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Company Profile

NovaMed acquires, develops and operates ambulatory surgery centers (ASCs) in partnership with

physicians. NovaMed also provides expertlse in identifying and attracting new physicians to perform
surgical procedures in existing ASCs. At April 1, 2008, NovaMed had ownership interests in 34 ASCs
located in 17 states {excluding two ASCs that we plan to divest).

NovaMed also sells a variety of optical products to eye care professionals and consumers through
our purchasing organization, wholesale laboratories and optical retail store. In addition, NovaMed
provides marketing products and services to eye care professionals and vendors.

Selected Financials

2007 2006 2005
(in thousands, except per share data)
Total net revenue $128,621 $104,256 $ 78,402
Operating income 31510 23,031 16,193
Income from continuing operations 5,932 5,536 5,252
Income from continuing operations per diluted share  $  0.24 $ 022 5§ 022
Net cash provided by operating activities | $ 18342 $ 14,676 $ 11,833
Warking capital $ 18,438 $ 10,240 $ 6,669
Total assets 195,704 160,547 97,162
Long-term debt 101,176 61,112 17,244
Stockholders” equity 65,173 68,116 58,675

TOTAL NET REVENUE

{in thousands)

OPERATING INCOME

{In thousands)

NET CASH PROVIDED BY
OPERATING ACTIVITIES

{in thousands)
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$128,621 ’ $31,510 3
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Dear Stockholders

NovaMed made good progress in 2007. We grew our business through acquisitions, internal growth
and operating margin improvement. We acquired two ambulatory surgery centers {ASCs) in 2007
and produced 7% same-facility revenue growth over 2006 in our surgical facilities segment. We also
acquired a group purchasing organization to add to our product sales segment. Qur consolidated net
revenue increased 23% over 2006 to $128.6 million and our operating income increased 37% over 2006
to $31.5 million. Our net cash from continuing operations was $18.3 million, up 25% over 2006.

The two ASCs we acquired in 2007 were both large, multi-specialty centers that increased our presence
in two of our existing states. One of these ASCs, located in Partage, Michigan just outside of Kalamazoo,
was our largest acquisition to date. With our recent acquisitions and the success of our physician
recruiting efforts, we continue to diversify aur procedure mix into other specialties. Non-ophthalmic
surgical procedures represented 34% of our total procedures in 2007, up from 29% in 2006 and 17%
in 2005. We now perform ophthalmology, orthopedic, pain management, plastics, gastrointestinal,
gynecology, urology, ENT and spine procedures in our ASCs.

Our surgical facilities revenue in 2007 increased $24.7 million, or 30%, over 2006 and surgical procedures
increased 35%. ASCs acquired or developed in 2006 and 2007 contributed $21.4 million of this increase.
In addition to our strang external growth through acquisition, we also praduced solid internal, or same-
facility, growth in 2007. Despite a reduction in Medicare reimbursement for one of our pracedures, the
post-cataract laser or YAG procedure, our same-facility net revenue was up 7% over 2006. Qur strategy
of creating a dedicated sales team to drive same-facility growth is working. We have three sales people
with the primary task of finding physicians to utilize our ASCs in targeted markets. They report to ong
of our senior executives who has significant sales experience. Since each of our existing ASCs has
capacity to accommodate additional surgical procedures, the primary mission of our sales team is to
identify the best physicians in the market to fill this capacity by performing their surgical procedures in
our ASCs. By developing refationships with our existing physician-partners and operations staff, our
sales team can mare quickly learn the local market and identify potential leads. A secondary benefit
of our sales team is that, in many cases, they have helped enhance our relatienships with physician-
partners.

We continue to believe that we are well positioned to benefit from the organic growth that is driven
by demographics. The 77 million baby boomers in America who are growing otder and living longer
are accelerating the growth rate of the over 65 age group. This will drive the demand for surgical
procedures. Also, there will continue to be new technoiogies and innovations, which will allow more
surgical procedures to be performed on an outpatient basis. Because ASCs are the lowest cost
setting for most outpatient procedures, we believe that ASCs will capture an increasing share of these
procedures over time.

One challenge for us in 2007 was finding high quality ASCs to acquire at prices we deemed reasonable.
Over the past several years there has been a lot of competition for high quality ASCs. As you would
expect, this has caused acquisition prices to escalate. We believe that it is prudent and in the long-
term interest of our stockholders for us to continue to take a disciplined approach to acquisitions. In
some cases, this has meant that we were outbid by competitors for acquisitions that we were pursuing.
In other cases, it has meant that our thorough due diligence process identified issues that caused
us to elect not ta pursue the transaction. Despite these challenges, the ASC industry is still highly
fragmented fram an ownership perspective and we helieve that we will continue to be successful in
finding and completing attractive ASC acquisitions. This confidence stems from our past success in
this area as well as our strength in developing and building relationships with physicians. We also
have access to the capital necessary to continue our acquisition strategy.




In February 2007, we increased the size of our credit facility from $80 million to §125 million, with an
option to increase the size to $150 million under certain conditions. To ensure that we would not face
any capital constraints over the next few years we completed in June 2007 a $75 million offering
of senior subordinated notes with a 1% coupon and five year term. As of March 31, 2008, we had
$24 miilion borrowed under our credit facrhty and over $100 million available to fund our acquisition
strategy. In this difficult credit market, we are very well positioned from a capital perspective. We also
have significant and growing cash flow frum our gperations to help fund our growth. In 2007, our cesh
flow from operations was $18.3 millicn and our routine capital expenditures were $2.5 million. This left
us with almost $16 million in cash flow to fund acquisitions.

As with any portfolio of assets, we had some underperforming ASCs that were utilizing valuable
resources and contributing negatively to our operating results. In December 2007, we made the
decision to divest four ASCs, which resulted in us incurring significant non-cash losses in the fourth
quarter of 2007. We believe this was the rlght business decision and we are better positioned in 2008 to
direct our resources to our higher potentral}ASCs

Our product sales segment also performed well in 2007. Net revenue from our marketing products and
services business was solid, although down from the prior year primarily because this business had an
unusually strang 2006. Net revenue from our three other product sales businesses increased 7% aver
2006 led by a 16% increase in our optical products purchasing organization. Because of the success
of our optical products purchasing orgamzanon we acquired The Buying Group, a competitor based
in Minneapolis. The Buying Group had net revenue of approximately $2.4 million in 2007 which will
increase the size of our optical products purchasing organization by over 75% and solidify our position
as one of the leading optical products purchasrng organizations in the nation. The performance of our
other segment, which primarily consists of a'n ophthalmology practice with multiple locations in Atlanta,
Georgia, was similar to the prior year. These two segments together required less than $400,000 in
routine capital expenditures and produced $4.8 million in pretax income.

Despite the turmoil in the credit markets and the weak economy, we believe we will continue to achieve
profitable growth in our business in 2008 and beyond. With over $100 million available to us under our
credit facility and the recent decline in mterest rates, we are well positioned to continue to execute
our growth strategy. Most of the surgical prucedures performed in our ASCs are need driven and paid
for by government or insurance payors, which means we should be less impacted by a weak economy
than many businesses. l

| greatly appreciate the contributions of Iuur employees, our physician-partners and our Board of
Directors in 2007. | would also like to thank our stockholders for their ongoing support. | ook forward
to continuing to work with all of you toward the shared goal of increasing stockholder value.

Thomas S. Hall E
Chairman, President and Chief Executive Officer
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This Annual Report on Form 10-K (the “Form 10-K”) contains, and incorporates by reference, certain
“forward-looking statements” (as such term is defi ned in Section 21E of the Securitics Exchange Act of 1934, as
amended) that reflect our current expectations reéardmg our future results of operations, performance and
achievements. These forward-looking statements are made pursuant to the safe harbor provisions of the Private
Securities Litigation Reform Act of 1995. We have tried, wherever possible, to identifv these forward-looking
statements by using words such as “anticipates,” “beheve.s " “estimates,” “expects,” “plans,” “intends” and
similar expressions. These statements reflect our current beliefs and are based on information currently available
10 us. Accordingly, these statements are subject to cenam risks, uncertainties and contingencies that could cause
our actual results, performance or achievements in 2008 and beyond to differ materially from those expressed in,
or implied by, such statements. These risks and urcertainties include: reduced prices and reimbursement rates
for surgical 'procedures; our ability to acquire, develop or manage a sufficient number of profitable surgical
facilities; our ability to manage our increasing borrowing costs as we incur additional indebtedness to fund the
acquisition and development of surgical faciﬁties’r, our ability to access capital on a cost-effective basis to
continue to successfully implement our growth strategy; our ability to maintain successful relationships with the
physicians who use our surgical facilities; our abrhty to grow and manage effectively our increasing number of
surgical facilities; competition from other companies in the acquisition, development and operation of surgical
facilities; and the application of existing or proposed government regulations, or the adoption of new laws and
regulations, that could limit our business operatlom require us to incur significant expenditures or limit
our ability to relocate our facilities if necessaryl These factors and others are more fully set forth under
“ftem IA—Risk Factors.” You should not place undue reliance on any forward-looking statements. We
undertake no obligation to update or revise any stuch forward-looking statements that may be made to reflect
events or circumstances after the date of this Form 10-K or to reflect the occurrence of unanticipated events.

I LI

Unless the context requires otherwise, you should understand all references 10 *we,” “us” and “our” to
include NovaMed, Inc. and its consolidated subsidiaries.

Item 1. Business
General

NovaMed, Inc. is a health care services company and an owner and operator of ambultatory surgery
centers (ASCs). Our primary focus and strategy 1s to acquire, develop and operate ASCs in joint ownership
with physicians throughout the United States. Als of March 15, 2008, we own and operate 34 ASCs located
in 17 states, plus two ASCs that we are planning to divest in 2008. Historically, most of our ASCs have
been single-specialty ophthalmic surgical | facilities where ophthalmologists perform  surgical
procedures—primarily cataract surgery. Over the past four years, however, we have focused on expanding
into other specialties such as orthopedics (including podiatry), urclogy, gastroenterology, pain
management, plastic surgery, gynecology and otolaryngology (ENT). This expansion into other specialties
has been accomplished through both the acqulsltlon of new ASCs and the addition of new specialties to
our existing ASCs. As of March 15, 2008, 10 of our 34 ASCs offer surgical services in specialties other than
ophthalmology. We continue to explore opportunities to acquire ASCs offering differing types of medical
specialties. We also continue to explore ways t(:) efficiently add new specialties to our existing ASCs.

As of March 15, 2008, we own a majority interest in 32 of our ASCs with the minority interests
generally being held by physicians. We own 100% of the equity interests in our other two ASCs; however,
in the future we may elect to sell a minority interest in these facilities to physicians.

In addition to having surgical equipment in our ASCs, we also pr0v1de excimer lasers to
ophthalmologists for their use in performing la‘;er vision correction surgery in their offices. We provide
these excimer lasers and other services pursuant to laser services agreements.

. | . . . o
We also own and operate optical laboratories, an optical products purchasing organization and a
marketing products and services business. |

|
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In addition to our surgical facilities and optical products businesses, we provide management services
to two eye care practices pursuant to long-term service agreements. Under these service agreements, we
provide business, information technology, administrative and financial services to these practices in
exchange for a management fee. These management services are provided to an optometric practice with
an optical retail store located in the Chicage market and an ophthalmology practice with multiple locations
in Atlanta, Georgia.

We were originally organized as a Delaware limited liability company in March 1995 under the name
NovaMed Eyecare Management, LLC. In connection with a venture capital investment made in November
1996, NovaMed Holdings Inc., an Illinois corporation, was formed to serve as a holding company, with
NovaMed Eyecare Management, LLC as our principal operating subsidiary. In May 1999, NovaMed
Holdings Inc. reincorporated as a Delaware corporation and changed its name to NovaMed Eyecare, Inc.
In August 1999, we consummated our initial public offering of common stock. In March 2004, we changed
our name to NovaMed, Inc. We also changed the name of our principal operating subsidiary to NovaMed
Management Services, LLC.

Information Available

Our corporate headquarters are located at 980 North Michigan Avenue, Suite 1620, Chicago, [llinois
60611, and our website is wwwnovamed.com. We file annual, quarterly, and current reports, proxy
statements, and other documents with the Securities and Exchange Commission (the “SEC”) under the
Securities Exchange Act of 1934, as amended (the “Exchange Act”). The public may read and copy any
materials that we file with the SEC at the SEC’s public reference facilities at Room 1580, 100 F Street,
N.E., Washington, D.C. 20549. Also, the SEC maintains an Internet website that contains reports, proxy
and information statements, and other information regarding issuers, including us, that file their Exchange
Act documents electronically with the SEC. The public can obtain any documents that we file with the SEC
at http:/iwww.sec.gov.

We also make available free of charge on or through our Internet website (http:/iwww.novamed.com)
our Annual Report on Form 10-K, Quarterly Reports on Form 10-Q, Current Reports on Form 8-K and, if
applicable, amendments to those reports filed or furnished pursuant to Section 13(a) of the Exchange Act
as soon as reasonably practicable after we electronically file such materials with, or furnish them to, the
SEC.

Industry Overview
Ambulatory Surgery Center Industry

The term “ambulatory surgery” refers to medical procedures performed on a nonhospitalized patient
who is able to return home the same day. Since the inception of outpatient surgery centers in the early
1970s, the ASC industry has grown consistently, with approximately 5,700 ASCs in the United States as of
August 2007 according to Verispan, L.L.C., an independent health care market research and information
firm. Improved surgical techniques and technologies have significantly expanded the number of surgical
procedures that can be performed in an ASC. Lasers, enhanced endoscopic techniques and fiber optics
have reduced the trauma and recovery time associated with many surgical procedures. Improved
anesthesia has minimized post-operative side effects such as nausea and drowsiness, resulting in shorter
recovery times and in many cases eliminating the need for overnight hospitalization.

We also believe that the convenience and efficiencies offered by an ASC have also contributed to the
growth in ASC procedures. We believe that many physicians prefer an ASC to a hospital because of greater
scheduling flexibility, faster turnaround time between cases and more efficient nurse staffing. Patients
prefer the experience of a surgical facility dedicated to their specialized surgery that is free from
disruptions or scheduling conflicts that often arise in hospitals due to emergency procedures or more
complex surgical procedures that take longer than expected.




In addition to these technological advancements and operating efficiencies, we believe that public and
private third party payors recognize the cost- effpctwe benefits of ASCs. We believe that surgery performed
at an ASC is generally less expensive than hospital-based outpatient surgery because of lower facility costs,
more efficient staffing and space utilization and a specialized operating environment focused on cost
containment.

Optical Products and Services Industry !

The eye care market consists of a large, dlverse group of services and products. The eye care services
market includes routine eye examinations as|well as diagnostic and surgical procedures that address
complex eye and vision conditions. The most common conditions addressed by eye care professionals are
nearsightedness, farsightedness and astigmatism. Other frequently treated conditions include cataracts,
glaucoma, macular degeneration and diabetic retinopathy. Eye and vision conditions are typically treated
with surgery, pharmaceuticals, prescription 'glasses, contact lenses or some combination of these
treatments. Additional services offered by eye: care professionals include research services for cye care
devices or pharmaceuticals being developed or tested in clinical trials. The optical products market consists
of the manufacture, distribution and sale of optlcal goods including corrective lenses, eyeglasses, frames,

contact lenses and other optical products and 'accessories.

While the number of patient choices for vision correction has increased with improved surgical vision
correction technologies and techniques, the mdrket for basic optical goods mcludmg corrective lenses,
eyeglass frames, contact lenses and other optlcal products and accessories, remains a significant market.
Eyeglass lenses and frames are typically sold! through retail optical outlets located in optometrist and

ophthalmologist clinics, as well as through retail stores.
!
|

Our Business Model

We are focused primarily on acquiring, developing and operating ASCs within new and existing
markets. We believe that our experience in operating ASCs, when coupled with our management services
experience in working with physicians, will provide our physician-partners with an efficient operating
environment to maximize quality patient care! Our business was founded in the eye care setting, but we
have expanded into other specialties and expect to continue to acquire and develop ASCs in varying
specialties. .

Surgical Facilities {

As of March 15, 2008, we own and operate 34 ASCs, each of which is a state-licensed and Medicare-
certified ASC, plus two ASCs that we are planning to divest in 2008. Physicians perform a variety of
surgical procedures in our ASCs, including ophthalmology, orthopedics (including pediatry), urology,
gastroenterology, pain management, plastic surgery, gynecology and ENT Sixty- six percent of the surglcal
procedures performed in our facilities in 2007 were ophthalmic procedures, with orthopedics, pain
management, gastroenterology, urology and ENT comprising 10%, 8%, 7%, 3% and 3%, respectively.

We gencrally own and operate our surglcal facilities through joint ownership arrangements in which
we own a majomy interest in the facility dl‘ld the minority equity interests are held by physicians that
perform surgeries in the ASC and live in the ASC’s local community. Each facility is generally owned and
operated through a separate limited liability cJ)mpany, with one of our wholly owned subsidiaries generally
serving as the manager of the entity. In certain instances, we may own the facility through a limited
partnership with one of our wholly owned subsidiaries serving as the general partner.

In addition to owning and operating ASCs, we also are parties to laser services agreements pursuant
to which we provide excimer lasers and variofus services to ophthalmologists for their use in performing
laser vision correction surgery. |

|
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Product Sales

We own and operate an optical laboratory business that specializes in surfacing, finishing and
distributing corrective lenses and eyeglass lenses. Our laboratories have in excess of 250 active customers,
including ophthalmologists, optometrists, opticians and optical rctail chains. Our optical products
purchasing organization allows eye care professionals to purchase optical products through us from more
than 200 suppliers. We expanded our purchasing organization in December 2007 when we acquired an
optical products purchasing organization based in Minneapolis, Minnesota. With this acquisition, we now
process consolidated monthly billing for over 2,500 customers, Customers of these businesses include our
former affiliated doctors who are parties to multi-year optical supply agreements with us pursuant to which
our group purchasing organization and optical laboratories are the primary providers of optical products
and supplies to these doctors. Generally, unless the partics agree on extensions, these supply agreements
will expire between July 2008 and December 2012, The product sales revenue generated from these
customers in 2007 constituted less than ten percent of our total product sales revenue,

In addition, our marketing products and services business provides eye care professionals and vendors
with a range of products and services including brochures, videos, advertising and website design,
education and training programs, and consulting services.

We also have a long-term service agreement with an optometric practice located in lilinois. The
optometric practice also has a retail optical outlet that sells eyeglasses and other products to patients. We
provide all of the services, facilities and equipment necessary to operate this optometric practice under a
25-year service agreement. The services include:

» billing, collection and cash management services
+ procuring and maintaining all office space, equipment and supplies

* subject to federal and state law, recruiting, employing, supervising and training all non-professional
persennel

= assisting in recruiting additional doctors
* all administrative and support services

+ information technotogy services

Other

We also have a 40-year service agrecment in place with an ophthalmology practice with multiple
locations in Atlanta, Georgia. We provide all of the services, facilities and equipment necessary to operate
this medical practice, including services identical in nature to those described above with respect to our
Illinois affiliated optometric practice.

For a further discussion regarding these segments and their respective financial information, please
see “lItem 7—Management’s Discussion and Analysis of Financial Condition and Results of Operations.”

Our Growth Strategy
Surgical Facilities

We are focused on acquiring, developing and operating ASCs. Historically, our emphasis was
primarily on eye surgical services. Over the past several ycars, however, we have expanded inte other
specialties such as orthopedics (including podiatry), urology, gastroenterology, pain management, plastic
surgery and gynecology. This expansion into other specialtics has been through both the acquisition of new
facilities and the addition of specialties to our existing centers. While ophthalmology is still our largest
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specialty and a key part of our growth strategy,!we are actively evaluating and pursuing opportunities in
other specialties. The key elements of our growth strategy are:

* Increasing the revenue and profitability 5f our existing ASCs;
* Acquiring equity interests in ASCs in partnership with physicians; and

* Developing newly constructed ASCs through joint ownership arrangements with physicians.
t

Increasing Revenue and Profitability of our l-ﬁxistz'ng ASCs

The revenue generated by our ASCs is dri*ven by the surgical procedures performed by physicians,
Revenue growth in our existing ASCs is expec[ed to be derived from an increase in surgical procedures
performed at each facility, with this increase attrlbutable to existing physicians or new physicians utilizing
the facility. All of our ASCs currently have the capacity to handle additional procedures. Given this
capacity, we introduce the benefits of our facrlmes 1o new physicians who may be using other less efficient
and convenient facilities. We believe the effrcnency and convenience of an ASC, and the opportunity to
work in facilities affiliated with a national ASC operator with significant management expertise, are
appealing to physicians and their patients and pr?VIdes a more attractive setting than hospitals. We employ
sales people in several of our markets who are workmg on a full-time basis to market our ASCs to potential
physicians. We also work with our physicians to identify new procedures, technologies or equipment to
integrate into our facilities and expand the scoﬁe of surgical services offered in a cost-effective manner.
Moreover, as we continue to expand the nlumber of multi-specialty ASCs within our portfolio,
reimbursements from private third party payors will likely increase as an overall percentage of our surgical
facility revenue. Thus, we will continue to evaluate opportunities to maximize our managed care panel
participation and reimbursement levels.

With some of our existing centers that cutrently provide only eye-related surgical services, we are
exploring efficient ways to add new surgical specialties, We are often required to obtain state licensure
approval to add other specialties to our existing| centers. The likelihood of our success in receiving these
approvals will vary by state.

Staffing and medical supply costs are generally an ASC’s two largest expense categories. We analyze
staffing schedules and work with physicians to schedule surgeries in a manner that maximizes staff
efficiency and optimizes staffing costs. We also| have negotiated purchasing contracts with many of our
largest vendors and we educate our physicians on lower cost supply alternatives that still maintain high
patient care standards.

Acquiring Equity Interests in ASCs

We have a development staff that is responsible for identifying, evaluating and negotiating the
acquisition of majority interests in ASCs in new or existing markets. In certain instances, we may also
consider acquiring a minority, rather than a majority, equity interest. The acquisition of a well-established
ASC is an attractive means of entry into a new 'market, particularly in states that require a certificate of
need (CON) for development. In analyzing plbtential transactions, the evaluation of our prospective
physician-partners is a critical factor. We recoghize that the success of our ASCs is tied directly to the
success of our physician-partners and their practices. We believe our management services experience from
our history as a physician practice managemem company greatly enhances our physician evaluation

process. |

We also assess the target facility’s potcntial for future growth. We identify opportunities to add new
physicians or surgical procedures, or to lmprove managed care participation. We also examine the
opportunities to reduce expenses through rmproved staff efficiency, better physician scheduling and
reduced supply costs. Our development staff and operations personnel work closely with our physician




partners to formulate a growth strategy for each newly acquired facility to maximize our return on
investment.

We currently intend to finance our future acquisitions of equity interests in ASCs using cash generated
from our operations and amounts borrowed under our $125 million credit facility that expires on
February 5, 2010.

Developing Newly Constructed ASCs

Our development staff is also responsible for identifying potential opportunities to build new ASCs
with physician-partners. These projects involve partnering with one or more physicians in a local
community that is either underserved from a facility standpoint, or involve physicians who don’t have the
resources, productivity or expertise to construct a facility on their own and seek an experienced partner to
heip finance, structure and oversee the project. Generally, development of a new ASC can be an attractive
alternative in states that do not require a CON to build a new center. We have developed two of our 34
ASCs as of March 15, 2008.

Product Sales

We believe there are opportunities to grow our optical products and services business by adding
ophthalmologists and optometrists as customers, as well as offering a broader range of products and
services to our existing customer base. We also recently added 1o our optical products group purchasing
organization by purchasing another purchasing organization based in Minneapolis, Minnesota.

Competition
Surgical Facilities

In acquiring, developing and operating our ASCs, our principal competitors are corporations,
physicians and hospitals. There are several publicly held and private companies actively engaged in the
acquisition, development and operation of ASCs. Some of these companies may acquire and develop
multi-specialty ASCs, practice-based ASCs focusing on varying specialties, or a combination of the two,
Moreover, some of these companies have the acquisition and development of ASCs as their core business,
while other competitors are larger companies that have subsidiaries or divisions engaged in this business.
Many of these competitors have greater resources than us. In each of our local markets, we also compete
with hospitals and other ASCs in attracting physicians to utilize our ASCs, for patients and for managed
carc contracting opportunities.

Product Sales

Our two optical laboratories face a varicty of national, regional and local competitors. We compete in
the optical laboratory market on the bases of quality and breadth of service, reputation and price.

In the market for providing optical group purchasing services, we primarily compete with national and
regional buying groups, as well as large vendors. Competition in this market is based upon service, price
and the strength of the purchasing organization, including the ability to negotiate discounts with suppliers.

Other

Our management services are provided to eye care professionals through long-term affiliations. The
market for these management services is fragmented, and we do not face any single, dominant U.S.
national competitor. Eye care professionals may seek a corporate partner to assist them in the growth and
development of their practices, as well as with the day-to-day management and administration of their
businesses. Factors that may influence an eye care professional’s decision to retain a corporate partner to
provide management services are the corporate partner’s experience and scope and quality of services
offered, the eye care professional’s need for these services, and price.
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Employees

As of March 3, 2008, we had approximately 691 employees, 463 of whom are full-time employees. We
are not a party to any collective bargaining agreements and we consider our relations with our employees
to be good.

Many of our ASCs are located adjacent to a physician practice. In some instances, our ASCs may lease
from the physician practice some or all of the individuals who provide services in the ASC on our behalf.
This is typically only done when the ASC may provide surgical services on a limited schedule. This leasing
model allows us to staff these centers in a more: cost-effective manner.
|
|
|

As a participant in the health care industr}'{, our operations are subject to extensive and increasing
regulation by governmental entitics at the federal, state and local levels. Many of these laws and
regulations are subject to varying interpretatibns, and we believe courts and regulatory authorities
generally have provided little clarification. Mor¢over, state and local laws and interpretations vary from
jurisdiction to jurisdiction. As a result, we may not always be able to accurately predict interpretations of
applicable taw regulating our businesses.

Governmental Regulation

We believe our business practices comply il:l all material respects with applicable federal, state and
local laws and regulations. If the legal compliance of any of our activities were challenged, however, we
might have to divert substantial time, attention and resources from running our business to defend against
these challenges regardless of their merit. In sui:h circumstances, if we do not successfully defend these
challenges, we might face a variety of adverse consequences including losing our ASC licenses, losing our
eligibility to participate in Medicare, Medicaid or other federal or state health care programs, or losing
other contracting privileges and, in some instances, civil or criminal fines. Any of these consequences could
have a material adverse effect on our business, financial condition and results of operations.

The regulatory environment in which we O}Lerate may change significantly in the future. Numerous
legislative proposals have been introduced in the U.S. Congress and in various state legislatures over the
past several years that could cause major reforms 'of the U.S. health care system. In addition, several sets of
regulations have been recently adopted that may require substantial changes in the way health care
providers operate during the coming years. ]n response to new or revised laws, regulations or
interpretations, we could be required to rewse the structure of our legal arrangements, repurchase
minority equity interests in our ASCs that are owned by physicians, incur substantial legal fees, fines or
other costs, or curtail our business activities, réducing the potential profit to us of some of our legal
arrangements, any of which could have a material adverse effect on our business, financial condition and
results of operations.

The following is a summary of the principal pealth care regulatory issues affecting our operations and
us. |
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Federal Law I

Anti-Kickback Statute. The federal anti- l]{iCkbaCk statute prohibits the knowing and willful
solicitation, receipt, offer or payment of any dlréct or indirect remuneration in return for the referral of
patienis or the ordering or purchasing of items |or services payable under Medicare, Medicaid or other
federal health care programs. Violations of this statute may result in criminal penalties, including
imprisonment or criminal fines of up to $25,000 per violation, civil penalties of up to $50,000 per violation
plus up to three times the amount of the underlying remuneration, and exclusion from federal or state
programs including Medicare or Medicaid.

The anti-kickback statute is broadly written as to encompass many legitimate, harmless and
pro-competitive arrangements. Consequently, Congress has enacted a series of statutory exceptions to the




anti-kickback statute, and the Inspector General for the U.S. Department of Health and Human Services
(DHHS) has promulgated a series of regulatory “safe harbors.” When possible, we have attempted to
structure our business operations within a safe harbor. However, some aspects of our business either do
not meet the prescribed safe harbor standards, or relate to practices for which no safe harbor standards
exist. Because there is no legal requirement that relationships fit within a safe harbor, a business
arrangement that does not comply with the relevant safe harbor, or for which a safe harbor does not exist,
does not necessarily violate the anti-kickback statute, and is not necessarily illegat per se.

Included among the safe harbors to the anti-kickback statute are certain safe harbors for investment
interests in general, and for investment interests in ASCs, specifically. As of March 15, 2008, we co-own 32
of our ASCs with one or more physicians, and we will likely co-own with physicians most of the ASCs that
we will acquire in the future. We will also likely be selling minority interests in our existing wholly owned
ASCs 1o physicians in the near- to intermediate-term. It is unlikely that our co-ownership will meet all of
the parameters of the gencral investment interest safe harbors or the ASC investment interest safe
harbors. As discussed above, however, an arrangement that docs not fit squarely within a safe harbor is not
per se unlawful under the anti-kickback statute. 1t is our intent to structure all such co-ownership
arrangements in a manner that complies with as many of the safe harbor components as possible, that
meets the objectives of the anti-kickback statute, and that follows the other available regulatory guidance
regarding ASC co-ownership arrangements to the greatest extent possible.

The applicable regulatory authorities have provided limited guidance regarding ASC ownership
arrangements that are permissible under the anti-kickback statute. Based on the guidance that is available,
we believe that our joint ownership arrangements comply with the anti-kickback law based on, among
other things, the following factors: all of the jointly owned ASCs are Medicare certified; patients referred
to an ASC by an investor are informed of the referring physician’s investment interest in the ASC; the
terms on which an investment interest in the ASC is offered to an investor are not related to the previous
or expected volume of referrals or services by, or other business with, the investor; neither any of the
investors (including us) nor the ASC eatity will loan money to any investors or guarantee debt of any
investors incurred to purchase the investment interest; the return on investment in the ASC is directly
proportional to the investors’ investment interests; the ASCs treat federal health program beneficiaries in a
non-discriminatory manner; and Medicare-recognized surgical procedures account for a significant portion
of the investor-physicians’ medical practice income.

Self-Referral Law.  Subject to limited exceptions, the federal self-referral law, known as the “Stark
Law,” prohibits physicians and optometrists from referring their Medicare or Medicaid patients for the
provision of “designated health services” to any entity with which they or their immediate family members
have a financtal relationship. “Financial relationships” include both compensation and ownership
relationships. “Designated health services” include clinical laboratory services, radiology and ultrasound
services, durable medical equipment and supplies, and prosthetics, orthotics and prosthetic devices, as well
as seven other categories of services.

Generally speaking, the Stark Law does not prohibit referrals to ASCs from physicians with ownership
or investment interests in those ASCs. Medicare regulations provide two exceptions that protect referrals
to ASCs by physicians who have ownership or compensation relationships with those ASCs. The first
exception expressly exempts items and services which are identified as designated health services for which
payment is inctuded in the ASC composite rate. Referrals made for these items and services by physicians
with a financial relationship do not violate the Stark Law when furnished in the ASC setting. Thus, when
an intraocular lens, or IOL, used in cataract surgery, or another service or item that would otherwise
qualify as a “designated health service,” is included in an ASC composite payment rate, the IOL (or other
such service or item) will not be considered to be a “designated health service.” The second exception
provides that prosthetics, prosthetic devices, and durable medical equipment implanted at a Medicare-
certified ASC by the referring physician or a member of the referring physician’s group practice also are



specially excepted, even when the Medicare péyment for these items is separate from—i.e, not bundled
into—the ASC payment.

Violating the Stark Law may result in denial of payment for the designated health services performed,
civil fines of up to $15,000 for each service p{ovided pursuant to a prohibited referral, a fine of up to
$100,000 for participation in a circumvention scheme, and exclusion from the Medicare, Medicaid and
other federal health care programs. The Stark ‘Law is a strict liability statute. Any referral made where a

financial relationship exists that fails to meet an exception constitutes a violation of the law.

Civil False Claims Act. The Federal Civil False Claims Act prohibits knowingly presenting or causing
to be presented any false or fraudulent claim for payment by the government, or using any false or
fraudulent record in order to have a false or fraudulent claim paid. Violations of the law may result in
repayment of three times the damages suffered by the government and penalties from $5,500 to $11,000
per false claim. Collateral consequences of a‘violation of the False Claims Act include administrative
penalties and possible exclusion from participation in Medicare, Medicaid and other federal health care
prOgrams.

Health Insurance Portability and Accountability Act. In August 1996, Congress enacted the Health
Insurance Portability and Accountability Act iof 1996 (HIPAA). Included within HIPAA's health care
reform provisions are its “administrative simplification” provisions, which require that health care
transactions be conducted in a standardized format, and that the privacy and security of certain
individually identifiable health information be protected. Final rules for most of the administrative

simplification subject areas have been publisheld.

Final rules covering “Standards for Electronic Transactions and Code Sets” were published on
August 17, 2000, and set forth the standardized billing codes and formats that we must use when
conducting certain health care transactions and activities. Our ASCs are utilizing standard transactions and
approved code sets, all in compliance with HIPAA.

On December 28, 2000, as modified on Ma!ty 31, 2002 and August 14, 2002, the DHHS published final
rules addressing “Standards for Privacy of Individually Identifiable Health Information” under HIPAA's
administrative simplification provisions. Compliance with these rules was required by April 14, 2003. These
rules create substantial compliance issues for all “covered entities”—which include health care providers,
health plans and health care clearinghouses'—that engage in regulated transactions and activities.
Operations of our ASCs are covered by the final rules. We believe our ASCs are in substantial compliance

with these final rules.

Final rules addressing the “Security Standards” under HIPAAs administrative simplification
provisions were published on February 20, 2003. Compliance with these regulations was required by
April 21, 2005. We believe our ASCs are in compliance.

Violations of HIPAAs administrative simplification provisions can result in civil penalties of up to
$25,000 per person per year for each violation or criminal penalties of up to $250,000 and/or up to 10 years
in prison per violation. ‘

State Law

Facility Licensure and Certificate of Need. |We are required to obtain and maintain licenses from the
state departments of health in states where we open, acquire and operate ASCs. We believe that we have
obtained, and that we maintain, the necessary licenses in states where licenses are required. With respect
to future expansion, we cannot assure you that we will be able to obtain the required licenses without
unreasonable expense or delay. In addition, weicannot assure you that we will be able to maintain licenses
for all of our operating ASCs. We believe our ASCs are in compliance with all applicable state licensure
requirements, but we cannot guaranty that the state departments of health will continue to view our

facilities as being in compliance.
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Some states require a Certificate of Need, or CON, prior to the construction or modification of an
ASC or the purchase of specified medical equipment in excess of a dollar amount set by the state. We
believe that we have obtained the necessary CONs in states where a CON is required. However, we believe
courts and state regulatory authorities generally have provided little clarification as to some of the
regulations governing the need for CONs. It is possible that a state regulatory authority could challenge
our determination. With respect to our future development of new ASCs or expansion of existing ASCs, we
cannot assure you that we will be able to acquire a CON in all states where a CON is required.

Anti-Kickback Laws. In addition to the federal anti-kickback law, a number of states have enacted
laws that prohibit payment for referrals and other types of kickback arrangements. Some of these state
laws apply to all patients regardless of their source of payment, while others limit their scope to patients
whose care is paid for by particular payors.

Self-Referral Laws. In addition to the federal Stark Law, a number of states have enacted laws that
require disclosure of or prohibit referrals by health care providers to entities in which the providers have
an investment interest or with which the providers have a compensation relationship. In some states, these
restrictions apply regardless of the patient’s source of payment.

State Privacy Laws. Numerous states have enacted privacy laws that have similar objectives to the
federal HIPAA privacy regulations. These laws, which vary from state to state, require that certain
protective measures be taken in connection with the disclosure of a patient’s identifying information.

Corporate Practice of Medicine. A number of states have enacted laws that prohibit, or have common
law that prohibits, the corporate practice of medicine. These laws are designed to prevent interference in
the medical decision-making process by anyone who is not a licensed physician. Application of the
corporate practice of medicine prohibition varies from state to state. Although we neither employ
physicians nor provide professional medical services, we provide services to physicians in connection with
their performance of surgical procedures through laser services agreements and through our remaining
management services agreements. To the extent any act or service to be performed by us is construed by a
court or enforcement agency to constitute the practice of medicine, we cannot be sure that a particular
state court or enforcement agency may not construe our arrangements as violating that jurisdiction’s
corporate practice of medicine doctrine. In such an event, we may be required to redesign or reformulate
our relationships with these eye care professionals and there is a possibility that some provisions of our
agreements may not be enforceable.

Fee-Splitting Laws. The laws of some states prohibit providers from dividing with anyone, other than
providers who are part of the same group practice, any fee, commission, rebate or other form of
compensation for any services not actually and personally rendered. Penalties for violating these
fee-splitting statutes or regulations may include revocation, suspension or probation of a provider’s license,
or other disciplinary action. In addition, courts have refused to enforce contracts found to violate state
fee-splitting prohibitions. The precise language and judicial interpretation of fee-splitting prohibitions
varies from state to state. Courts in some states have interpreted fee-splitting statutes to prohibit all
percentage of gross revenue and percentage of net profit management fee arrangements. Other state
statutes only prohibit fee splitting in return for referrals. To the extent any of our contractual arrangements
are construed by a court or enforcement agency to violate the jurisdiction’s fee-splitting laws, we may be
required to redesign or reformulate our arrangements and there is a possibility that some provisions of our
agreements may not be enforceable.

Excimer Laser Regulation

Medical devices, including the excimer lasers used in our ASCs, are subject to regulation by the FDA.
Medical devices may not be marketed for commercial sale in the U.S. until the FDA grants pre-market
approval for the device.
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Failure to comply with applicable FDA requirements could subject us or laser manufacturers to
enforcement action, product seizures, recalls, withdrawal of approvals and civil and criminal penalties.
Further, failure to comply with regulatory requirements, or any adverse regulatory action, could result in a !
limitation on or prohibition of our use of excimer lasers.

|
Government Regulation—Management Services

Our management services business and the operations of our affiliated providers are also subject to
extensive and continuing regulation by governlmental entities at the federal, state and local levels. The
following is a summary of the principal healthicare regulatory issues affectmg our management services
business, both with respect to our affiliated providers and us:

Federal Law

Anti-Kickback Statute. As discussed dblwe there are safe harbor regulations to the federat
anti-kickback statute. When possible, we have attemptcd to structure our management services business
and our relationships with our affiliated providérs within a safe harbor. Some aspects of our management
services business, the business of our afflllated providers, and our relationships with our affiliated
providers either do not meet the prescribed safe harbor standards, or relate to practices for which no safe
harbor standards exist. Because there is no ]egaJl requirement that relationships fit within a safe harbor, a
business arrangement that does not comply with the relevant safe harbor, or for which a safe harbor does

not exist, does not necessarily violate the anti-kickback statute.

Self-Referral Law. Our affiliated provider's provide limited categories of designated health services,
specifically, diagnostic radiology services, mcludmg A-scans and B-scans, and prosthetic devices, including
eyeglasses and contact lenses furnished to patlents following cataract surgery. We believe the provision of
these designated health services satisfies an lexception to the Stark Law. In addition, compensation
arrangements