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Magellan Health Services

Magellan Health Services is one of

the country’s leading specialty health
care management organizations,
serving health plans, corporations and
government agencies nationwide.
Currently focused on the areas of
behavioral health, radiology and specialty
pharmacy, we continue to grow and
expand by leveraging our expertise

to deliver innovative cost management
solutions to customers while
collaborating with providers to
positively influence members’ total

health and well-being.
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OPERATIONS .
Net revenue $ 2,155,953
Segment profc® $ 223,256
Net income $ 94,158
Earnings per common share (diluted) $ 2.36
Depreciation and amortization expense $ 57,524
Operating cash flow $ 194,563
Capital expenditures $ 47,553
Number of employees 5,600
FINANCIAL POSITION AT YEAR END
Total assets $ 1,435,123
Total debt $ 13,969
Total stockholders’ equity $ 908,232

1) The foregoing financial infermation should be read in conjunction with the financial statements and related notes as presented

in Mageltan’s Annual Report on Form 10-K for the year ended December 31, 2007, attached herein.

2} In the above financial table and elsewhere in this annual report, Magellan refers to Segment Profit. Segment Profit is a non-GAAP
measure consisting of profit or loss from continuing operations before stock compensation expense, depreciation and amortization,
interest expense, interest income, gain on sale of assets, special charges or benefits, income taxes and minority interest. For a
reconciliation of Segment Profit to consolidated income from continuing operations before income taxes and minority interest
and a discussion of the Company’s use of Segment Profit in presenting its financial information, please refer to its Annual Report

on Form 10-K for the year ended December 31, 2007, attached herein.




Letter to Qur Shareholders

I am pleased to report that 2007 was a great year

both financially and operationally, with the successtul
implementation of nearly $900 million in annualized
new business during the year. The Magellan
management team continued to successfully execure
on our plan to expand our strategic footprint beyond
managing behavioral care. As | take the reins as CEO
in 2008, I feel honored to be carrying on our vision of
transforming Magellan into a multi-faceted specialey
managed health care company.

In more than 20 years as a leader in the health
care arena, | have always felt that success is driven
primarily by insightful planning, attention to
derail and focused execution. In the five years that
[ served as Magellan’s chief operating ofhcer, I led
the team guided by these principles and in 2007 we
continued to reap the rewards of our efforts. Our
diligent groundwork and persistent efforts on the
sales front delivered significant growth during the
year. In addition to the new CIGNA risk radiology
contract, which we announced ar the end of 2006
and implemented in 2007, other highlights for this
year included winning both a WellPoinc risk radiology
contract and the Maricopa County, Arizona behavioral
Medicaid contract.

We implemented these three contracts represenring
over 4 million covered lives and almost $900 million
in 2008 revenue nearly simultaneously, drawing
on hundreds of Magellan employees from around
the company. The nimbleness, responsiveness and
dedication of our team was remarkable. It is hard ro
adequately convey the formidable challenges faced
by the team and, therefore, the magnitude of their
achievement. Success in an undertaking of this scale
and urgency can only happen when all employees, not
just senior management, are guided by and commirted

to the same principles of success. The thoughtful

planning, personal attention to important details and
focused execution of our team — combined with their
commitment to quality care and service excellence

for our customers and members — were ultimately
demonstrated in the near seamless implementarion

of three major contracts in only a few months’ time
and the overall strong financial performance of the

company in 2007.

RADIOLOGY BENEFITS MANAGEMENT

Seamless Execution
In 2007 we continued our expansion of National
Imaging Associates (NIA), the radiology benefits
management business that we acquired in 2006. NIA
is one of the largest radiology benefits management
firms in the country, managing advanced imaging
services such as MRIs and MRAs, CT scans, Nuclear
Cardiology and PET scans, for over 21 million health
plan lives. Our growth strategy in radiology benefics
management has been to leverage Magellan’s financial
and operational assets to develop robust risk-based
radiology products, creating the opportunity to expand
our radiology revenues significandy. In 2007 we began
to execute on this strategy with the implementation
of our first two risk accounts. Mid-year we started a
phased-in implementation of our first such account,
with CIGNA Healthcare. And in July, we converted
an existing non-risk, or ASO (administrartive services
only), contract with Empire Blue Cross Blue Shield,
a subsidiary of WellPoint, Inc., to a risk arrangement.
Combined, these two contracts will generare over
$280 million in revenue for 2008, representing 175
percent compounded annual growth from NIAs
fourth quarter 2006 annualized run-rate. This growth
represents a tremendous success in the execution of
our vision. Of course, winning contracts is only the
first step in growing a business and in 2007 we were

diligently focused on operational execution. It was




René Lerer, M.D.
President and Chief Executive Officer

2007 was a great year both
financially and operationally, with
the successful implementation of
nearly $900 million in annualized

new business during the year.

critical that the CIGNA and Empire implementations
be done well, since they were highly visible contract
awards in an industry in which risk-based radiclogy
management is an emerging product. With prospective
customers and other stakeholders watching these
implementations closely, we knew that success on
these contracts could pave the way for additional

risk opportunities while missteps could have created

a selling headwind that would have been difficult

to overcome. Again, insightful planning, focus and
diligence were key in these important efforts and |

am proud to report that successful implementations

* were the result in both cases.

While ASO business remains an important
product offering for NIA, risk contracting is a key
element of our growth strategy. Our overall risk
and ASO membership increased by approximately
4 million lives in 2007, which required significant

implementation effort:

— We developed radiology provider nerworks in
14 markets supporting over 2 million risk lives.

— Radiology claims payment began in June of 2007
with excellent claims payment accuracy rates during
the year.

— Ciritically important utilization and other cost
management mechanisms were put in place to

manage care for the new risk lives.

The result of these efforts was smooth service
and effective care management for our customers
and other stakeholders and excellent progress in our

expansion of NIA.

MANAGED BEHAVIORAL HEALTH CARE
Executing on Medicaid Growth Opportunities

The most signiﬁcanr growrh opportunities in our
behavioral segment continue to be in the Medicaid

market. States are struggling with escalating Medicaid




costs and are increasingly turning to managed care for
solutions. This environment creates an excellent long-
term growth opportunity for us.

Last year presented a rare opportunity in this arena
with the largest behavioral Medicaid contract in the
United States — Maricopa County, Arizona — coming
out for bid. This contract was previously served by our
largest competitor in the behavioral Medicaid space and,
because unseating an incumbent is always a difficulc
endeavor, the Maricopa contract was a challenging
prospect. Nonetheless, we were confident that the
quality of our program offerings, our strong track
record in Medicaid and the innovative approach we
took in partnering with stakeholders in the communiry,
coupled with our well-known expertise in complex
implementations, made us the company best qualified to
manage this program. We were determined to prove this
to the state of Arizona and, thanks to the tremendous
effort by our team, we did.

We were awarded the contract on June 12, 2007
with a September 1st start date. With annualized revenue
that will approach approximately $600 million in 2008,
the size and complexity of the contract presented a
significant operational challenge for our team given
the very short implementation period. In only 59
business days our team was challenged with building out
a service center, preparing to take on 23 clinics and an
urgent care center, hiring over 1,600 new employees
and working with the community and the newly
established governance board to ensure a smooth
transition of services.

By all accounts, the implementation was
nearly flawless. We were focused throughout this
implementation on the well-being of consumers and
minimizing any disruprion to care during this transition.
We gained the confidence not only of our new customer,

the Arizona Department of Health Services, but also

Building a Diversified Platform

ANNUAL REVENUE 2005
(In thousands)

B BH*Healch Plan $ 907,796
M BH Public Sectar § 773,117
B BH Employer $ 127,090
O Radioclogy —
O Specialty Pharmacy —

TOTAL $ 1,808,003

ANNUAL REVENUE 2007

(In thousands)

B BH Health Plan $ 658,384
B BH Public Sector  $ 1,020,839
B BH Employer $ 126,149
O Radiology $ 170,240
O Specialty Pharmacy $ 180,341

TOTAL $ 2,155,953

* Behavioral Health

50%
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0%
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100%

31%
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6%
8%
8%

100%




of the tens of thousands of individuals served by the
program and their loved ones, who depended on us
to make the transition smoothly. Our success in this
effort was due to the determination and commitment
of hundreds of Magellan employees. We implemented
this contract quickly and efficiently while ar the

same time continuing to meet high service standards
for the rest of our Magellan customers. Our success is
a testament to our national scale, strong operational
infrastructure and expertise in implementing

and managing large and complex specialty managed

Care Contracis.

SPECIALTY PHARMACEUTICAL MANAGEMENT
Refocused in 2008

In 2007 we continued working on the development
and expansion of ICORE, the specialty pharmacy
company that we acquired in 2006, As a reminder,
ICORE works with health plans to manage specialty
drugs used in the treatment of cancer, multiple
sclerosis, hemophilia, infertility, rheumatoid
archritis, chronic forms of hepatitis and other
diseases. Specialty pharmaceuticals represent
approximately 20 percent of total drug costs and
constitute one of the fastest-growing costs in health
care, with trends in excess of 20 percent per year.
ICORE’s performance in 2007 did not meet our
expectations. Some of its underperformance can be
attributed to environmental factors, such as FDA
restrictions on erythropoietin stimulating agents.
Another factor that contributed to the shortfall was
that, in an effort to accelerate growth, we had bid on
several full-scale specialty pharmacy distribution RFPs,
even when these contracts were not combined with
rebate contracts. ICORE simply was not competitive
on stand-alone distribution bids. In hindsight, our
time would have been better spent pursuing contracts

that leveraged ICORE's key strength — maximizing

rebates. Loss of appropriate focus resulted in missed
projections in this business for 2007.

In the coming year we are refocused on rebate
formulary management, which has been the root
of ICORE's historical success. With a preferred
formulary based first and foremost on sound clinical
practice, but also factoring in cost implications when
appropriate, and active involvement with the medical
community, ICORE has demonstrated a very high
degree of effectiveness in moving market share o
preferred drugs. This model creates significant value
through superior rebate results for health plans and
differentiates ICORE from its competitors in the
industry. This has been the key driver of ICORE’s
growth over time. We believe that ICORE is the most
payor-centrric specialty pharmacy in the industry and
its services deliver notably higher savings and value to
customers, We are confident thar our renewed focus
on the rebate formulary optimization offering will set
this segment of our business on a growth trajectory in

2008 and beyond.

STRONG FINANCIALS REMAIN THE FOUNDATION
FOR OPPORTUNITY

Strong operational performance in 2007 drove
equally strong financial results. We produced segment
profit of over $223 million in 2007 and this strong
performance yielded another year of excellent
cash generation. We ended the year with $354 million
in unrestricted cash and investments and only
$14 million of debt.

We enter 2008 with a great capital position to
support our strategic initiatives and we continue
to look at acquisitions that would support our
vision. By expanding into new areas of health care
cost management, we have successfully expanded
our product offerings, diversified our markets and

dramatically increased our growth opportunities. Over

o



the long term we believe this strategy of expanding
within our existing markets and diversifying into new
markets will continue to create significant shareholder
value.

We are primarily interested in acquisitions that
would add to our competitive strengths in areas of
health care where we currently operate. In addition,
we will continue to look for areas of health care thar
would add new specialty products to our current
offerings. In 2007 we evaluated numerous acquisition
targets. The targets we considered generally fell into
three categories: companies with solid businesses but
unrealistic price expectations; companies in target areas
but with systemic weaknesses; or targets with business
models that we felt had questionable long-term growth
prospects. While the second two categories are of little
interest to us, we believe there may be opportunities
in 2008 in the first category among companies that
previously had held unrealistic price expectations.

We believe sellers will begin to adjust their price
expectations downward as a result of even tighter
credit markets. Previously high expectations were
driven in large part by easy credit, which increased
the number of buyers in the market and drove up
deal prices. With limited credit now available,
the number of buyers in the market has dropped
radically. There is always a lag between the time
when markets shift and when seller expectations shift
correspondingly. We believe that sellers are just now
beginning to adjust their price expectations, creating
excellent market conditions for opportunistic buyers
with cash — buyers like Magellan.

While our strong and consistent cash flow
generation allows us to consider acquisition
opportunities, we are committed to deploying our
capital in a manner that most effectively maximizes

long-term sharcholder value. We routinely consider

a variety of capital deployment alternarives, such

as implementing a share repurchase or a dividend,
in addition to acquisitions. As we define our course
of action over the next year, we will continually
reassess marker and environmental conditions to
determine the best use of cash. As always, we remain
committed to maximizing value to our sharcholders

over the long run.

2008 CONTINUED FOCUS ON GROWTH

In 2008 our focus will be on continuing to execute on
our growth initiarives.

In radiology benefits management, we are driven to
deliver superior results for our current customers and
to grow our business. We are absolutely committed to
and focused on delivering high-quality results to all
of our stakeholders. Having successfully implemented
our first two risk contracts in 2007, we have now
refocused on selling additional risk and ASO business.
We are actively marketing these products and we are
committed to delivering furure growth in this business.

We will also be dedicated to growing our specialty
pharmaceutical business. As | stated earlier, in 2008
we are focused on ICORE's key area of differentiated
value, which is rebate formulary management. We
have increased our sales resources in ICORE and
have prioritized our sales efforts to capiralize on the
historical drivers of ICORE’s success. We are confident
that these changes will drive improved earnings growth
in 2008.

We also intend to build on the momentum of our
Maricopa victory by conrinuing to grow our behavioral
business. Having won Maricopa in 2007, we are now
the largest behavioral Medicaid management company
in the United Srates and have proven our ability 1o
be competitive in this space, even in the face of an
entrenched incumbent. In addition to our success in

managing contracts that are directly carved out by a




state to a specialty managed care company, we have

extensive experience managing behavioral Medicaid

contracts as a partner to health plans. Our experience
in managing a variety of Medicaid contracts positions
us well to manage the behavioral health needs of all
beneficiaries regardless of the form of care management
a state may choose. We have excellenr long-term
prospects in Medicaid and we will be working to
leverage our growing presence and visibility into new
contracts in the future.

Our behavioral business, including our employer-
and health plan-focused segments, is the foundation of
our historical success and its strong earnings and cash
flow continue to provide an excellent platform for our
overall growth and expansion.

Our goal over the last few years has been to become
a more diversified specialty managed health care

company. In 2007, we made significant progress in

expanding our business lines and in 2008 we will

Mark S. Demilto, Chief Financial Officer (left)
and René Lerer, M.D., President and Chief
Fxecutive Officer (right)

continue to build on this strong foundacion. Careful
planning, managing the details as well as the major
issues, and unwavering focus have driven our success.
We remain committed to these principles, which I
believe will continue to produce excellent results for

In 2007, we made ngnfﬁcant our customers and the people they serve, and drive

value for our shareholders.

progress in expanding our business
lines and in 2008 we will continue

to build on this strong foundation. r
Careful planning, managing the
RENE LERER, M.D.

details as well as the major issues, President and Chief Executive Officer

and unwavering focus have driven

our success.
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PART 1
Forward-Looking and Cautionary Statements

This Form 10-K includes “forward-looking statements” within the meaning of Section 27A of the
Securities Act of 1933, as amended (the “Securities Act”), and Section 21E of the Securities Exchange
Act of 1934, as amended (the “Exchange Act”). Although the Company (as defined below) believes
that its plans, intentions and expectations reflected in such forward-looking statements are reasonable,
it can give no assurance that such plans, intentions or expectations will be achieved. Prospective
investors are cautioned that any such forward-looking statements are not guarantees of future
performance and involve risks and uncertainties, and that actual results may differ materially from
those contemplated by such forward-looking statements. Important factors currently known to
management that could cause actual results to differ materially from those in forward-looking
statements are set forth under the heading “Risk Factors” in Item 1A and elsewhere in this Form 10-K.
When used in this Form 10-K, the words “estimate,” “anticipate,” “expect,” “believe,” “should” and
similar expressions are intended to be forward-looking statements.

Item 1. Business

Magellan Health Services, Inc. (“Magellan™) was incorporated in 1969 under the laws of the State
of Delaware. Magellan’s executive offices are located at 55 Nod Road, Avon, Connecticut 06001, and
its telephone number at that location is (860) 507-1900. Reference in this report to the “Company”
includes Magellan, its majority owned subsidiaries, and all variable interest entities (“VIEs™) for which
Magellan is the primary beneficiary.

Business Overview

The Company is engaged in the specialty managed healthcare business, and its principal offices
and operations are in the United States. Through 2005, the Company predominantly operated in the
managed behavioral healthcare business. During 2006, the Company expanded into radiology benefits
management and specialty pharmaceutical management as a result of its January 31, 2006 acquisition of
National Imaging Associates, Inc. (“NIA"} and its July 31, 2006 acquisition of ICORE Healthcare LLC
(“ICORE"), respectively. The Company provides services to health plans, insurance companies,
corporations, labor unions and various governmental agencies. The Company’s business is divided into
the following six segments, based on the services it provides and/or the customers that it serves, as
described below.

Managed Behavioral Healthcare. The Company’s managed behavioral healthcare business is
composed of three of the Company’s segments, each as described further below. This line of business
generally reflects the Company’s coordination and management of the delivery of behavioral healthcare
treatment services that are provided through its contracted network of third-party treatment providers,
which inciudes psychiatrists, psychologists, other behavioral health professionals, psychiatric hospitals,
general medical facilities with psychiatric beds, residential treatment centers and other treatment
facilities. The treatment services provided through the Company’s provider network include outpatient
programs (such as counseling or therapy), intermediate care programs (such as intensive outpatient
programs and partial hospitalization services), inpatient treatment and crisis intervention services. The
Company generally does not directly provide, or own any provider of, treatment services except as
relates to the Company’s contract to provide managed behavioral healthcare services to Medicaid
recipients and other beneficiaries of the Maricopa County Regional Behavioral Health Authority (the
“Maricopa Contract™), which is discussed further in Note 10—“Commitments and Contingencies-
Maricopa Contract” to the consolidated financial statements set forth elsewhere herein. Under the
Maricopa Contract, the Company was required to assume the operations of twenty-four behavioral
health direct care facilities for a transitional period and to divest itself of these facilities over the
following two years pursuant to a schedule as set forth in the Maricopa Contract.




The Company provides its management services primarily through: (i) risk-based products, where
the Company assumes all or a substantial portion of the responsibility for the cost of providing
treatment services in exchange for a fixed per member per month fee, (ii) administrative services only
(“ASO™) products, where the Company provides services such as utilization review, claims
administration and/or provider network management, but does not assume responsibility for the cost of
the treatment services, and (iii) employee assistance programs (“EAPs”) where the Company provides
short-term outpatient counseling.

The managed behavioral healthcare business is managed based on the services provided and/or the
customers served, through the following three segments:

Health Plan. The Managed Behavioral Healthcare Health Plan segment (“Health Plan™)
generally reflects managed behavioral healthcare services provided under contracts with managed
care companies, health insurers and other health plans for some or all of their commercial,
Medicaid and Medicare members. Health Plan’s contracts encompass either risk-based or ASO
arrangements or both. As of December 31, 2007, Health Plan’s covered lives were 5.6 million,
0.2 million and 20.7 million for risk-based, EAP and ASO products, respectively. For the year
ended December 31, 2007, Health Plan’s revenue was $530.6 million, $1.3 million and
$126.5 million for risk-based, EAP and ASO products, respectively.

Emplover The Managed Behavioral Healthcare Employer segment (“Employer”) generally
reflects the provision of EAP services and managed behavioral healthcare services under contracts
with employers, including corporations and governmental agencies, and labor unions. Empioyer
contracts can be for either EAP or managed behavioral healthcare services, or both. Employer
contracts containing provision of managed behavioral healthcare services can be risk-based or
ASQ, but currently are primarily ASO. As of December 31, 2007, Employer’s covered lives were
0.1 million, 13.6 million and 0.5 million for risk-based, EAP and ASO products, respectively. For
the year ended December 31, 2007, Employer’s revenue was $6.4 million, $102.7 million and
$17.0 million for risk-based, EAP and ASO products, respectively.

Public Sector The Managed Behavioral Healthcare Public Sector segment (“Public Sector”)
generally reflects managed behavioral healthcare services provided to Medicaid recipients under
contracts with state and local governmental agencies. Public Sector contracts encompass either
risk-based or ASQO arrangements. As of December 31, 2007, Public Sector’s covered lives were
2.1 million and 0.2 million for risk-based and ASO products, respectively. For the year ended
December 31, 2007, Public Sector’s revenue was $1.0 billion and $4.4 million for risk-based and
ASO products, respectively.

Radiology Benefits Management. The Company’s Radiology Benefits Management segment
generally reflects the management of the delivery of diagnostic imaging services to ensure that such
services are clinically appropriate and cost effective. The Company’s radiology benefits management
services currently are provided under contracts with managed care companies, health insurers and other
health plans for some or all of their commercial, Medicaid and Medicare members. The Company has
bid and may bid in the future on contracts with state and local governmental agencies for the provision
of such services to Medicaid recipients. The Company won one Medicaid contract last year; however,
its implementation has been postponed by the agency. The Company offers its radiology benefits
management services through ASO contracts, where the Company provides services such as utilization
review and claims administration, but does not assume responsibility for the cost of the imaging
services and through risk-based contracts, where the Company assumes all or a substantial portion of
the responsibility for the cost of providing diagnostic imaging services. The Company’s first two
risk-based radiology benefits management contracts became effective June 1, 2007 and July 1, 2007,
respectively. As of December 31, 2007, covered lives for Radiology Benefits Management were
2.2 million and 19.1 million for risk-based and ASO products, respectively. For the year ended




December 31, 2007, revenue for Radiology Benefits Management was $118.2 million and $52.0 million
for risk-based and ASO products, respectively.

Specialty Pharmaceutical Management. The Company’s Specialty Pharmaceutical Management
segment generally reflects the management of specialty drugs used in the treatment of cancer, multiple
sclerosis, hemophilia, infertility, theumatoid arthritis, chronic forms of hepatitis and other diseases.
Specialty pharmaceutical drugs represent high-cost injectible, infused, oral, or inhaled drugs which
traditional retail pharmacies typically do not supply due to their high cost, sensitive handling, and
storage needs. The Company’s specialty pharmaceutical management services are provided under
contracts with managed care companies, health insurers and other health plans for some or all of their
commercial, Medicare and Medicaid members. The Company’s specialty pharmaceutical services
include (i) distributing specialty pharmaceutical drugs on behalf of health plans, (ii) administering on
behalf of health plans rebate agreements between health plans and pharmaceutical manufacturers, and
(iii) providing consulting services to health plans and pharmaceutical manufacturers. The Company’s
Specialty Pharmaceutical Management segment had contracts with 30 health plans as of December 31,
2007.

Corporate and Other.  This segment of the Company is comprised primarily of operational support
functions such as sales and marketing and information technology, as well as corporate support
functions such as executive, finance, human resources and legal.

Acquisition of National Imaging Associates

On January 31, 2006, the Company acquired all of the outstanding stock of NIA, a privately held
radiology benefits management (“RBM”) firm, for approximately $121 million in cash, after giving
effect to cash acquired in the transaction, and NIA became a wholly-owned subsidiary. The Company
reports the results of operations of NIA in the Radiology Benefits Management segment. For further
discussion, see Note 3—‘“Acquisitions and Joint Ventures” to the consolidated financial statements set
forth elsewhere herein,

Acquisition of ICORE Healthcare, LLC

On July 31, 2006, the Company acquired all of the outstanding units of membership interest of
ICORE, a specialty pharmaceutical management company, and ICORE became a wholly-owned
subsidiary. The Company reports the results of operations of ICORE in the Specialty Pharmaceutical
Management segment. For further discussion, see Note 3—"Acquisitions and Joint Ventures” to the
consolidated financial statements set forth elsewhere herein.

The Company paid or agreed to pay to the previous unitholders of ICORE, all of whom are
members of ICORE’s management team, (i) $161 million of cash at closing; (ii) $24 million of cash
that was used by the unitholders of ICORE to purchase Magellan restricted stock with such restricted
stock vesting over three years, provided the unitholders do not earlier terminate their employment with
Magellan; (iii) $25 million plus accrued interest (the “Deferred Payment”) on the third anniversary of
the closing, subject to any indemnity claims Magellan may have under the purchase agreement; (iv) the
amount of positive working capital that existed at ICORE on the closing date (the “Working Capital
Payments™), which was $18.2 million of which $17.8 million was paid during 2007 with the remainder
paid in January 2008; and (v) a potential earn-out of up to $75 million (the “Earn-Out”), provided the
unitholders do not earlier terminate their employment with the Company prior to the payment of the
Earn-Out. The $161 million of cash paid at closing, the $25 million Deferred Payment and
$18.2 million of Working Capital Payments were recorded as purchase price. The $24 million of
restricted stock is being recognized as stock compensation expense over the three year vesting period.
The $24 million in restricted stock paid at the closing was issued in a transaction pursuant to which the
unitholders of ICORE at closing applied $24 million of the purchase price as cash consideration for
their purchase of restricted shares of the Company’s common stock. The unitholders subscribed to an




aggregate of 543,879 restricted shares of the Company’s common stock on a basis proportional to each
unitholder’s ¢conomic interest in ICORE at a purchase price of $44.13 per share, which was the
average of the closing prices of the Company’s common stock on NASDAQ for the twenty trading days
immediately preceding the closing. The Deferred Payment and the remaining estimated Working
Capital Payments are included in Deferred Credits and Other Long-Term Liabilities and in Accrued
Liabilities, respectively, on the Company’s accompanying consolidated balance sheets as of

December 31, 2006 and 2007. The Earn-Out has two parts: (i) up to $25 million based on carnings for
the 18 month period ended December 31, 2007 and (ii) up to $50 million based on earnings in- 2008.
The Earn-Out, if earned, is payable 33 percent in cash and 67 percent in Magellan restricted stock that
vests over two years after issuance. Any Earn-Out will be recognized as compensation expense over the
applicable period that it is earned, because in order for potential recipients to receive any Earn-Out
consideration, they must be employed by the Company at the time such consideration is distributed.
The unitholders did not earn any of the potential Earn-Out of $25 million for the 18 month period
ended December 31, 2007, nor has any amount of Earn-Out pertaining to 2008 been accrued as of
December 31, 2007.

Industry

According to the Centers for Medicare and Medicaid Services (“CMS”)}, UL.S. healthcare spending
was projected to increase 6.6 percent to over $2.2 trillion in 2007, representing more than 16 percent of
the gross domestic preduct. Healthcare is a rapidly evolving field where clinical and technological
advancements can create business opportunities for firms with specialized expertise in certain niches of
care management. The Company has transformed itseif into a specialty managed healthcare company
by entering areas of healthcare cost management that represent a meaningful portion of the healthcare
dollar and that are growing at a disproportionately higher rate than other areas of healthcare. The
Company defines areas of healthcare that can be carved out for specialty healthcare management to be
areas where:

* The management and cost of care are separable from other areas of healthcare management;

* The Company believes that it can provide value to its customers in managing the care beyond
what such customers can achieve on their own;

» The value that the Company provides to its customers is measurable.

The Company’s first specialty healthcare product was the management of behavioral healthcare. In
2006 the Company added both radiclogy benefits management and specialty pharmaceutical
management services to its product offering through acquisitions of companies in these businesses.

Business Strategy

The Company is engaged in the specialty managed healthcare business. It currently provides
managed behavioral healthcare services, radiology benefit management services, and specialty
pharmaceutical management services. The Company’s strategy is to expand its participation in the
healthcare management services market through the expansion of its existing businesses and
diversification into new specialties and services. The Company believes that its clients would prefer to
consolidate outsourced vendors and that as a vendor offering multiple outsourced products, it will have
a competitive advantage in the market. The Company seeks to grow its specialty managed healthcare
business through the following initiatives:

Expanding the radiology benefits management services business. The Company entered the RBM
business through its acquisition of NIA on January 31, 2006. Since that time, the Company has
embarked on its strategy of expanding NIA’s current product offering into risk-based products. The
Company has leveraged its information systems, call center, and claims infrastructure as well as its
financial strength and underwriting expertise to facilitate the expansion into risk-based RBM products.




In that regard, the Company has modified its claims system, developed and continues to expand a
proprietary network of providers, and upgraded its call centers. During 2007, the Company
implemented its first two risk-based contracts. The Company intends to continue marketing its
risk-based contracts to current ASO customers as well as to new RBM customers, including through
cross-selling to its managed behavioral healthcare and specialty pharmaceutical management customer
base.

Expanding the specialty pharmaceutical management business. The Company entered the specialty
pharmaceutical management business through its acquisition of ICORE on July 31, 2006. The Company
believes it can leverage its operational platform and expertise to expand and enhance ICORE’s product
offering. The Company intends to cross-sell ICORE’s products to its current managed behavioral
healthcare and radiology benefits management customer base.

Expanded penetration of products in new or growing markets. 'The Company secks to expand its
services in new and/or growing markets. In recent years, the Medicaid market has increased its use of
specialty managed healthcare services. With Medicaid experience in managed behavioral healthcare,
radiology benefits management and specialty pharmaceutical management, the Company believes it is
positioned to grow its membership and revenues in the Medicaid market over the long term as a result
of its proven expertise in managing these services. The Company also believes that it might be able to
expand the use of radiology benefits management into new arenas such as Medicare and/or the
direct-to-employer market at some time in the future.

Continued diversification of business. The Company continually evaluates opportunities to enter
other specialty healthcare businesses or healthcare services that are complementary to its existing
operations, that could accelerate its entrance into new products, and/or that could leverage its existing
customer relationships. |

The Company’s current capital structure provides it with the flexibility to consider potential
acquisitions that meet its strategic criteria as a possible means to accomplish its strategic objectives.

Customer Contracts

The Company’s contracts with customers typically have terms of one to three years, and in certain
cases contain renewal provisions (at the customer’s option) for successive terms of between one and
two years (unless terminated earlier). Substantially all of these contracts may be immediately
terminated with cause and many of the Company’s contracts are terminable without cause by the
customer or the Company either upon the giving of requisite notice and the passage of a specified
period of time (typically between 60 and 180 days) or upon the occurrence of other specified events. In
addition, the Company’s contracts with federal, state and local governmental agencies generally are
conditioned on legislative appropriations. These contracts generally can be terminated or modified by
the customer if such appropriations are not made. The Company’s contracts for managed behavioral
healthcare and radiology benefits management services generally provide for payment of a per member
per month fee to the Company. See “Risk Factors—Risk-Based Products” and “—Reliance on
Customer Contracts.”

The Company’s contracts with the State of Tennessee’s TennCare program (“TennCare™) and with
subsidiaries of WellPoint, Inc. (“WellPoint™), each generated revenues that exceeded, in the aggregate,
ten percent of revenues for the consolidated Company, for the years ended December 31, 2006 and
2007. See further discussion related to these significant customers in “Risk Factors—Reliance on
Customer Contracts.” In addition, see “Risk Factors—Dependence on Government Spending” for
discussion of risks to the Company related to government contracts.




Provider Network

Except for certain services provided under the Maricopa Contract (see “Business—Managed
Behavioral Healthcare”), the Company’s managed behavioral healthcare services and EAP treatment
services are provided by a contracted network of third-party providers, including psychiatrists,
psychologists, other behavioral health professionals, psychiatric hospitals, general medical facilities with
psychiatric beds, residential treatment centers and other treatment facilities. The number and type of
providers in a particular area depend upon customer preference, site, geographic concentration and
demographic composition of the beneficiary population in that area. The Company’s managed
behavioral healthcare network consists of approximately 75,000 behavioral healthcare providers,
including facility locations, providing various levels of care nationwide. The Company’s network
providers are almost exclusively independent contractors located throughout the local areas in which
the Company’s customers’ beneficiary populations reside. Qutpatient network providers work out of
their own offices, although the Company’s personnel are available to assist them with consultation and
other needs.

Non-facility network providers include both individual practitioners, as well as individuals who are
members of group practices or other licensed centers or programs. Non-facility network providers
typically execute standard contracts with the Company under which they are generally paid on a
fee-for-service basis.

Third-party network facilities include inpatient psychiatric and substance abuse hospitals, intensive
outpatient facilities, partial hospitalization facilities, community health centers and other community-
based facilities, rehabilitative and support facilities and other intermediate care and alternative care
facilities or programs. This variety of facilities enables the Company to offer patients a full continuum
of care and to refer patients to the most appropriate facility or program within that continuum.
Typically, the Company contracts with facilities on a per diem or {feg-for-service basis and, in some
limited cases, on a “case rate” or capitated basis. The contracts between the Company and inpatient
and other facilities typically are for one-year terms and are terminable by the Company or the facility
upon 30 to 120 days™ notice.

Historically, the Company's radiology benefits management services were provided by a network of
third-party providers that are contracted by the customers of the Company to provide such services to
the customers’ members or enrollees. To support its offering of risk-based arrangements, the Company
has developed and continues to expand a proprietary network of providers directly, through the use of
its internal networking resources, and indirectly through a network contracting company. Network
providers include diagnostic imaging centers, radiology departments of hospitals that provide advanced
imaging services on an outpatient basis, and individual physicians or physician groups that own
advanced imaging equipment and specialize in certain specific areas of care. The Company contracts
with these providers on a fee-for-service basis.

Joint Ventures

Prior to April 11, 2006, Premier Behavioral Systems of Tennessee, LLC (“Premier’) was a joint
venture in which the Company owned a 50 percent interest. On April 11, 2006, the Company
purchased the other 50 percent interest in Premier for $1.5 million, so that Premier is now a wholly-
owned subsidiary of the Company.

Premier was formed to manage behavioral healthcare benefits for a certain portion of TennCare.
In addition, the Company contracted with Premier to provide certain services to the joint venture.
Through 2003, the Company accounted for its investment in Premier using the equity method. Effective
December 31, 2003, the Company adopted the Financial Accounting Standards Board’s (“FASB™)
Interpretation No. 46, “Consolidation of Variable Interest Entities, an Interpretation of Accounting
Research Bulletin ("ARB”) No. 51" (“FIN 46}, under which the Company consolidated the balance
sheet of Premier in its consolidated balance sheet as of December 31, 2003. Beginning in 2004, the




Company consolidated the results of operations of Premier in its consolidated statement of income.
The creditors (or other beneficial interest holders) of Premier have no recourse to the general credit of
the Company.

As of December 31, 2005, the Company owned a 37.5 percent interest in Royal Health Care, LLC
(“Royal”). Royal was a managed services organization that reccived management fees for the provision
of administrative, marketing, management and support services to seven managed care organizations.
Rovyal did not provide any services to the Company.

The Company accounted for its investment in Royal using the equity method. Effective February 2,
2006, the Company sold its Royal ownership interest back to Royal in exchange for cash proceeds of
$20.5 million. See Note 3—“Acquisitions and Joint Ventures” to the consolidated financial statements
set forth elsewhere herein for further information on Royal.

Competition

The Company’s business is highly competitive. The Company competes with other healthcare
organizations as well as with insurance companies, including health maintenance organizations
(“HMOs”), preferred provider organizations (“PPOs”), third-party administrators (“TPAs”),
independent practitioner associations (“IPAs”), multi-disciplinary medical groups, pharmacy benefit
managers (“PBMs”) and other specialty healthcare and managed care companies. Many of the
Company’s competitors, particularly certain insurance companies, HMOs and PBM’s are significantly
larger and have greater financial, marketing and other resources than the Company, and some of the
Company’s competitors provide a broader range of services. The Company may also encounter
competition in the future from new market entrants. In addition, some of the Company’s customers
that are managed care companies, may seek to provide specialty managed healthcare services directly
to their subscribers, rather than by contracting with the Company for such services. Because of these
factors, the Company does not expect to be able to rely to a significant degree on price increases to
achieve revenue growth, and expects to continue experiencing pricing pressures.

Insurance

The Company maintains a program of insurance coverage for a broad range of risks in its business.
The Company has renewed its general, professional and managed care liability insurance policies with
unaffiliated insurers for a one-year period from June 17, 2007 to June 17, 2008. The general liability
policies are written on an “occurrence” basis, subject to a $0.1 million per claim un-aggregated
self-insured retention. The professional liability and managed care errors and omissions liability policies
are written on a “claims-made” basis, subject to a $1.0 million per claim ($10.0 million per class action
claim) un-aggregated self-insured retention for managed care liability, and a $0.1 million per claim
un-aggregated self-insured retention for professional liability.

The Company maintains separate general and professional liability insurance policies with an
unaffiliated insurer for its Specialty Pharmaccutical Management business. The Specialty
Pharmaceutical Management insurance policies have a one-year term for the period June 17, 2007 to
June 17, 2008. The general liability policies are written on an “occurrence” basis, subject to a
$0.05 million per claim un-aggregated self-insured retention. The professional liability policy is written
on a “claims-made” basis, subject to a $0.05 million per claim un-aggregated self-insured retention.

The Company maintains separate general and professional liability insurance policies with an
unaffiliated insurer for its Maricopa Contract business, which include coverage for the behavioral health
direct care facilities. The Maricopa Contract insurance policies have a one-year term for the period
August 31, 2007 to September 1, 2008. The general liability policies are written on an “occurrence”
basis, subject to a $0.35 million per claim un-aggregated self-insured retention. The professional liability
policy is written on a “claims-made” basis, subject to a $0.35 million per claim un-aggregated
self-insured retention.




The Company is responsible for claims within its self-insured retentions, and for portions of claims
reported after the expiration date of the policies if they are not renewed, or if policy limits are
exceeded. The Company also purchases excess liability coverage in an amount that management
believes to be reasonable for the size and profile of the organization. See “Risk Factors—Professional
Liability and Other Insurance,” for a discussion of the risks associated with the Company’s insurance
coverage. -

Regulation

General. The specialty managed healthcare industry is subject to extensive and evolving state and
federal regulation. The Company is subject to certain state laws and regulations, including those
governing the licensing of insurance companies, HMOs, PPOs, TPAs, companies engaged in utilization
review and specialty pharmaceutical management. In addition, the Company is subject 1o regulations
concerning the licensing of healthcare professionals, including restrictions on business corporations
from providing, controlling or exercising excessive influence over healthcare services through the direct
employment of physicians, psychiatrists or, in certain states, psychologists and other healthcare
professionals. These laws and regulations vary considerably among states and the Company may be
subject to different types of laws and regulations depending on the specific regulatory approach
adopted by each state to regulate the managed care and specialty pharmacy businesses and the
provision of healthcare treatment services. In addition, the Company is subject to certain federal laws
as a result of the role it assumes in connection with managing its customers’ employee benefit plans.
The regulatory scheme generally applicable to the Company’s operations is described in this section.

The Company believes its operations are structured to comply in all material respects with
applicable laws and regulations and that it has received all licenses and approvals that are material to
the operation of its business. However, regulation of the specialty managed healthcare industry is
constantly evolving, with new legislative enactments and regulatory initiatives at the state and federal
levels being implemented on a regular basis. Consequently, it is possible that a court or regulatory
agency may take a position under existing or future laws or regulations, or as a result of a change in
the interpretation thereof, that such laws or regulations apply to the Company in a different manner
than the Company believes such laws or regulations apply. Moreover, any such position may require
significant alterations to the Company’s business operations in order to comply with such laws or
regulations, or interpretations thereof. Expansion of the Company’s business to cover additional
geographic areas, to serve different types of customers, 1o provide new services or to commence new
operations could also subject the Company to additional license requirements and/or regulation. Failure
to comply with applicable regulatory requirements could have a material adverse affect on the
Company.

Licenses. Certain regulatory agencies having jurisdiction over the Company possess discretionary
powers when issuing or renewing licenses or granting approval of proposed actions such as mergers, a
change in ownership, transfer or assignment of licenses and certain intra-corporate transactions. One or
multiple agencies may require as a condition of such license or approval that the Company cease or
modify certain of its operations or modify the way it operates in order to comply with applicable
regulatory requirements or policies. In addition, the time necessary to obtain a license or approval
varies from state to state, and difficulties in obtaining a necessary license or approval may resuit in
delays in the Company’s plans to ¢xpand operations in a particular state and, in some cases, lost
business opportunities. In recent years, in response to governmental agency inquiries or discussions with
regulators, the Company has determined to seek licensing for its managed behavioral healthcare and
radiology benefits management business as a single service MO, TPA or utilization review agent in
one or more jurisdictions. Compliance activities, mandated changes in the Company’s operations, delays
in the expansion of the Company’s business or lost business opportunities as a result of regulatory
requirements or policies could have a m