic A. Meffe 40  Senior Vice President — Specialty
Pharmacy Services

Douglas Porter 46 Senior Vice President — Client and
Patient Services

Agnes Rey-Giraud 40  Senior Vice President — Product
Management

Edward J. Tenholder 53 Senior Vice President, Chief
Administration Officer

Darryl E. Weinrich 39 Vice President, Chief Accounting

Officer and Controller

Mr. Toan was elected Chairman of the Board of Directors in November 2000, Chief Executive Officer in
March 1992, a director in October 1990 and served as President between October 1990 and April 2002.
Mr. Toan will retire as Chief Executive Officer on April 1, 2005.

Mr. Paz was elected President in October 2003. Mr. Paz joined us and was elected Senior Vice President
and Chief Financial Officer in January 1998. Mr. Paz will replace Mr. Toan as Chief Executive Officer on April 1,
2005. .

Mr. Stiften was elected Senior Vice President and Chief Financial Officer in April 2004. Prior to joining
us, Mr. Stiften worked for BJIC HealthCare, a hospital and health care organization, serving as Vice President and
Chief Financial Officer since 1998.

Mr. Lowenberg was elected our Chief Operating Officer in September 1999, and served as our Senior Vice
President and Director of Site Operations from October 1994 until September 1999,

Mr. Boudreau was elected Senior Vice President, General Counsel and Secretary in October 1994. He has
served as General Counsel since June 1994.

Mr. Casteel was elected Senior Vice President — Supply Chain Management in September 2002. Prior to
joining us, Mr. Casteel worked for WorldCom, Inc., a telecommunications company, serving as Vice President, Law
and Public Policy, between January 2001 and September 2002, and as Regional Executive, Public Policy, between
January 1996 and January 2001.

Mr. Ignaczak was elected Senior Vice President — Sales and Account Management in December 2002. Mr.

Ignaczak joined us in April 1998 and served as the Vice President and General Manager of our National Employer
Division between April 1998 and December 2002.
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Mr. McNamee joined us and was elected Senior Vice President and Chief Information Officer in February
2005. Prior to joining us, Mr. McNamee worked for Misys Healthcare Systems, a healthcare technology company,
as President and General Manager, Physician Systems, from September 2003 through February 2005. Mr.
McNamee was employed by various subsidiaries of General Electric Corporation from July 1989 through September
2003, including as President, GE OEC Medical Systems, a surgery x-ay manufacturing business, from July 2002
through September 2003; Senior Vice President, Chief Information Officer and Chief Quality Officer, NBC
broadcast network from March 2001 to July 2002; and Chief Information Officer and General Manager of e-
Business, GE Transportation Systems, a transportation manufacturing business, from March 1999 through March
2001.

Mr. Meffe joined the Company as a result of our January 2004 acquisition of CuraScript, a specialty
pharmacy business and PBM company. Mr. Meffe was elected Senior Vice President — Specialty Pharmacy
Services in February 2004. Mr. Meffe served as President and Chief Operating Officer of CuraScript since August
2000. Prior to being elected President and CEO of CuraScript, Mr. Meffe served as president of Coram Prescription
Services, a division of Coram Healthcare Corporation, between October 1997 and August 2000.

Mr. Porter joined us and was elected Senior Vice President — Client Services in July 2002 and assumed
additional responsibilities as Senior Vice President — Client and Patient Services in September 2004. Prior to
joining us, Mr. Porter worked for CIGNA HealthCare, a managed healthcare company, as Vice President —
Employer Services between March 2001 and June 2002 and as Vice President — Transformation between October
1999 and February 2001.

Ms. Rey-Giraud was elected Senior Vice President of Product Management in December 2003 and served
as Senior Vice President — Program Development between July 2002 and December 2003. Ms. Rey-Giraud served
as Vice President and General Manager ~ eBusiness between January 2000 and July 2002 and has served on the
RxHub, LLC, Board of Directors since February 2000 (See “Rx-Hub”). Ms. Rey-Giraud joined us in May 1999 as a
Senior Director of Administration and Operations.

Mr. Tenholder was elected Senior Vice President and Chief Administration Officer in December 2003. Mr.
Tenholder served as Executive Vice President and Chief Operating Officer of Blue Cross and Blue Shield of
Missouri, a managed healthcare company, from October 1997 to December 2000. Mr. Tenholder will retire as Chief
Administration Officer on June 30, 2005.

Mr. Weinrich was elected Vice President, Chief Accounting Officer and Controller in May 2003. Mr.
Weinrich previously served as Vice President and Treasurer from April 2001 to May 2003, Assistant Treasurer from
August 2000 to- April 2001 and Director of SEC Reporting from April 1998 to August 2000.




Forward Looking Statements and Associated Risks

Information that we have included or incorporated by reference in this Annual Report on Form 10-K, and
information that may be contained in our other filings with the SEC and our press releases or other public
statements, contain or may contain forward-looking statements. These forward-looking statements include, among
others, statements of our plans, objectives, expectations or intentions.

Our forward-looking statements involve risks and uncertainties. Our actual results may differ significantly
Jfrom those projected or suggested in any forward-looking statements. We do not undertake any obligation to release
publicly any revisions to such forward-looking statements to reflect evenis or circumstances occurring dfter the date
hereof or to reflect the occurrence of unanticipated events. Factors that might cause such a difference to occur
include, but are not limited to:

v costs of and adverse results in litigation, including a number of pending class action cases that challenge
certain of our business practices

> risks arising from investigations of certain PBM practices and pharmaceutical pricing, marketing and
distribution practices currently being conducted by the U.S. Attorney’s offices in Philadelphia and Boston,
and by other regulatory agencies including the Department of Labor, and various state attorneys general

»  risks and uncertainties regarding the implementation and the ultimate terms of the Medicare prescription
drug benefit, including financial risks 1o us if we participate in the program on a risk-bearing basis

s risks associated with our acquisitions (including our acquisition of CuraScript) which include integration
risks and costs, risks of client retention and repricing of client contracts, and risks associated with the
operations of acquired businesses

»  risks associated with our ability to maintain growth rates, or to control operating or capital costs

»  continued pressure on margins resulting from client demands for lower prices, enhanced service offerings
and/or higher service levels, and the possible termination of, or unfavorable modification to, contracts with
key clients or providers

s competition in the PBM industry, and our ability to consummate contract negotiations with prospective
clients, as well as competition from new competitors offering services that may in whole or in part replace
Services that we now provide to our customers

s adverse results in regulatory matters, the adoption of new legislation or regulations (including increased
costs associated with compliance with new laws and regulations), more aggressive enforcement of existing
legislation or regulations, or a change in the interpretation of existing legislation or regulations

* increased compliance risks relating to our contracts with the DoD TRICARE Plan and various state
governments and agencies

»  the possible loss, or adverse modification of the terms, of contracts with pharmacies in our retail pharmacy
networks

*  risks associated with the use and protection of the intellectual property we use in our business

»  risks associated with our leverage and debt service obligations, including the effect of certain covenants in
our borrowing agreements

o risks associated with our ability to continue to develop new products, services and delivery channels

+  general developments in the health care industry, including the impact of increases in health care costs,
changes in drug utilization and cost patterns and introductions of new drugs

*  increase in credit risk relative to our clients due to adverse economic trends

o risks associated with our inability to attract and retain qualified personnel

s other risks described from time to time in our filings with the SEC

These and other relevant factors, including any other information included or incorporated by reference in
this Report, and information that may be contained in our other filings with the SEC, should be carefully considered
When reviewing any forward-looking statement.
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Failure to Maintain Growth Rates, or to Control Operating or Capital Costs, Could Adversely Affect Our Business

We have experienced rapid growth over the past several years. Our ability to maintain our growth rate is
dependent upon our ability to attract new clients, achieve growth in the membership base of our existing clients as
well as cross-sell additional services to our existing clients. If we are unable to continue our client and membership
growth, and manage our operating and capital costs, our consolidated results of operations, consolidated financial
position and/or consolidated cash flow from operations could be materially adversely affected.

Client Demands for Enhanced Service Levels or Possible Loss or Unfavorable Modification of Contracts with
Clients or Providers, Could Pressure Margins -

As our clients face the continued rapid growth in prescription drug costs, they may demand additional
services and enhanced service levels to help mitigate the increase in spending. We operate in a very competitive
PBM environment, and we may not be able to increase our fees to compensate for these increased services, which
could put pressure on our margins.

We currently provide PBM services to thousands of client groups. Our contracts with clients generally do
not have terms longer than three years and, in some cases, are terminable by the client on relatively short notice. Qur
larger clients generally seek bids from other PBM providers in advance of the expiration of their contracts. If several
of these large clients elect not to extend their relationship with us, and we are not successful in generating sales to
replace the lost business, our future business and operating results could be materially adversely affected. In
addition, we believe the managed care industry is undergoing substantial consolidation, and another party that is not
our client could acquire some of our managed care clients. In such case, the likelihood such client would renew its
PBM contract with us could be reduced.

More than 57,700 retail pharmacies, which represent more than 98% of all United States retail pharmacies,
participate in one or more of our networks. However, the top ten retail pharmacy chains represent approximately
50.5% of the total number of stores in our largest network, and these pharmacy chains represent even higher
concentrations in certain areas of the United States. Our contracts with retail pharmacies, which are non-exclusive,
are generally terminable on relatively short notice. If one or more of the top pharmacy chains elects to terminate its
relationship with us, our members’ access to retail pharmacies and our business could be materially adversely
affected. In addition, many large pharmacy chains either own PBMs today, or could attempt to acquire a PBM in the
future. Ownership of PBMs by retail pharmacy chains could have material adverse effects on our relationships with
such pharmacy chains and on our consolidated results of operations, consolidated financial position and/or
consolidated cash flow from operations. '

Competition in the PBM Industry Could Reduce Membership and Profit Margins

The PBM business is very competitive. Qur competitors include large and well-established companies that
may have greater financial, marketing and technological resources than we do. Competition may also come from
other sources in the future. We cannot predict what effect, if any, these new competitors may have on the
marketplace or on our business.

Over the last several years competition in the marketplace has caused many PBMs, including us, to reduce
the prices charged to clients for core services and share a larger portion of the formulary fees and related revenues
received from pharmaceutical manufacturers with clients. This combination of lower pricing and increased revenue
sharing, as well as increased demand for enhanced service offerings and higher service levels, have put pressure on
operating margins. We expect to continue marketing our services to larger clients, who typically have greater
bargaining power than smaller clients. This might create continuing pressure on our margins. We can give no
assurance that new services provided to these clients will fully compensate for these reduced margins.

Changes in State and Federal Regulations Could Restrict Our Ability to Conduct Our Business

Numerous state and federal laws and regulations affect our business and operations. The categories include,
but are not necessarily limited to:
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+ health care fraud and abuse laws and regulations, which prohibit certain types of payments and referrals as
well as false claims made in connection with health benefit programs

+  ERISA and related regulations, which regulate many health care plans

+  state legislation regulating PBMs or imposing fiduciary status on PBMs

»  consumer protection and unfair trade practice laws and regulations

« network pharmacy access laws, including “any willing provider” and “due process” legislation, that affect
aspects of our pharmacy network contracts

+  legislation imposing benefit plan design restrictions, which limit how our clients can design their drug
benefit plans ‘

»  various licensure laws, such as managed care and third party administrator licensure laws

+ drug pricing legislation, including “most favored nation” pricing and “unitary pricing” legislation

*  pharmacy laws and regulations

*  privacy and confidentiality laws and regulations, including those under HIPAA

» the Medicare prescription drug coverage law

*  other Medicare and Medicaid reimbursement regulations

»  potential regulation of the PBM industry by the U.S. Food and Drug Administration

» pending legislation regarding importation of drug products into the United States

These and other regulatory matters are discussed in more detail under “Business — Government Regulation™ above.

We believe we are operating our business in substantial compliance with all existing legal requirements
material to the operation of our business. There are, however, significant uncertainties regarding the application of
many of these legal requirements to our business, and a number of state and federal law enforcement agencies and
regulatory agencies have initiated investigations or litigation that involve certain aspects of our business or our
competitors’ businesses. Accordingly, we cannot provide any assurance that one or more of these agencies will not
interpret these laws differently, or, if there is an enforcement action. brought against us, that our interpretation would
prevail. In addition, there are numerous proposed healthcare laws and regulations at the federal and state levels,
many of which could materially affect our ability to conduct our business or adversely affect our consolidated results
of operations. We are unable to predict what additional federal or state legislation or regulatory initiatives may be
enacted in the future relating to our business or the healthcare industry in general, or what effect any such legislation
or regulations might have on us.

The Office of Inspector General (“OIG”) of HHS issued the final Compliance Program Guidance for
Pharmaceutical Manufacturers (the “Guidance”) on April 28, 2003. The Guidance, which represents OlG’s general
views and is not legally binding, contains guidelines for the design and operation of voluntary programs by
pharmaceutical manufacturers to promote compliance with the laws relating to federal health care programs. In
addition, the Guidance identifies certain risk areas for pharmaceutical manufacturers, including certain types of
arrangements between manufacturers and PBMs, pharmacies, physicians and others that have the potential to
implicate the anti-kickback statute. The Guidance contains a discussion of how manufacturers can structure their
arrangements with PBMs, such as rebate programs and formulary support activities, to comply with the anti-
kickback statute.

The U.S. Attorney General’s Office in Philadelphia is conducting an investigation into certain PBM
business practices. Medco and AdvancePCS (since acquired by Caremark) have received subpoenas in connection
with this investigation. The U.S. Attorney’s office has also intervened in a gui fam (“whistle blower”) proceeding,
challenging certain of Medco’s business practices. We have received a subpoena from the U.S. Attorney’s Office in
Boston, as have other PBMs including Caremark and Wellpoint Health Systems. We have also received a letter of
inquiry from the Department of Labor. We cannot predict what effect, if any, these investigations may ultimately
have on us or on the PBM industry generally (See Item 3 —Legal Proceedings).

The State of Maine and the District of Columbia have each enacted statutes that purport to declare that a
PBM is a fiduciary with respect to its clients. Our trade association, PCMA has filed suit in Federal District Courts
in Maine and the District of Columbia alleging, among other things, that these statutes are preempted by ERISA
with respect to welfare plans that are subject to ERISA. Both courts have issued preliminary injunctions enjoining
enforcement of these statutes. Neither court has made a final ruling, but a magistrate in the Maine case has
recommended to the District Court that the court uphold the Maine statute.
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Most of our activities involve the receipt or use of confidential medical information concerning individual
members. In addition, we use aggregated and anonymized data for research and analysis purposes and in some cases
provide access to such data to pharmaceutical manufacturers. Various federal and state laws, including the HIPAA
(discussed below), currently regulate and restrict the use and disclosure of confidential medical information and new
legislation is proposed from time to time in various states. To date, no such laws have been adopted that adversely
impact our ability to provide our services, but there can be no assurance that federal or state governments will not
enact legislation, impose restrictions or adopt interpretations of existing laws that could have a material adverse
effect on our operations. R

In December 2000, HHS issued final privacy regulations, pursuant to HIPAA, which, among other things,
imposes restrictions on the use and disclosure of individually identifiable health information by certain entities. The
compliance date for the final privacy regulations was April 14, 2003. We believe we are in compliance, in all
material respects, with the regulations to the extent they apply to us. We are required to comply with certain aspects
of these regulations. For example, we are a “business associate” under HIPAA in some instances with respect to our
health plan clients and a “covered entity” under HIPAA when service is provided through our mail service
pharmacies. Other HIPAA requirements relate to electronic transaction standards and code sets and the security of
protected health information when it is maintained or transmitted electronically. HHS issued final regulations
establishing certain electronic transaction standards and code sets in August 2000, with some modifications
published in February 2003. The compliance deadline for these regulations was October 16, 2002 (or, for certain
small health care plans and entities that submitted an appropriate plan for compliance to the Secretary of HHS,
October 16, 2003). Final security regulations under HIPAA were published on February 20, 2003, and for most
entities, the compliance date for these regulations is April 21, 2005.

Loss of Relationships with Pharmaceutical Manufacturers and Changes in the Regulation of Discounts and
Formulary Fees Provided to Us by Pharmaceutical Manufacturers Could Decrease Qur Profits

We maintain contractual relationships with numerous pharmaceutical manufacturers that provide us with:

+ discounts at the time we purchase the drugs to be dispensed from our mail pharmacies

+  rebates based upon sales of drugs from our mail pharmacies and through pharmacies in our retail networks

+ administrative fees for managing rebate programs, including the development and maintenance of
formularies which include the particular manufacturer’s products

If several of these contractual relationships are terminated or materially altered by the pharmaceutical
manufacturers, our operating results could be materially adversely affected. In addition, formulary fee programs
have been the subject of debate in federal and state legislatures and various other public and governmental forums.
Changes in existing laws or regulations or in interpretations of existing [aws or regulations or the adoption of new
laws or regulations relating to any of these programs may materially adversely affect our business.

In 2003, we ceased accepting funding from pharmaceutical manufacturers for formulary support programs.
We will continue to provide formulary support programs without this targeted manufacturer funding.

Pending and Future Litigation Could Subject Us to Significant Monetary Damages and/or Require Us to Change
Qur Business Practices

We are subject to risks relating to litigation and other proceedings in connection with our PBM operations,
including the dispensing of pharmaceutical products by our mail service pharmacies, and the services rendered in
connection with our disease management and our non-PBM operations. A list of a number of the more significant
proceedings pending against us is included under Item 3 — Legal Proceedings. These proceedings generally seek
unspecified monetary damages and injunctive relief on behalf of a class of plaintiffs that are either our clients or
individual members of health plans. While we believe that these suits are without merit and intend to contest them
vigorously, we can give no assurance that an adverse outcome in one or more of these suits would not have a
material adverse effect on our financial condition, or would not require us to make material changes to our business
practices. We are presently responding to several subpoenas and requests for information from governmental
agencies. See Item 3 — Legal Proceedings. We cannot predict with certainty what the result of any such inquiry
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might be. In addition to potential monetary liability arising from these suits and proceedings, we are incurring costs
in the defense of the suits and in providing documents to government agencies. Certain of the costs are covered by
our insurance, but certain other costs are not insured. Such costs have become material to our financial
performances and we can give no assurance that such costs will not increase in the future.

Commercial insurance coverage has become more difficuit to obtain and premiums have increased
substantially. Accordingly, our retained liability has increased, and we have established certain self-insurance
reserves to cover potential claims. There can be no assurance that we will be able to maintain our professional and
general liability insurance coverage in the future or that such insurance coverage, together with our self-insurance
reserves, will be adequate to cover future claims. A claim, or claims, in excess of our insurance coverage could have
a material adverse effect upon our consolidated results of operations, consolidated financial position and/or
consolidated cash flow from operations.

QOur Leverage and Debt Service Obligations Could Impede Our Operations and Flexibility

As of December 31, 2004, we had consolidated debt of approximately $434.1 million and our debt to
equity ratio was 36.3%. In February 2004, we negotiated an $800 million credit facility and refinanced our
borrowings under our previous bank credit facility. We have substantial interest expense and future repayment
obligations.

Our level of debt and the limitations imposed on us by our debt agreements could have important
consequences, including the following:

»  we will have to use a portion of our cash flow from operations for debt service rather than for our
operations

*  we may from time to time incur additional indebtedness under our revolving credit facility, which is subject
to a variable interest rate, making us vulnerable to increases in interest rates

»  we could be less able to take advantage of significant business opportunities, such as acquisition
opportunities, and react to changes in market or industry conditions '

= we could be more vulnerable to general adverse economic and industry conditions

*  we may be disadvantaged compared to competitors with less leverage

Furthermore, our ability to satisfy our obligations, including our debt service requirements, will be
dependent upon our future performance. Factors which could affect our future performance include, without
limitation, prevailing economic conditions and financial, business and other factors, many of which are beyond our
control and which could affect our consolidated results of operations, consolidated financial position and/or
consolidated cash flow from operations.

Our bank credit facility is secured by the capital stock of each of our existing and subsequently acquired
domestic subsidiaries, excluding Great Plains Reinsurance Co., NPA of New York IPA, Inc., ValueRx of Michigan,
Inc., Diversified NY IPA, Inc., and Diversified Pharmaceutical Services (Puerto Rico), Inc., and 65% of the stock of
our Canadian subsidiaries. If we are unable to meet our obligations under this bank credit facility, these creditors
could exercise their rights as secured parties and take possession of the pledged capital stock of these subsidiaries.
This would materially adversely affect our consolidated results of operations and consolidated financial condition.

Failure to Develop New Products, Services and Delivery Channels May Adversely Affect Our Business

We operate in a highly competitive environment. We develop new products and services from time to time
to assist our clients in managing the pharmacy benefit. If we are unsuccessful in developing innovative products and
services, our ability to attract new clients and retain existing clients may suffer.

Technology is also an important component of our business, as we continue to utilize new and better
channels, such as the Internet, to communicate and interact with our clients, members and business partners. If our
competitors are more successful than us in employing this technology, our ability to attract new clients, retain
existing clients and operate efficiently may suffer.
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Efforts to Reduce Health Care Costs and Alter Health Care Financing Practices Could Adversely Affect Our
Business :

Certain proposals have been made in the United States to control health care costs, including prescription
drug costs, in response to increases in prescription drug utilization rates and drug prices. These proposals include
“single—payer” government funded health care, and price controls on prescription drugs. If these or similar efforts
are successful or if prescription drug utilization rates were to decrease significantly, whether due to a reversal in the
growing role of prescription drugs in medical treatment or otherwise, our business and consolidated results of
operations could be materially adversely affected.

We have designed our business model to compete within the current structure of the U.S. health care
system. Changing political, economic and regulatory influences may affect health care financing and reimbursement
practices. If the current health care financing and reimbursement system changes significantly, our business could be
materially adversely affected. Congress periodically considers proposals to reform the U.S. health care system.
These proposals may increase government involvement in health care and regulation of PBM services, or otherwise
change the way our clients do business. Health plan sponsors may react to these proposals and the uncertainty
surrounding them by reducing or delaying purchases of cost control mechanisms and related services that we
provide. We cannot predict what effect, if any, these proposals may have on our business. Other legislative or
market-driven changes in the health care system that we cannot anticipate could also materially adversely affect our
consolidated results of operations, consolidated financial position and/or consolidated cash flow from operations.

Uncertainty Regarding Implementation and Impact of Government Initiatives

The Medicare Prescription Drug, Improvement and Modernization Act of 2003 (the “Act”) was signed into
law by President Bush on December 8, 2003. The Act created a new voluntary prescription drug benefit under the
Medicare program by adding a new Part D to the Social Security Act. Beginning on January 1, 2006, eligible
Medicare beneficiaries will be able to obtain prescription drug coverage under Part D by enrolling in a prescription
drug plan (“PDP”) in their geographic region. The Act also established a Medicare managed care program called
“Medicare Advantage,” which will replace the current Medicare + Choice program. Enrollees in a Medicare
Advantage plan that offers prescription drug coverage will be able to obtain drug coverage through the plan and will
not be eligible to enroll in a PDP.

The Act imposes various requirements on PDP sponsors and Medicare Advantage plans that offer drug
coverage, including requirements relating to the prescription drug benefits offered, the disclosure of negotiated price
concessions made available by drug manufacturers, pharmacy access and participation, and the development and
application of formularies. Additional requirements are contained in regulations issued under the Act by the CMS
on January 21, 2005. To the extent that Express Scripts serves as a PDP sponsor or provides services to PDP
sponsors and Medicare Advantage plans, it will be required to comply with the applicable provisions of the Act and
CMS regulations.

The Act also created a voluntary Medicare prescription drug discount card program. Under the program,
eligible Medicare beneficiaries are able to obtain a discount card from private card sponsors endorsed by CMS. The
discount card enables the beneficiary to purchase covered prescription drugs at network pharmacies for negotiated
prices under arrangements made by the card sponsor with pharmacies and drug manufacturers. The Medicare
discount card program will continue in effect through December 31, 2005 (with certain provisions for a transition of
beneficiaries to Part D coverage that applies after that date).

Together with the National Association of Chain Drugstores (“NACDS”), we sponsor a prescription drug
discount card through Pharmacy Care Alliance, Inc. (“PCA”™), a jointly controlled organization. We provide PBM
services to PCA, including the negotiation of discounts from individual retailers and pharmaceutical manufacturers,
the enrollment of cardholders and the processing of claims. We also provide services to several of our clients who
have submitted their own applications. The Act and the Medicare discount card program regulations issued by CMS
contain various requirements that apply to Express Scripts’ activities in connection with the program, including
requirements relating to the types of drugs covered by a discount card program, disclosure to CMS of certain
information related to prices and rebates negotiated by the sponsor with pharmacies and drug manufacturers, and
oversight of endorsed card programs by CMS. There are many uncertainties about the financial and regulatory risks
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of participating in the Medicare prescription drug program, and we can give no assurance that these risks will not be
material to our business in future periods.

Failure to Integrate Recent Acquisitions Could Adversely Affect Our Business

In January 2004, we acquired CuraScript for approximately $333.4 million. We have integrated this
business with our other operations. There are risks associated with integrating and operating newly acquired
businesses. We can give no assurance that we will successfully operate this new business.

Increased Credit Risk Relative to Our Clients

We recorded revenues of $15.1 billion during 2004 and we bill substantial amounts to many of our clients.
A deterioration of credit risks of any of our larger clients could impact our ability to collect revenue or provide
future services, which could negatively impact the results of our operations. While we are focused on managing
working capital, we can give no assurances that the deterioration of the credit risks relative to our clients would not
have an adverse impact on our consolidated results of operations, consolidated financial position and/or consolidated
cash flow from operations.
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Item 2 — Properties

We operate our United States and Canadian PBM and non-PBM businesses out of leased and owned
facilities throughout the United States and Canada.

PBM Facilities Non-PBM Facilities
Maryland Heights, Missouri (six facilities) Maryland Heights, Missouri (two facilities)
Tempe, Arizona (three facilities) Lincoln Park, New Jersey (two facilities)
Bloomington, Minnesota (two facilities) Montville, New Jersey
Bensalem, Pennsylvania (two facilities) PineBrook, New Jersey

Troy, New York
Farmington Hills, Michigan"
Albuquerque, New Mexico
Horsham, Pennsylvania
Montreal, Quebec
Mississauga, Ontario
East Hanover, New Jersey

Swatara, Pennsylvania .
St. Mary’s, Georgia
Orlando, Florida
Omaha, Nebraska
Pleasanton, California
Houston, Texas
Pittsburg, Pennsylvania
Brewster, New York
Ambherst, New York
Bethel Park, Pennsylvania

(1) Lease agreements, under which we utilize this facility representing approximately 9,000 square feet, will be
renegotiated or will expire during 2005.

Our Maryland Heights, Missouri facility houses our corporate offices. We believe our facilities generally
have been well maintained and are in good operating condition. At January 1, 2005, our existing facilities comprise
approximately 1,993,000 square feet in the aggregate.

We own and lease computer systems at the processing centers. In late 1999, we entered into an agreement
with EDS to outsource our information systems operations. Through December 31, 2006, EDS has responsibility
for operating and maintaining the computer systems. Our software for claims processing and drug utilization review
and other products has been developed internally by us or purchased under perpetual, nonexclusive license
agreements with third parties. Our computer systems at each site are extensively integrated and share common files
through local and wide area networks. Uninterruptible power supply and diesel generators allow our computers,
telephone systems and mail pharmacy at each major site to continue to function during a power outage. To protect
against loss of data and extended downtime, we store software and redundant files at both on-site and oft-site
~ facilities on a regular basis and have contingency operation plans in place. We cannot, however, provide any
assurance that our contingency or disaster recovery plans would adequately address all relevant issues.

Item 3 — Legal Proceedings

We and/or our subsidiaries are defendants in a number lawsuits that purport to be class actions. Each case
seeks damages in an unspecified amount, and the allegations are such that the Company cannot at this time estimate
with any certainty the damages that the plaintiffs seek to recover. None of the cases has yet been certified by the
court as a class action. We are unable to evaluate with reasonable certainty the effect that unfavorable outcomes
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might have on our financial condition or consolidated results of operations; however, there can be no assurance that
an unfavorable outcome in one or more of these cases would not have a materially adverse effect on such condition
or results. In addition, the expenses of defending these cases may have a material effect on our financial results.

These matters are:

e  Minshew v. Express Scripts (Cause No. Civ.4:02-CV-1503, United States District Court for the Eastern
District of Missouri). On December 12, 2001, this putative class action lawsuit was filed in the United
States District Court for the District of Arizona. The case was subsequently transferred to the Federal
District Court for the Eastern District of Missouri. The plaintiff asserts that certain of our business
practices, including those relating to our contracts with pharmaceutical manufacturers for retrospective
discounts on pharmaceuticals and those related to our retail pharmacy network contracts, violate fiduciary
duties that we allegedly owe to certain of our clients under the Federal Employee Retirement Income
Security Act (ERISA). The putative class consists of health benefit plans that are self-funded by an
employer client. The complaint seeks money damages and injunctive relief on behalf of this class of health
plans. Discovery is proceeding in this case. This case has been consolidated with Mixon and another case
in the Eastern District of Missouri. Plaintiffs have filed motions for class certification and partial summary
judgment on the issue of our fiduciary status under ERISA.

e [nternational Association of Firefighters. Local No. 22, et al. v, National Prescription Administrators and
Express Scripts, Inc. (Cause No. 1L.03216-02, Superior Court of New Jersey, Law Division, Camden
County). On or about August 16, 2002, we were served with this lawsuit alleging that our subsidiary, NPA,
had breached agreements with two benefit plans to whom NPA had provided services under an umbrella
agreement with a labor coalition client. We were also named as a defendant under a theory of de facto
merger. The plaintiffs purport to bring the action on behalf of a class of similarly situated plans. The
lawsuit alleges that NPA had not paid the plans the rebates to which they were entitled under the
agreement. Claims for unspecified money damages are asserted under the New Jersey Consumer Fraud
Act (“the CFA”), and for breach of contract and unjust enrichment. We have filed answers denying
liability. On July 23, 2004, summary judgment was granted in favor of NPA and ESI on the customer
fraud counts. Plaintiff filed a motion to certify a class of all members of the labor coalition, approximately
80 plans. We have filed a response opposing the motion.

e City of Paterson. et al. v. Benecard Prescription Services, et. al. (Cause No. L-005908-02, Superior Court
of New Jersey, Law Division, Camden County). On or about September 13, 2002, plaintiffs filed this
action against Benecard Prescription Services (“Benecard™) and our subsidiary, NPA, alleging violations of
the New Jersey Consumer Protection Act. The allegations by the plaintiffs assert that various business
practices of the defendants violated the statute. Neither we nor NPA owns any interest in Benecard, which
is an independent entity. Subsequently, Plaintiff added ESI as a defendant and added claims for common
law fraud, negligent misrepresentation, and breach of contract. Plaintiffs purport to represent a class of
similarly situated plaintiffs and seek unspecified monetary damages. Both NPA and ESI have filed
answers denying liability. On March 7, 2004, our motion for summary judgment on the consumer
protection counts was granted. Benecard’s motion for partial summary judgment dismissing the class
action allegations was granted. ESI has also filed a motion for partial summary judgment on the class
action allegations.

e Deborah R. Bauer v. Express Scripts, Inc. (Civil Action File No. 2002CV60672, Superior Court of Fulton
County, Georgia). Plaintiff filed suit on October 29, 2002, claiming that we misclassified the prescription
drug tamoxifen citrate as a brand drug. Plaintiff claims that tamoxifen citrate is a generic drug for purposes
of determining the proper co-payment under her health plan. She seeks to prosecute her claim on behalf of
a nationwide class of tamoxifen citrate users who are members of health benefit plans using our services.
Plaintiff’s motion for class certification, which we opposed, was denied by the court. Summary judgment
has been granted in favor of Express Scripts, and no appeal was taken from this judgment.

o Jerry Beeman, et al. v. Caremark, et al. (Cause No. 021327, United States District Court for the Central
District of California). On December 12, 2002, we were served with a complaint against us and several
other pharmacy benefit management companies. The complaint, filed by several California pharmacies as
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a putative class action, alleges rights to sue as a private attorney general under California law. The
complaint alleges that we, and the other defendants, failed to comply with statutory obligations under
California Civil Code Section 2527 to provide our California clients with the results of a bi-annual survey
of retail drug prices. On July 12, 2004, the case was dismissed with prejudice on the grounds that the
plaintiffs lacked standing to bring the action. Plaintiffs have filed an appeal to the U.S. Court of Appeals
for the Ninth Circuit.

Anthony Bradley, et al v. First Health Services Corporation, et al (Cause No. BC319292, Superior Court
for the State of California, County of Los Angeles) On July 30, 2004, plaintiffs filed a complaint as a
putative class action, alleging rights to sue as a private attorney general under California law. The
complaint alleges that we, and the other defendants, failed to comply with statutory obligations under
California Civil Code Section 2527 to provide our California clients with the results of a bi-annual survey
of retail drug prices. Plaintiffs request injunctive relief, unspecified monetary damages and attorneys fees.
Several of the plaintiffs are the same as in Beeman, et al v. Caremark, et al, and the relief sought is
substantially the same as that sought in Beeman. We have filed a motion to dismiss the complaint.

Lynch v. National Prescription Administrators, et al. (Cause No. 03 CV 1303, United States District Court
for the Southern District of New York). This action was filed on February 26, 2003. The plaintiff, a trustee
of the Health and Welfare Fund and the Retiree Health and Welfare Fund of the Patrolmen’s Benevolent
Association of the City of New York, alleges that certain business practices of NPA and the Company
violate duties said to be owed to the class members, including duties under ERISA, state common law, and
state consumer protection statutes. The putative class consists of all current and former self-funded ERISA
and non-ERISA employee benefit plans for which NPA or the Company served as PBM. The suit seeks
unspecified monetary damages and declaratory and injunctive relief. We have filed answers denying
liability. We have filed a motion for summary judgment on behalf of ESI.

American Federation of State, County & Municipal Employees (AFSCME) v. AdvancePCS, et al. (Cause
No. BC292227, Superior Court of the State of California for the County of Los Angeles). This action was
filed on March 17, 2003. The case purports to be a class action on behalf of AFSCME, its California
member unions having non-ERISA health plans, and all California public employees who participate in
non-ERISA health plans. The complaint alleges that certain business practices engaged in by us and other
PBM defendants violated California’s Unfair Competition Law. The suit seeks unspecified monetary
damages and injunctive relief. This case was coordinated with the Irwin case in this court, as described
below. A stipulated dismissal has been signed by the parties and filed with the court. However, a
judgment has not been entered and if a judgment is entered, plaintiffs retain the right to appeal.

Irwin v. AdvancePCS, et al. (Cause No. RG030886393, Superior Court of the State of California for
Alameda County). This action was filed on March 26, 2003. This case is brought by plaintiff alleging his
right to sue as a private attorney general under California law. This case purports to be a class action
against us and other PBM defendants on behalf of self-funded, non-ERISA health plans; and individuals
with no prescription drug benefits that have purchased drugs at retail rates. The complaint alleges that
certain business practices engaged in by us and by other PBM defendants violated California’s Unfair
Competition Law. The suit seeks unspecified monetary damages and injunctive relief. This case has been
coordinated with the AFSCME case in Los Angeles County Superior Court.

North Jackson Pharmacy, Inc., et al. v. Express Scripts (Civil Action No. CV-03-B-2696-NE, United States
District Court for the Northern District of Alabama). This action was filed on October 1, 2003. This case
purports to be a class action against us on behalf of independent pharmacies within the United States. The
complaint alleges that certain of our business practices violate the Sherman Antitrust Act, 15 U.S.C §1, et.
seq. The suit seeks unspecified monetary damages (including treble damages) and injunctive relief.

Mixon v. Express Scripts, Inc. (Civil Action No. 4:03CV1519, United States District Court for the Eastern
District of Missouri). This case was filed on October 23, 2003, and it purports to be class action on behalf
of participants or beneficiaries of any ERISA plan which required the participant or beneficiary to pay a
percentage co-payment on prescription drugs during the period from October 1, 1997 to the present. The
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case alleges that certain of our business practices, including those relating to our contracts with
pharmaceutical manufacturers for retrospective discounts on pharmaceuticals and those related to our retail
pharmacy network contracts, violated alleged fiduciary duties under ERISA. The plaintiff seeks an
accounting and unspecified damages. We filed a motion to dismiss this case on standing grounds which
was denied. This case has been coordinated with Minshew in the Eastern District of Missouri.

Wagner et al. v. Express Scripts (Cause No. 04cv01018 (WHP))United States District Court for the
Southern District of New York). This action was filed on December 31, 2004. This case purports to be a
class action filed on behalf of all individuals who receive health benefits through the New York health
insurance program. The complaint alleges that certain business practices constitute a breach of fiduciary
duty and violate the New York State statute regulating deceptive trade practices. The complaint seeks
injunctive relief and unspecified monetary damages. This case was removed to federal district court. This
case was consolidated with Scheuerman and we have filed a motion to dismiss both cases.

Scheuerman, et al v. Express Scripts (Cause No. 04-CV-0626 (FIS) (RFT)) United States District Court for
the Southern District of New York) This action was filed on April 26, 2004. This case purports to be a
class action filed on behalf of all individuals who receive health benefits through the New York Health
Insurance Program. The complaint alleges that certain business practices constitute a breach of fiduciary
injunction relief and unspecified monetary damages. This case has been removed to federal district court.
This case was consolidated with Wagner and we have filed a motion to dismiss both cases.

People of the State of New York, et al v. Express Scripts, Inc. (Cause No. 4669-04, Supreme Court of the
State of New York, County of Albany) On August 4, 2004, the State of New York filed a complaint
against ESI and Cigna Life Insurance Co. The complaint alleges certain breaches of contract and violations
of civil law in connection with our management of the prescription drug plan for the State of New York and
its employees. The complaint also alleges certain violations of civil law in connection with the Company’