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Chairman’s Letter
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Fellow Stockholders: 2008 was an outstanding year for HealthSpring.

Although not without its challenges, 2008 was a record year for revenue — coming in at

just under $2.2 billion, representing a 39% improvement over 2007 ~ and a record year
for net income - coming in at just under $119 million, or 38% above the year before. And,
despite the tumult and drama that developed for the U.S. and world economies in 2008, in
many ways HealthSpring had a better year than we expected when the year began.

Herbert A. Fritch
Chairman & Chief Executive Officer

We reported earnings per share for 2008 of $2.12, which compared favorably with our

estimated 2008 EPS range of $1.75 to $1.90 at the beginning of the year, and with our




MEDICARE ADVANTAGE reported 2007 EPS of $1.51. In addition, many of our most

MEMBERSHIP
(AT YEAR END) important operating objectives, including strengthening
g physician engagement and medical management initiatives
N 2 and expanding our healthcare quality initiatives, showed
§ gains that position us well for the tougher Medicare rate and

reform environments we expect over the next several years.

o
m
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| continue to believe that our coordinated care model of

tightly managed networks, which is focused on mutually

beneficial relationships with both our Medicare members

~ -]
[=] [~} o
[~} o o
oo and our primary care physician providers, is the solution to
the demographic and fiscal challenges facing the Medicare
program in these uncertain times. As demonstrated againin
2008, our model is financially sustainable and also delivers
on our commitment to provide “More from Medicare. More
from life” to our members, some of whom you see featured
STAND-ALONE PDP in this Annual Report.
MEMBERSHIP
(AT YEAR END)
Q
3 | encourage you to review the detailed financial and
2‘3 . . .
operating results, and management’s discussion of those
o results, in the Form 10-K accompanying this Annual
o~
o e Report. I'll use the balance of this letter to share with you
n m y
™~ L aal
& some highlights of 2008 and the major challenges facing
HealthSpring in the near term.
-
8 e e
~N N ~N

HEALTHSPRING



Improving Medical Management. Our attention to
improving the quality of care and optimizing healthcare
costs continued to show positive results during 2008.
We opened a new LivingWell Health Center, our third, in
Houston, Texas, which continued our development of
the advanced medical home concept in a setting focused
on improved care and increased member satisfaction, as
evidenced by reduced member turnover. Our Partnership
for Quality, or P4Q, programs continued to spread from
the program piloted in 2006 to adoption by more than

600 physicians serving almost 50,000 of our Medicare

REAL MEMBERS
ILLUSTRATE “MORE
FROM MEDICARE.
MORE FROM LIFE.

HealthSpring’s 2009  marketing
campaign features first-hand stories
of real members from across ail

HealthSpring markets.

The personal testimonials of these
HealthSpring members center on three

main themes:

m The positive effects of HealthSpring’s
coordinated care model. Members
tell how HealthSpring’s proactive,
preventive care has improved their

health and quality of life.

® The value HealthSpring plans provide
members, including extra benefits
such as dental coverage and free

membership at local fitness centers.

® Personal, local customer service
through our PAL (Personal Assistant
Liaison) program. Members share their
experiences with access to a single
HealthSpring representative who goes

to extra lengths for them.

Response to the 2009 marketing
campaign has broken all previous
HealthSpring  records.  Our  key
demographic has connected with the
campaign’s pefsonal stories and core
messages, driving increased interest in

all markets.
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Advantage plan members at the end of 2008. Importantly,

our P4Q programs continued to produce demonstrable
improvements in member care while reducing medical
costs, which we think should be an integral component of

any vision for comprehensive healthcare reform.

Part D Lessons Learned. We were disappointed in 2008 by
the lower medical margins generated by our prescription
drug business, particularly our national stand-alone PDP.
With this disappointment, however, came valuable
experience concerning, among other things, member
turnover and its impact on profitability per

member and plan benefit design. We took this

experience into account in making our PDP

PARTNERSHIP FOR
QUALITY CONSISTENTLY
PRODUCING
EXCEPTIONAL RESULTS
HealthSpring continues to track the
results of our growing Partnership for
Quality (P4Q) initiative, which engages
physicians as partners in improving care
for HealthSpring members. The newest
data show consistent and dramatic
increases in preventive care, resulting in
improved health for members and lower

healthcare costs.

Partnership for Quality continues to be a
big win for HealthSpring, the physician
and the patient. We believe this model
of engaging and incentivizing physicians
to improve the quality of care is the path
to improving the current healthcare
system. By supporting physicians and
better enabling them to do the right
thing for their patients, we have
realigned the healthcare delivery system
into an efficient and effective model

for meeting members’ needs.

HEALTHSPRING’S P4Q MODEL
RAPIDLY EXPANDING

49,603

°
>
N
o

Physicians Members % of HS
Membership

X 2007 & 2008




TOTAL REVENUE

(IN MILLIONS)

bids for 2009 and expect our medical loss ratios and
operating margins to be closer to the bid amounts, which

should lead to improvement over 2008 results.

o
<
“a
-

o

Florida Health Plan. 2008 was our first full year of operating
the Leon Medical Centers Health Plans, the South Florida-

based health plan we acquired in October 2007. Although

2006
2007




 senior population
ill position

the profitability of that plan was less in 2008 than we hoped,
we have learned much from the Leon family regarding,
among other things, member-centered service and member
retention, which we have been able to adapt and apply
across our service areas. Moreover, with substantial increases
in base premium rates in South Florida for 2009, improved
hospital contracts, and the rigorous implementation of our
medical and care management protocols, we expect the

Florida plan to return to its prior level of profitabitity.

Healthcare Reform. | believe our greatest challenges and
opportunities in the next few years will come from external

pressures to reform healthcare delivery in the U.S., including

LIVINGWELL EXPANDS
TO HOUSTON

A new LivingWell Health Center
opened its doors in Houston, Texas on
August 25, 2008. The new center is the
third facility operated by HealthSpring,
joining existing centers in Gallatin, Tenn.,
and Mobile, Ala.

The Houston center is operated in
partnership  with the Renaissance
Physician Organization, a doctor owned
and operated network of more than
1,200 primary care and specialty

physicians.

The LivingWell centers continue to be
an important part of HealthSpring’s
commitment to well-coordinated care

with a strong focus on prevention.
LivingWell

Members have access to cutting-
edge medical care in a relaxed and
comfortable setting. Our LivingWell
centers are designed to foster a sense
of community that aids the member’s
overall  well-being and makes
getting medical care an easy and

pleasant experience.

Health Center by @ HEALTHSPRING






through the Medicare program. Early efforts at reform,
as reflected in CMS proposed rate-setting and the new
President’s proposed budget, have focused on reducing
system healthcare costs by reducing the rates paid to

Medicare Advantage plans.

Although a reduction in rates will be felt by health plans
such as HealthSpring, the most significant negative impact
will be imposed upon Medicare-eligible beneficiaries,
including Medicare Advantage members. We think
an inevitable consequence of a reduction in Medicare
Advantage reimbursements will be a reduction in
plan benefits and higher member premiums, copays,
and deductibles. Moreover, we expect many Medicare
Advantage plans will choose to exit the business rather than
suffer reduced profitability, which will leave U.S. seniors

with fewer plan options from which to choose.

We acknowledge and accept that the growth in Medicare
spending anticipated as baby boomers approach Medicare
eligibility is unsupportable and that reform is necessary.
But the reform must be innovative and thoughtful -
with the Medicare beneficiary’s issues at the forefront.
Communicating this message to policymakers and
lawmakers will be among our highest priorities as

2009 unfolds.

2008 ANNUAL REPORT TC STOCKHOLDERS

HEALTHSPRING ENTERS
NORTH TEXAS AND
FLORIDA PANHANDLE

HealthSpring continues to grow its
presence through expansion into new
service areas. We began in October to
market our 2009 plans in 13 new counties
in North Texas and two counties in the

Florida panhandle.

In North Texas, the expansion covers
Cherokee, Collin, Dallas, Denton, Grayson,
Gregg, Henderson, Johnson, Kaufman,
Lubbock, Rockwall, Smith, and Tarrant
counties.  HealthSpring  offers  three
Medicare Advantage PPO products in
these counties, two of which have a 50

plan premium.

The Florida expansion covers Escambia
and Santa Rosa counties. This new
service area is managed through our

Alabama office.

Response in the expansion counties has
been robust, with provider networks
growing rapidly and membership
increasing at a steady pace.
HealthSpring’s  strategic  expansion
through new service areas furthers our

strong and sustainable growth.
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| affirm the statement made in last year’s letter to CASH, CASH EQUIVALENTS

AND SHORT-TERM
stockholders that, in the long run, our primary care INVESTMENTS

. s . . . . (IN MILLIONS)
physician-centric model is the only way to deliver high-

$365.4

quality care to the Medicare population at acceptable

]
]
1
M
Wy

cost. Despite the negative and disappointing impact of

M
@
o
[42]
A

proposed reform on our stock price, particularly recently,
| continue to be encouraged that our innovative systems,
which reward cost-effective, high-quality care and provide

more care-team resources to the primary care physician, will

be at the heart of any lasting healthcare reform. Although

2006
2007
2008

the political pressures have increased and will undoubtedly
continue, 1 am confident that our concerted efforts to
change the way healthcare is delivered to the senior
population in the U.S. will position us well to meet the

challenges of 2009 and beyond.

As always, | thank our members, providers, employees, and
stockholders for your continued good works and support
in these challenging and exciting times. | look forward to
sharing with you the positive results from our collective

efforts as 2009 unfolds.

ot AT

Herbert A. Fritch

Chairman and Chief Executive Officer

April 9, 2009
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SPECIAL NOTE REGARDING FORWARD-LOOKING STATEMENTS

Statements contained in this Annual Repott on Form 10-K that are not hlstoncal fact are forward-looking
statements that the company intends to be covered by the safe harbor prov151ons for forward-looking statements
contained in the Private Securities Litigation Reform Act of 1995. Statements that are predictive in nature, that
depend on or refer to future events or conditions, or that include words such as “anticipates,” “believes,” “could,”
“estimates,” “expects,” “intends,” “may,” “plans,” “potential,” “predicts,” “projects,” “should,” “will,” “would,” and
similar expressions concerning our prospects, objectives, plans, or intentions are forward-looking statements. All
statements made related to our estimated or projected members, revenues, medical loss ratios, medical expenses,
profitability, cash flows, access to capital, compliance with statutory capital or net worth requirements, payments
from or to the Center for Medicare and Medicaid Services, or CMS, litigation settlements, expansion and growth
plans, sales and marketing strategies, new products or initiatives, information technology solutions, and the impact
of existing or proposed laws or regulations described herein are forward- looking statements. The company cautions
that forward-looking statements involve known and unknown risks, uncertainties, and other factors, including those
described in “Item 1A. Risk Factors,” ‘that may cause our actual results, performance, or achievements to be
materially different from any future results, performance, or achievements expressed or implied by the forward-
looking statements. Forward-looking statements reflect our current views with respect to future events and are based
on assumptions and subject to risks and uncertainties. Given these uncertainties, you should not place undue reliance
on these forward-looking statements. We undertake no obligation beyond that required by law to update publicly
any forward-looking statements for any reason, even if new information becomes available or other events occur in
the future. You should read this report and the documents that we reference in this report and have filed as exhibits
to this report completely and with the understanding that our actual future results may be materially different from
what we expect.



PART 1

Item 1. Business

Overview

HealthSpring, Inc., incorporated under the laws of the state of Delaware in 2004, is a managed care organization
operating in the United States whose primary focus is Medicare, the federal government-sponsored health insurance
program for United States citizens aged 65 and older, qualifying disabled persons, and persons suffering from end-
stage renal disease. Pursuant to the Medicare program, Medicare-eligible beneficiaries may receive healthcare
benefits, including prescription drugs, through a managed care health plan. In 2008 Medicare premiums accounted
for substantially all of our revenue. Our concentration on Medicare, and the Medicare Advantage program in
particular, provides us with opportunities to understand the complexities of the Medicare programs, design
competitive products, better manage medical costs, and offer high quality healthcare benefits to Medicare
beneficiaries in our service areas. Our Medicare Advantage experience also allows us to build collaborative and
mutually beneficial relationships with healthcare providers, including comprehensive networks of hospitals and
physicians, that are experienced in managing the healthcare needs of Medicare populations.

We presently operate Medicare Advantage plans in Alabama, Florida, Illinois, Mississippi, Tennessee, and
Texas. As of December 31, 2008, our Medicare Advantage plans had over 162,000 members. In 2006, we began
offering prescription drug benefits in accordance with Medicare Part D to our Medicare Advantage plan members, in
addition to continuing to provide other medical benefits, which we refer to as our “MA-PD” plans. We also began
offering prescription drug benefits on a stand-alone basis in accordance with Medicare Part D in each of our
markets. We refer to our stand-alone prescription drug plan as our “PDP.” We expanded our PDP program on a
national basis in 2007. As of December 31, 2008, our PDP had over 282,000 members, substantially all of which
had been automatically assigned to us by CMS in connection with the CMS annual premium bid process.

Our corporate headquarters are located at 9009 Carothers Parkway, Suite 501, Franklin, TN 37067, and our
telephone number is (615) 291-7000. Our corporate website address is www.healthspring.com. Information
contained or accessible on our website is not incorporated by reference into this report and we do not intend for the
information on or linked to our website to constitute part of this report. We make available our annual reports on
Form 10-K, quarterly reports on Form 10-Q, current reports on Form 8-K, and any amendments to those reports on
our website, free of charge, to individuals interested in obtaining such reports. The reports can be accessed at our
website as soon as reasonably practicable after they are electronically filed with, or furnished to, the Securities and
Exchange Commission, or SEC. The public may also read and copy these materials at the SEC’s public reference
room located at 100 F. Street, N.E., Washington, D.C. 20549 or on their website at http://www.sec.gov. Questions
regarding the operation of the public reference room may be directed to the SEC at 1-800-732-0330. References to
“HealthSpring,” “the company,” “we,” “our,” and “us” refer to HealthSpring, Inc. together with our subsidiaries and
our predecessor entities, unless the context suggests otherwise.

The Medicare Program and Medicare Advantage

Medicare is the health insurance program for United States citizens aged 65 and older, quélifying’disabled
persons, and persons suffering from end-stage renal disease. Medicare is funded by the federal government and
administered by CMS.

The Medicare program, created in 1965, offers both hospital insurance, known as Medicare Part A, and medical
insurance, known as Medicare Part B. In general, Medicare Part A covers hospital care and some nursing home,
hospice, and home care. Although there is no monthly premium for Medicare Part A, beneficiaries are responsible
for paying deductibles and co-payments. All United States citizens eligible for Medicare are automatically enrolled
in Medicare Part A when they turn 65. Enrollment in Medicare Part B is voluntary. In general, Medicare Part B
covers outpatient hospital care, physician services, laboratory services, durable medical equipment, and some other
preventive tests and services. Beneficiaries that enroll in Medicare Part B pay a monthly premium, which was
$96.40 in 2008, that is usually withheld from their Social Security checks. Medicare Part B generally pays 80% of
the cost of services and beneficiaries pay the remaining 20% after the beneficiary has satisfied a deductible, which
was $135.00 in 2008. To fill the gaps in traditional fee-for-service Medicare coverage, individuals may purchase
Medicare supplement products, commonly known as “Medigap,” to cover deductibles, copayments, and
coinsurance.



Initially, Medicare was offered only on a fee-for-service basis, which continues as an option for Medicare
beneficiaries today. According to published reports, there were approximately 45.2 million people eligible for
Medicare in December 2008. Under the Medicare fee-for-service payment system, an individual can choose any
licensed physician accepting Medicare patients and use the services of any hospital, healthcare provider, or facility
certified by Medicare. CMS reimburses providers if Medicare covers the service and CMS considers it “medically
necessary.” Subject to limited exceptions, Medicare fee-for-service does not cover transportation, eyeglasses,
hearing aids, and certain preventive services, such as annual physicals and wellness visits. The Medicare
Improvements for Patients and Providers Act (“MIPPA”), enacted in July 2008, permits the Secretary of the
Department of Health and Human Services to extend fee-for-service coverage, however, to certain additional
preventive services that are reasonable and necessary for the prevention or early detection of an illness or disability.

As an alternative to the traditional fee-for-service Medicare program, in geographic areas where a managed care
plan has contracted with CMS pursuant to the Medicare Advantage program, Medicare beneficiaries may choose to
receive benefits from a managed care plan. The current Medicare managed care program was established in 1997
when Congress created Medicare Part C. Pursuant to Medicare Part C (and, as of January 1, 2006, Medicare Part D),
Medicare Advantage plans contract with CMS to provide benefits at least comparable to those offered under the
traditional fee-for-service Medicare program in exchange for a fixed monthly premium payment per member from
CMS. The monthly premium varies based on the county in which the member resides, as adjusted to reflect the plan
members’ demographics and the members’ risk scores as more fully described below. Individuals who elect to
participate in the Medicare Advantage program typically receive greater benefits than traditional fee-for-service
Medicare beneficiaries including, as in our Medicare Advantage plans, additional preventive services and vision
benefits. Medicare Advantage plans typically have lower deductibles and co-payments than traditional fee-for-
service Medicare, and plan members generally do not need to purchase supplemental Medigap policies. In exchange
for these enhanced benefits in coordinated care plans such as ours, members are generally required to use only the
services and provider network provided by the Medicare Advantage plan. Many Medicare Advantage plans have no
additional monthly premiums. In some geographic areas, however, and for plans with more open access to
providers, members may be required to pay a monthly premium. ' '

_Prior to 1997, CMS reimbursed health plans participating in the Medicare program primarily on the basis of the
demographic data of the plans’ members. One of CMS’s primary directives in establishing Medicare Part C was to
make it more attractive to managed care plans to enroll members with higher intensity illnesses. To accomplish this,
CMS implemented a risk adjustment payment system for Medicare health plans in 1997. To implement the risk
adjustment payment system, CMS requires that all managed care companies capture, collect, and report the
necessary diagnosis code information.to CMS on a regular basis. As of 2007, CMS had fully phased in this risk
adjustment payment methodology with a model that bases the total CMS reimbursement payments on various
clinical and demographic factors, including hospital inpatient diagnoses, additional diagnosis data from hospital
outpatient department and physician visits, gender, age, and eligibility status.

The 2003 Medicare Modernization Act

Overview. In December 2003, Congress passed the Medicare Prescription Drug, Improvement and
Modernization Act, which is known as the Medicare Modernization Act, or MMA. The MMA increased the
amounts payable to Medicare Advantage plans such as ours, expanded Medicare beneficiary healthcare options by,
among other things, creating a transitional temporary prescription drug discount card program for 2004 and 2005,
and added a Medicare Part D prescription drug benefit that began in 2006, as further described below. In addition,
MMA allowed various new Medicare Advantage products, including private-fee-for-service, or PFFS, plans and
regional preferred provider organizations, or PPOs, which plans allowed enrollees increased flexibility in selecting
providers outside a designated network. k

One of the goals of the MMA was to reduce the costs of the Medicare program by increasing participation in the
Medicare Advantage program. According to published studies, enroliment in Medicare Adyantage plans has
increased from 5.3 million in December 2003 (pre-MMA) to approximately 10.3 million members in December
2008. Under the MMA, Medicare Advantage plans are required to use increased payments to improve the healthcare
benefits that are offered, to reduce premiums, or to strengthen provider networks. :



Prescription Drug Benefit. As part of the MMA, effective January 1, 2006, every Medicare recipient was able to
select a prescription drug plan through Medicare Part D. According to CMS reports, as of December 31,2008,
approximately 26.3 million seniors were receiving their prescription drugs under Medicare Advantage, 17.5 million
of which were in stand-alone Part D plans. The Medicare Part D prescription drug benefit is subsidized by the
federal government and is additionally supported by risk-sharing with the federal government through risk corridors
designed to limit the losses and any gains of the drug plans and by reinsurance for catastrophic drug costs. The
government subsidy is based on the national weighted average monthly bid for this coverage, adjusted for risk factor
payments. Additional subsidies are provided for dual-eligible beneficiaries and specified low-income beneficiaries.

The Medicare Part D benefits are available to Medicare Advantage plan enrollees as well as Medicare fee-for-
service enrollees. Medicare Advantage plan enrollees can elect to participate in either our combined medical and
drug products, or MA-PD, or our stand alone prescription drug plan, or PDP, while fee-for-service beneficiaries are
able to purchase a PDP from a list of CMS-approved PDPs available in their area, including our PDP. Our Medicare
Advantage members were automatically enrolled in our MA-PD plans as of January 1, 2006 unless they chose
another provider’s prescription drug coverage or one of our other plan options without drug coverage. Any Medicare
Advantage member enrolling in a stand-alone PDP, however, is automatically disenrolled from the Medicare
Advantage plan altogether, thereby resuming traditional fee-for-service Medicare. Certain dual-eligible beneficiaries
are automatically enrolled with approved PDPs in their region, including our PDP, as described below.

Under the standard Part D drug coverage for 2009, beneficiaries pay a $295 annual deductible, co-insurance
payments equal to 25% of the drug costs between $295 and the annual coverage limit of $2,700, and all drug costs
between $2,700 and $6,153, which is commonly referred to as the Part D “gap.” After the beneficiary has incurred
$4,350 in out-of-pocket drug expenses, 95% of the beneficiaries’ remaining out-of-pocket drug costs for that year
are covered by the plan or the federal government. MA-PDs are not required to mirror these limits, but are required
to provide, at a minimum, coverage that is actuarially equivalent to the standard drug coverage delineated in the
MMA. The deductible, co-pay, and coverage amounts are adjusted by CMS on an annual basis. As additional
incentive to enroll in a Part D prescription drug plan, CMS imposes a cumulative penalty added to a beneficiary’s
monthly Part D plan premium in an amount equal to 1% of the applicable premium for each month between the date
of a beneficiary’s enrollment deadline and the beneficiary’s actual enrollment. This penalty amount is passed
through the plan to the government. Each Medicare Advantage organization is required to offer at least one Part D
drug prescription plan as part of its benefits. We currently offer prescription drug benefits through our national PDP
and through our MA-PD plans in each of our markets.

Dual-Eligible Beneficiaries. A “dual-eligible” beneficiary is a person who is eligible for both Medicare, because
of age or other qualifying status, and Medicaid, because of economic status. Health plans that serve dual-eligible
beneficiaries generally receive higher premiums from CMS for dual-eligible members, primarily because a dual-
eligible member generally tends to have a higher risk score corresponding to his or her higher medical costs.
Pursuant to the MMA, dual-eligible individuals receive their drug coverage from the Medicare program rather than
the Medicaid program. The MMA provides Part D subsidies and reduced or eliminated deductibles for certain low-
income beneficiaries, including dual-eligible individuals. Companies offering stand-alone PDPs with bids at or
below the CMS low income subsidy premium benchmark receive a pro-rata allocation and auto-enrollment of the
dual-eligible beneficiaries within the applicable region. Substantially all of our PDP members result from CMS’s
auto-enrollment of dual-eligibles. For 2008 our PDP bid was below the relevant benchmarks in 31 of the 34 CMS
regions and for 2009 our PDP bid was below the relevant benchmarks in 24 of the 34 CMS regions.

Bidding Process. Since January 1, 2006, CMS has used a rate calculation system for Medicare Advantage plans
based on a competitive bidding process that allows the federal government to share in any cost savings achieved by
Medicare Advantage plans. In general, the statutory payment rate for each county, which is primarily based on
CMS’s estimated per beneficiary fee-for-service expenses, is known as the “benchmark” amount, and local
Medicare Advantage plans annually submit bids that reflect the costs they expect to incur in providing the base
Medicare Part A and Part B benefits in their applicable service areas. If the bid is less than the benchmark for that
year, Medicare will pay the plan its bid amount, adjusted based on county of residence and members’ risk scores,
plus a rebate equal to 75% of the amount by which the benchmark exceeds the bid, resulting in an annual adjustment
in reimbursement rates. Plans are required to use the rebate to provide beneficiaries with extra benefits, reduced cost
sharing, or reduced premiums, including premiums for MA-PD and other supplemental benefits and CMS has the
right to audit the use of these proceeds. The remaining 25% of the excess amount is retained in the statutory
Medicare trust fund. If a Medicare Advantage plan’s bid is greater than the benchmark, the plan is required to charge
a premium to enrollees equal to the difference between the bid amount and the benchmark, which has made such
plans charging premiums less attractive to potential members.



Annual Enrollment and Lock-in. Prior to the MMA, Medicare beneficiaries were permitted to enroll in a
Medicare managed care plan or change plans at any point during the year. As a result of MMA, Medicare
beneficiaries now have defined enrollment periods, similar to commercial plans, in which they can select a Medicare
Advantage plan, stand-alone PDP, or traditional fee-for-service Medicare. Generally, only persons turning 65 during
the year, Medicare beneficiaries who permanently relocate to another service area, dual-eligible and institutional
beneficiaries and others who qualify for special needs plans, and employer group retirees are permitted to enroll in
or change health plans outside of the defined enrollment period for that plan year. ‘

The Medicare Improvements for Patients ahd Providers Act of 2008

In July 2008 Congress passed the Medicare Improvements for Patients and Providers Act of 2008, commonly
called MIPPA. MIPPA addressed several aspects of the Medicare program. With respect to Medicare Advantage and
Medicare Part D plans, MIPPA increased restrictions on marketing and sales activities, including limitations on
compensation systems for agents and brokers, limitations on solicitation of beneficiaries, and prohibitions regarding
many sales activities. MIPPA also imposed restrictions on special needs plans, increased penalties for
reimbursement delays by Medicare Part D plans, required weekly reporting of pricing standards by Medicare Part D
plans, and implemented focused cuts to certain Medicare Advantage programs. The Congressional Budget Office
has estimated that the Medicare Advantage provisions of MIPPA will reduce federal spending on Medicare
Advantage by $48.7 billion over the 2008-2018 period. Specific aspects of MIPPA and the regulations that CMS has
issued pursuant to MIPPA are discussed in more detail elsewhere in this report.

Products and Services

We currently offer Medicare health plans, including MA-only and MA-PD, in local service areas in six states
and a national stand-alone PDP plan. We also offer management services to independent physician associations in
our Alabama, Tennessee, and Texas markets, including claims processing, provider relations, credentialing,
reporting, and other general business office services.

Medicare Advantage Plans. Our Medicare Advantage plans cover Medicare eligible members with benefits that
are at least comparable to those offered under traditional Medicare fee-for-service plans. Through our plans, we
have the flexibility to offer benefits not covered under traditional fee-for-service Medicare. Our plans are designed
to be attractive to seniors and offer a broad range of benefits that vary across our markets and service areas but may
include, for example, mental health benefits, vision and hearing benefits, transportation services, preventive health
services such as health and fitness programs, routine physicals, various health screenings, immunizations,
chiropractic services, and mammograms. On January 1, 2006, we began offering prescription drug benefits in
accordance with Medicare Part D to our Medicare Advantage plan members, in addition to continuing to provide
other medical benefits.

Most of our Medicare Advantage members pay no monthly premium but are subject in some cases to co-
payments and deductibles, depending upon the market and benefit. Our Medicare Advantage members are required
to use a primary care physician within our network of providers, except in limited cases, including emergencies, and
generally must receive referrals from their primary care physician in order to see a specialist or other ancillary
provider. In addition to our typical Medicare Advantage benefits, we offer several different types of special needs
zero premium, zero co-payment plans, or SNPs, to dual-eligible individuals and to institutions, and we offer a
chronic care plan targeting individuals with chronic conditions such as diabetes, hypertension, and hyperlipidemia in
each of our markets. '

The amount of premiums we receive for each Medicare Advantage member is established by contract, although
the rates vary according to a combination of factors, including upper payment limits established by CMS, a
member’s location, age, gender, and eligibility status, and is further adjusted based on the member’s risk score.
During 2008, our Medicare Advantage per member per month, or PMPM, premiums (including MA-PD) across our
service areas ranged from approximately $890 to approximately $1,164. In addition to the premiums payable to us,
our contracts with CMS regulate, among other matters, benefits provided, quality assurance procedures, and
marketing and advertising for our Medicare Advantage and PDP products.



National Part D Plan. On January 1, 2006, we began offering prescription drug benefits on a stand-alone basis
in accordance with Medicare Part D in each of our markets, which we expanded nationally in 2007. Under our
national PDP program, members pay a monthly premium depending upon their residence in the relevant CMS
region. The plan offers national in-network prescription drug coverage that is subject to limitations in certain
circumstances. Our PDP uses a specific prescription drug formulary. Different out-of-pocket costs, in the form of
federal subsidies, may apply for specified low income beneficiaries. For PDP members who do not qualify for a
federal subsidy, the PDP has a $295 in-network deductible, after which the member pays 25% of the costs of
prescription drugs until total drug costs reach $2,700. After exceeding this amount, the member must pay 100% of
the cost of prescription drugs until out-of-pocket costs reach $4,350, at which point benefits resume and the member
must make copayments per prescription (which vary based upon the type of drug prescribed). For 2009, our national
PDP bid was below the benchmark in 24 of the 34 CMS regions. Of our December 31, 2008 PDP membership of
282,000, approximately 36% reside in the six states where we offer Medicare Advantage plans. Substantially all of
our stand-alone PDP members result from CMS’s assignment of dual-eligibles.

Our Health Plans
We operate our health plans primarily through our health maintenance organization, or HMO, subs1d1ar1es Each

of the HMO subsidiaries is regulated by the department of insurance, and in some cases the department of health, in
each state in which it operates. We are in the process of transitioning some of our health plan operations, including
our PDP, to an accident and health insurance subsidiary, which is also regulated by state insurance departments. In
addition, we own and operate non-regulated management company subsidiaries that provide administrative and
management services to our HMO and regulated insurance subsidiaries in exchange for a percentage of the regulated
subsidiaries’ revenue pursuant to management agreements and administrative services agreements. Management
services provided to the regulated subsidiaries include:

* negotiation, monitoring, and quality assurance of contracts with third party healthcare providers;

* medical management, credentialing, marketing, and product promotion;

* support services and administration;

« financial services; and

* claims processing and other general business office services.

The following table summarizes our Medicare Advantage (including MA-PD), PDP, and commercial plan
membership as of the dates indicated:

December 31,
B 2008 2007 2006
Medicare Advantage Membership - .
TEANESSEE ...evrvrereerreireeiiteierie et e cee e e ettt e s eereeeeeseeeesianesereeesssoen 49,933 50,510 46,261
TOXAS .ot e et e s 43,889(1) 36,661 34,638
Alabama........ccccoveveemrrreriineeeeee e, et oot st rans 29,022 30,600 27,307
Florida......ccocovvvinnieciennnsn JROR ettt et et ens : 27,568 - 25,946(2) —
THHNOIS .ottt ettt 9,245 8,639 6,284
MISSISSIPPL 1.vececerrererertenceeririee sttt ettt 2425 841 642
TOLAL oo ettt e - 162,082 153,197 115,132
Medicare Stand-Alone PDP Membership...........ccoeeveeeevevevrennn. 282429 139,212 88,753
Commercial Membership(3) S '
TENNESSER .....eveverneriiiiiieriresti et e far e ensone erererereinaenas —(4) 11,046 - 29,341
Alabama ... .......iiviii s SRR 895 755 2,629
TOtAL L. - 895 ~ 11,801 31,970




(1) Includes approximately 2,700 members in the.Valley Baptist Health Plans whose Medicare Advantage contract
was acquired effective October 1, 2008. :

(2) The company acquired Leon Medical Centers Health Plans, Inc., or LMC Health Plans, on October 1, 2007. As
of the acquisition date, the health plan had approximately 25,800 members.

(3) Does not include a health plan maintained by the company for company employees or members of commercial
PPOs owned and operated by unrelated third parties that pay us a network rental fee for access to our contracted
provider network. '

(4) As of January 1, 2009, the company has discontinued its commercial business in Tennessee.

Tennessee

We began operations in Tennessee in September 2000 when we purchased a 50% interest in an HMO in the
Nashville, Tennessee area that offered commercial and Medicare products. When we purchased the plan, it had
approximately 8,000 Medicare Advantage members in five counties and 22,000 commercial members in 27
counties. We purchased the balance of the interests in the HMO in 2003 and 2005. Our Tennessee market is
primarily divided into three major service areas including Nashville/Middle Tennessee, the three-county greater
Memphis area, and the seven-county greater Chattanooga area.

As of December 31, 2008, our Tennessee HMO, known as HealthSpring of Tennessee, had approximately
50,000 members in 31 counties. In 2008, in selected middle-Tennessee counties, we began offering tiered network
products providing Medicare Advantage members the option of joining a “preferred” network of highly organized
primary care physicians offering enhanced benefits or a “non-preferred” network with reduced benefits and a
monthly premium. This network tiering resulted in a slight, but expected, reduction in our Medicare Advantage
membership in Tennessee.

Through Signature Health Alliance, our wholly-owned PPO network subsidiary, we provide access to our
provider networks for approximately 25,400 members as of December 31, 2008, throughout the 20-county area of
Middle Tennessee. As a result of non-renewals by several large employers, as of January 1, 2009 we have exited the
commercial business in Tennessee, except for a small commercial plan maintained for company employees.

Based upon the number of members, we believe we operate the largeét Medicare Advantage health plan in the
State of Tennessee. We believe the primary competing Medicare Advantage plans in our service areas in Tennessee
are UnitedHealth Group, Windsor Health Group, Humana, Inc., and Blue Cross Blue Shield of Tennessee.

Texas

We began operations in Texas in November 2000 as an independent physician association management
company. We began operating an HMO in Texas in November 2002 when we acquired approximately 7,800
Medicare members from a managed care plan in state receivership.

As of December 31, 2008, our Texas HMO, known as Texas HealthSpring, had approximately 44,000 Medicare
Advantage members in 25 counties. Our Texas market is primarily divided into distinct major service areas,
including the 14-county greater Houston area, an eight-county area northeast of Houston, and a three-county area in
the Rio Grande Valley. In 2009, we expanded to 11 counties in and around Dallas — Fort Worth and the county
around Lubbock. Effective October 1, 2008, the company acquired the Medicare Advantage contract from Valley
Baptist Health Plan operating in three counties in the Rio Grande Valley currently consisting of approximately 2,700
members and entered into a contract with Valley Baptist Health System to provide services to the members.

~ We believe our primary competitors in our Texas service areas include traditional Medicare Advantage and
private fee-for-service, or PFFS, plans operated by Universal American Corporation, Humana, Inc., UnitedHealth
Group, Universal Health Care, Inc., and XL Health.



Alabama

We began operations in Alabama in November 2002 when we purchased an HMO with approximately 23,000
commercial members and approximately 2,800 Medicare members in two counties. In 2005, we expanded our
Alabama health plan’s service area to substantially all of the state. We reduced our Medicare Advantage service
areas in Alabama from 33 to 21 counties as of January 1, 2008, which resulted in a slight decline in Medicare
Advantage membership. As of December 31, 2008, our Alabama HMO, known as HealthSpring of Alabama, served
approximately 30,000 members, including approximately 29,000 Medicare Advantage members.

We discontinued offering commercial benefits to new individuals and small group employers in Alabama in
2006 and as of January 1, 2009, there were 895 commercial members participating in our individual and small
employer group plans in Alabama. Pursuant to Alabama and federal law, as a result of our decision to exit the
individual and small group commercial markets, we may not reenter the individual and small group employer
commercial markets in Alabama until late 2010.

Based upon the number of members, we believe we operate the third largest Medicare Advantage health plan in
Alabama as of December 2008. Our primary competitors are UnitedHealth Group, Viva Health, a member of the
University of Alabama at Birmingham Health System, Blue Cross Blue Shield of Alabama, and Humana, Inc.

Florida

On October 1, 2007, we completed our acquisition of LMC Health Plans, which had approximately 25,800
members as of that date. As of December 31, 2008, LMC Health Plans had approximately 27,600 members. As part
of the transaction, we entered into an exclusive long-term provider contract with Leon Medical Centers, Inc.
(“LMC”), which operates five Medicare-only medical clinics located in Miami-Dade County and has a ten-year
history of providing medical care and customer service to the Hispanic community of South Florida. Services
offered in the medical clinics include primary care, specialty-care, dental, vision, radiology, and pharmacy services
as well as transportation for members to and from the clinics. We anticipate that LMC will complete construction -
and begin operation of two additional medical clinics in late 2009. In 2009, we expanded our South Florida dental
benefit to cover restorative and replacement dentistry as well as preventive services. In 2009, we also began offering
Medicare Advantage Plans in two counties in the Florida panhandle.

We believe LMC Health Plans’ primary competitors in Miami-Dade County are Humana, Inc., Care Plus, Inc.
(an affiliate of Humana), Preferred Care Partners, Inc., Medica Health Plans, Inc. and Avmed, Inc.

Hlinois

We began operations in Illinois in December 2004 and, as of December 31, 2008, our Medicare Advantage plan
in Tllinois, known as HealthSpring of Iilinois, served 9,200 members in five counties in the Chicago area. We
believe our primary competitors in this area are Humana, Inc., Wellcare Health Plans, Inc., Aetna, Inc. and
UnitedHealth Group.

Mississippi

We commenced our enrollment efforts in 2005 for our Medicare Advantage plan, known as HealthSpring of
Mississippi, in two counties in Northern Mississippi located near Memphis, Tennessee, consistent with our growth
strategy to leverage existing operations to expand to new service areas located near or contiguous to our existing
service areas. In 2006, we expanded in Southern Mississippi near Mobile, Alabama, and, as of January 1, 2009, we
are operating in a total of 11 counties in Southern Mississippi. Currently, we believe Humana, Inc. is the only other
managed care company offering a competing Medicare Advantage plan in Mississippi.

Medical Health Services Management and Provider Networks

One of our primary goals is to arrange for high quality healthcare for our members. To achieve our goal of
ensuring high quality, cost-effective healthcare, we have established various quality management programs. Our
health services quality management programs integrate disease management and utilization management programs
into one overall program to better coordinate the care of Medicare populations.



We have implemented case management programs to provide more efficient and effective use of healthcare
services by our members. These programs are designed to improve outcomes for members with chronic conditions
through standardization, active medical management, coordinating fragmented healthcare systems to reduce
healthcare duplication, providing “gate-keeping” services, and improving collaboration with physicians. We utilize
on-site critical care intensivists, hospitalists, and concurrent review nurses, who manage the transitions to outpatient
care, hospitalization, rehabilitation, or home care. We have personnel that monitor hospitalizations, coordinate care,
and ensure timely discharge from the hospital. Our chronic care program focuses on care management and treatment
of our members with specific high risk or chronic conditions such as coronary artery disease, congestive heart
failure, end stage renal disease, diabetes, asthma related conditions, and certain other conditions.

We have information technology systems that support our quality improvement and management activities by
allowing us to identify opportunities to improve care and track the outcomes of the services provided to achieve
those improvements. We utilize this information as part of our monthly analytical reviews and to enhance our
preventive care and disease and case management programs where appropriate.

Additionally, we internally monitor and evaluate, and seek to enhance, the performance of our providers. Our
related programs include: , :

« review of utilization of preventive measures and disease/case management resources and related outcomes;

* member satisfaction surveys; |

» patient safety initiatives;

* integration of pharmacy services;

 review of grievances and appeals by members and providers;

. orieﬁtation visits to, and site audits of, séiect providers;

* ongoing provider and membér education programs; and

+ medical record audits.

As more fully described below under “— Provider Arrangements and Payment Methods,” our reimbursement
methods are also designed to encourage providers to utilize preventive care and our other disease and case

management services in an effort to improve clinical outcomes.

The following table shows the number of physicians, specialists, and other providers participating in our
Medicare Advantage networks as of December 31, 2008: '

Specialists

Primary Care and Other

Market Physicians Hospitals _ Providers
Tennessee ; 1,190 56 3,759
TEXAS «neveeeeeeereiierecerrrresessesesarsssaaesseeesessaeassun ’ 997 57 . 1,933
ALBDAMNA. e eeeeeeeeeeeeeeeseeeseeeeteereessesesesesenenas ’ 749 52 3,257

THLIEOIS 1. et eetiieeteee e teeerer e s e e e et e saneeesenesareessne st e e sabs s sa b e e s bas e bbaaabas e nraeseaesanesanesas 663 34 © 1,790 ¢
Mississippi 130 6 266
FLOFIAR <.ttt e eemeteaeetestessenesaentesesseseesesnseasassenesanesessenenenes e 54 15 390
TOMAL oo seses s seesr s seses s nsee e N 3,783 220 11,395

In our efforts to improve the quality and cost-effectiveness of healthcare for our members, we continue to refine
and develop new methods of medical management and physician engagement. Based on encouraging results from
the initial pilot of our “partnership-for-quality” initiative, demonstrating a broad based improvement in the quality
and consistency of care provided to our members, we have expanded the program substantially. It now includes 78



sites, 580 physicians, and 52,000 members with plans in place to expand to a total of 85-95 sites, more than 600
physicians, and more than 60,000 members by the end of 2009. The program includes an in-office practice
coordinator, usually a nurse, in the physician practice that is dedicated to serving otir members. We also provide a
dedicated call center resource for disease management support.

HealthSpring currently operates three LivingWell Health Centers. The first center was opened in middle
Tennessee in December 2006. A second center was opened in Mobile, Alabama in October 2007. The third center
was opened in August 2008 in Houston, Texas. The centers were designed with the Medicare member in mind, and
the physical space is easily accessible to patients, with wide corridors and doors, adjacent parking or valet service,
and open reception areas. Patients receive care from an expanded team, which includes their physician, nurse, a
pharmacist, and nurse educator. An electronic medical record ensures that information is shared among all the care
providers. The centers also offer a range of social and community events tailored to meet the needs of our Medicare
members. We believe our clinics improve member satisfaction, service levels, and clinical outcomes and provide for
a more satisfying and cost-efficient manner for the physician to deliver care. The results of the last two full years of
operations support this belief, demonstrating comparative improvements in each of those areas. We continue to
believe and see evidence that the unique solution and experience created through LivingWell Health Centers will
give us an advantage over our competitors not offering clinics, creating a more attractive network for our members.

Generally, we contract for pharmacy services through an unrelated pharmacy benefits manager, or PBM, who is
reimbursed at a discount to the “average wholesale price” or “maximum allowable cost” for the provision of covered
outpatient drugs. We also pay our PBM claims processing, administrative and other program related fees. Pursuant
to contracts between the company and pharmaceutical companies, our HMOs are entitled to share in drug
manufacturers’ rebates based on pharmacy utilization relating to certain qualifying medications.

Physician Engagement Strategy

We believe strong provider relationships are essential to increasing our membership and improving the quality of
care to our members on a cost-efficient basis. We have established comprehensive networks of providers in each of
the areas we serve. We seek providers who have experience in managing the Medicare population, including
through a risk-sharing or other relationship with a Medicare Advantage plan. Our goal is to create mutually
beneficial and collaborative arrangements with our providers. We believe provider incentive arrangements should
not only help us attract providers, but also help align their interests with our objective of providing high-quality,
cost-effective healthcare and ultimately encourage providers to deliver a level of care that promotes member
wellness, reduces avoidable catastrophic outcomes, and improves clinical results.

In some markets, we have entered into semi-exclusive arrangements with provider organizations or networks.

_ For example, in Texas we have partnered with Renaissance Physician Organization, or RPO, a large group of 14
independent physician associations with over 1,200 physicians, including approximately 500 primary care
physicians, or PCPs, and approximately 30,300 enrolled members located primarily in ten counties in Texas. In
Florida, pursuant to our exclusive arrangement with LMC, LMC provides primary care services (including
preventive and wellness care, dental, and vision) at its five medical centers and arranges for specialty and in-patient
care for our members in Miami-Dade County. -

We strive to be the preferred Medicare Advantage partner for providers in each market we serve. In addition to
risk-sharing and other incentive-based financial arrangements, we seek to promote a provider-friendly relationship
by paying claims promptly, providing periodic performance and efficiency evaluations, providing convenient, web-
based access to eligibility data and other information, and encouraging provider input on plan benefits. We also
emphasize quality assurance and compliance by periodically reviewing our networks and providers. By fostering a
collaborative, interactive relationship with our providers, we are better able to gather data relevant to improving the
level of preventive healthcare available under our plans, monitor the utilization of medical treatment and the
accuracy of patient encounter data, risk coding and the risk scores of our plans, and otherwise ensure our contracted
providers are providing high-quality and timely medical care.
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Quality Assurance

As part of our quality assurance program, we have implemented processes designed to ensure compliance with
regulatory and accreditation standards. Our quality assurance program also consists of internal programs that
credential providers and programs designed to help ensure we meet the audit standards of federal and state agencies,
including CMS and the state departments of insurance, as well as applicable external accreditation standards. For
example, we monitor and educate, in accordance with audit tools developed by CMS, our claims, credentialing,
customer service, enrollment, health services, provider relations, contracting, and marketing departments with
respect to compliance with applicable laws, regulations, and other requirements.

Our providers must satisfy specific criteria, such as licensing, credentialing, patient access, office standards,
after-hours coverage, and other factors. Our participating hospitals must also meet specific criteria, including
accreditation criteria established by CMS.

Provider Arrangements and Payment Methods

We attempt to structure our provider arrangements and payment methods in a manner that encourages the
medical provider to deliver high quality medical care to our members. We also attempt to structure our provider
contracts in a way that mitigates some or all of our medical risk either through capitation or other risk-sharing
arrangements. In general, there are two types of medical risk — professional and institutional. Professional risk
primarily relates to physician and other outpatient services. Institutional risk primarily relates to hospitalization and
other inpatient or institutionally-based services. We believe our incentive and risk-sharing arrangements help to
align the interests of the physician with us and our members and improve both clinical and financial outcomes.

We generally pay our providers under one of three payment methods:

o fee-for-service, based on a negotiated fixed-fee schedule where we are fully responsible for managing
institutional and professional risk; :

* capitation, based on a PMPM payment, where physicians generally assume the professional risk; or on a
case-rate or per diem basis, where a hospital or health system generally assumes the institutional or
professional risk, or both; and

« risk-sharing arrangements, typically with a physician group, where we advance, on a PMPM basis, amounts
designed to cover the anticipated professional risk and then adjust payments, on a monthly basis, between us
and the physician group based on actual experience measured against pre-determined sharing ratios.

Under any of these payment methods, we may also supplement provider payments with incentive arrangements
based, in general, on the quality of healthcare delivery. For example, as an incentive to-encourage our providers to
deliver high quality care for their patients and assist us with our quality assurance and medical management
programs, we often seek to implement incentive arrangements whereby we compensate our providers for “quality
performance,” including increased fee-for-service rates for specified preventive health services and additional -
payments for providing specified encounter data on a timely basis. We also seek to implement financial incentives
relating to quality of care measures or.other operational matters where appropriate. -

In connection with the acquisition of LMC Health Plans, LMC Health Plans and LMC, our exclusive clinic
model provider in South Florida, entered into a long-term medical services agreement under which we agree to pay
* LMC in advance for medical services at agreed-upon rates for each service multiplied by the number of plan
members as of the first day of each month. There is also a risk-sharing arrangement with LMC, whereby we
annually adjust such payments based on our annual institutional and professional medical loss ratio, or MLR, for
LMC Health Plan members. We share equally with LMC any surplus or deficit of up to 5% with regard to agreed-
upon MLR benchmarks, which are initially set at 80.0% and increase to 81.0% during the term of this agreement.
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In a limited number of cases, we may be at risk for medical expenses above and beyond a negotiated amount (a
so-called “stop loss” provision), which amount is typically calculated by reference to a percentage of billed charges,
in some cases back to the first dollar of medical expense. When our members receive services for which we are
responsible from a provider with whom we have not contracted, such as in the case of emergency room services
from non-contracted hospitals, we generally-attempt to negotiate a rate with that provider. In the case of a Medicare
patient who is admitted to a non-contracting hospital, we are only obligated to.pay the amount that the hospital
would have received from CMS under traditional fee-for-service Medicare. In non-Medicare cases, we may be -
obligated to pay the full rate billed by the provider.

Sales and Marketing Programs

Medicare Advantage enrollment is generally a decision made individually by the member. Accordingly, our
sales agents and representatives focus their efforts on in-person contacts with potential enrollees as well as
telephonic and group selling venues. To date, we have not actively marketed our PDP and have relied primarily on
auto-assignments of dual-eligibles by CMS. As of December 31, 2008, our sales force consisted of approximately
865 appointed third party agents and 67 internal licensed sales employees (including in-house telemarketing
personnel). Our third party agents typically are not exclusive to our plans and are compensated on a commission
basis in accordance with MIPPA and related regulatlons

In addition to tradltlonal marketing methods including direct mail, radio, television, internet and other mass -
media, and cooperative advertising with participating hospitals and medical groups to generate leads, we also
conduct community outreach programs in churches and community centers and in coordination with government
agencies. We regularly participate in local community health fairs and events, and seek to become involved with
local senior citizen organizations to promote our products and the benefits of preventive care. Recently enacted
MIPPA-related regulations affect where and how our marketing activities are conducted. For example, we cannot
engage in marketing activities in health care settings or at educational events.

Our sales and marketing programs include an integrated multimedia advertising campaign featuring Major
League Baseball Hall of Fame member Willie Mays, our national spokesperson. Campaigns are tailored to each of
our local service areas and are designed with the goal of educating, attracting, and retaining members and providers.
In addition, we seek to create ethnically and culturally competent marketing programs where appropriate that reflect
the diversity of the areas that we serve.

Our marketing and sales activities are regulated by CMS and other governmental agencies. MIPPA expanded the
list of prohibited activities beginning in 2009 to include providing meals, cash, gifts or monetary rebates, marketing
in health care settings or at educational events, unsolicited methods of direct contact, and cross-selling. Under
MIPPA, the scope of all marketing appointments with potential beneficiaries and products to be discussed must be
agreed to by the beneficiary in advance of the meeting. Further, all Medicare Advantage plans will be required to
have the plan type included in the plan name by 2010. CMS has oversight over all, and.in some cases has imposed
advance approval requirements with respect to, marketing materials used by our Medicare Advantage plans, and our
sales activities are limited to activities such as conveying information regarding benefits, describing the operations
of managed care plans, and providing information about eligibility requirements. The activities of our third-party
brokers and agents are also heavily regulated. MIPPA requires all agents, brokers and other third parties to be
trained annually and to complete annual testing regarding Medicare Advantage marketing rules. We maintain active
and ongoing training and oversight of all employed and contracted sales representatives, agents, and brokers.

Medicare beneficiaries have a limited annual enrollment period during which they can choose between a
Medicare Advantage plan and traditional fee-for-service Medicare. After this annual-enrollment period-ends,
generally only seniors turning 65 during the year, dual-eligible and institutional beneficiaries and others who qualify
for special needs plans, Medicare beneficiaries permanently relocating to another service area, and employer group
retirees will be permitted to enroll in or change health plans. The annual enrollment period is from November 15
through December 31 each year. Medicare Advantage beneficiaries have an additional election period that runs from
January 1 to March 31 of each year to make one equivalent election. Since the implementation of MMA, we have
significantly adjusted the timing and intensity of our marketing efforts to align with the limited open enrollment
period.
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Competition

Our principal competitors for contracts, members, and providers vary by local service area and are principally
national, regional, and local commercial managed care organizations, including PDPs, targeting Medicare recipients
including, among others, UnitedHealth Group, Humana, Inc., and Universal American Corporation. In addition, the
MMA has caused a number of other managed care organizations, some of which are already in our service areas, to
decide to enter the Medicare Advantage market. Moreover, the implementation of Medicare Part D prescription drug
benefits in 2006 caused national and regional pharmaceutical distributors and retailers, pharmacy benefit managers,
and managed care organizations to enter our markets and provide services and benefits to the Medicare-eligible
population.

We believe the principal factors influencing a Medicare recipient’s choice among health plan options are:
« additional premiums, if any, payable by the beneficiary;

¢ benefits offered,

« location and choice of healthcare providers, including specific referral requirements for specialist care;
* quality of customer service and administrative efficiency;

» reputation for quality care;

« financial stability of the plan; and

» accreditation results.

A number of these competitive elements are partially dependent upon and can be positively affected by financial
resources available to a health plan. We face competition from other managed care companies that have greater
financial and other resources, larger enrollments, broader ranges of products and benefits, broader geographical
coverage, more established reputations in the national market and in our markets, greater market share, larger
contracting scale, and lower costs.

Regulation
Overview

As a managed care organization, our operations are and will continue to be subject to pervasive federal, state,
and local government regulation, which will have a material impact on the operation of our health plans. The laws
and regulations affecting our industry generally give state and federal regulatory authorities broad discretion in their
exercise of supervisory, regulatory, and administrative powers. These laws and regulations are intended primarily
for the benefit of the members and providers of the health plans..

Our right to obtain payment from Medicare is subject to compliance with numerous and complex regulations and
requirements, and are subject to administrative discretion. Moreover, since we are contracting only with the
Medicare program to provide coverage for beneficiaries of our Medicare Advantage and PDP plans, our Medicare
revenues are completely dependent upon the premium rates and coverage determinations in effect from time to time
in the Medicare program.

In addition, in order to operate our Medicare Advantage plans and PDP, we must obtain and maintain certificates
of authority or licenses from each state in which we operate. In order to remain certified we generally must
demonstrate, among other things that we have the financial resources necessary to pay our anticipated medical care
expenses and the infrastructure needed to account for our costs and otherwise meet applicable licensing
requirements. Each of our health plans is also required to report quarterly on its financial performance to the
appropriate regulatory agency in the state in which the health plan is licensed. Each plan also undergoes periodic
reviews of our quality of care and financial status by the applicable state agencies. Accordingly, in order to remain
qualified for the Medicare program, it may be necessary for our Medicare plans to make changes from time to time
in their operations, personnel, and services. Although we intend for our Medicare plans to maintain certification and
to continue to participate in those reimbursement programs, there can be no assurance that our Medicare plans will
continue to qualify for participation.
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PDP sponsors are required to be licensed under state law as risk-bearing entities eligible to offer health insurance
or health benefits coverage in each state in which a PDP is offered. In connection with the implementation of MMA,
CMS implemented waiver processes to allow PDP sponsors to begin operations prior to obtaining state licensure or
certification in all states in which they did business, even if the state already had in place a licensing process for
PDP sponsors, by submitting a “single state waiver” in such states. We applied for and were granted, effective
January 1, 2007, single state licensure waivers in 46 states, which waivers will expire December 31, 2009. Although
the company believes it will be able to obtain licenses or additional waivers in each jurisdiction in which the PDP
currently operates, there can be no assurance that the company will be successful in doing so.

Federal Regulation

Medicare. Medicare is a federally sponsored healthcare plan for persons aged 65 and over, qualifying disabled
persons, and persons suffering from end-stage renal disease which provides a variety of hospital and medical
insurance benefits. We contract with CMS to provide services to Medicare beneficiaries pursuant to the Medicare
program. As a result, we are subject to extensive federal regulations, some of which are described in more detail
elsewhere in this report. CMS may, and does, audit any health plan operating under a Medicare contract to
determine the plan’s compliance with federal regulations and contractual obligations.

Additionally, the marketing activities of Medicare plans are strictly regulated by CMS. For example, CMS has
oversight over all, and in some cases has imposed advance approval requirements with respect to, marketing
materials used by our Medicare plans, and our sales activities are limited to activities such as conveying information
regarding benefits, describing the operations of managed care plans, and providing information about eligibility
requirements. MIPPA significantly expanded the restrictions on marketing activities by Medicare plans. Failure to
comply with these marketing regulations could result in the imposition of sanctions by CMS, such as prohibitions
from marketing a Medicare Advantage plan during the annual enrollment period, restrictions on a Medicare
Advantage plan’s enrollment of new members for a specified period, fines, or civil monetary penalties. Federal law
precludes states from imposing additional marketing restrictions on Medicare plans.

Fraud and Abuse Laws. The federal anti-kickback statute imposes criminal and civil penalties for paying or
receiving remuneration (which includes kickbacks, bribes, and rebates) in connection with any federal healthcare
program, including the Medicare program. The law and related regulations have been interpreted to prohibit the
payment, solicitation, offering or receipt of any form of remuneration in return for the referral of federal healthcare
program patients or any item or service that is reimbursed, in whole or in part, by any federal healthcare program. In
some of our markets, states have adopted similar anti-kickback provisions, which apply regardless of the source of
reimbursement.

With respect to the federal anti-kickback statute, there are two safe harbors addressing certain risk-sharing
arrangements. In addition, the Office of the Inspector General has adopted other safe harbors related to managed
care arrangements. These safe harbors describe relationships and activities that are deemed not to violate the federal
anti-kickback statute. Failure to satisfy each criterion of an applicable safe harbor does not mean that an
arrangement constitutes a violation of the law; rather the arrangement must be analyzed on the basis of its specific,
facts and circumstances. Business arrangements that do not fall within a safe harbor create a risk of increased
scrutiny by government enforcement authorities. We have attempted to structure our risk-sharing arrangements with
providers, the incentives offered by our health plans to Medicare beneficiaries, and the discounts our plans receive
from contracting healthcare providers to satisfy the requirements of these safe harbors. There can be no assurance,
however, that upon review regulatory authorities will determine that our arrangements satisfy the requirements of
the safe harbors and do not violate the federal anti-kickback statute.

CMS has promulgated regulations that prohibit health plans with Medicare contracts from including any direct or
indirect payment to physicians or other providers as an inducement to reduce or limit medically necessary services
to a Medicare beneficiary. These regulations impose disclosure and other requirements relating to physician
incentive plans including bonuses or withholdings that could result in a physician being at “substantial financial
risk” as defined in Medicare regulations. Our ability to maintain compliance with these regulations depends, in part,
on our receipt of timely and accurate information from our providers. We conduct our operations in an attempt to
comply with these regulations; however, we are subject to future audit and review. It is possible that regulatory
authorities may challenge our provider arrangements and operations and there can be no assurance that we would
prevail if challenged. '
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Federal False Claims Act. We are subject to a number of laws that regulate the presentation of false claims or
the submission of false information to the federal government. For example, the federal False Claims Act provides,
in part, that the federal government may bring a lawsuit against any person or entity who it believes has knowingly
presented, or. caused to be presented, a false or fraudulent request for payment from the federal government, or who
has made a false statement or used a false record to get a claim approved. The False Claims Act defines the term
“knowingly” broadly. The federal government has taken the position, and some counts have held, that claims
presented in violation of the federal anti-kickback statute may be considered a violation of the federal False Claims
‘Act. Violations of the False Claims Act are punishable by treble damages and penalties of up to $11,000 per false
claim. In addition to suits filed by the government, the qui tam provisions of the False Claims Act allow a private
person (for example, a “whistleblower” such as a former employee, competitor, or patient) to bring an action under
the False Claims Act on behalf of the government alleging that an entify has defrauded the federal government. The
private person may share in any settlement or judgment that may result from that lawsuit. Although we strive to
operate our business in compliance with all applicable rules and regulations, we may be subject to investigations and
lawsuits under the False Claims Act that may be initiated either by the government or a whistleblower. It is not
possible to predict the impact such actions may have on our business.

Federal law provides an incentive to states to enact false claims laws that are comparable to the False Claims
Act. A number of states, including states in which we operate, have adopted false claims acts, as well as other laws
whereby a private party may file a civil lawsuit in state court.

HIPAA and Other Privacy and Security Requirements. The Health Insurance Portability and ‘Accountability
Act of 1996, or HIPAA, imposes requirements relating to a variety of issues that affect our business, including the
privacy and security of medical information. The privacy and security regulations promulgated pursuant to HIPAA
extensively regulate the use and disclosure of individually identifiable health information and require covered
entities, including health plans, to implement administrative, physical, and technical safeguards to protect the
security of such information. Recently, the American Recovery and Reinvestment Act of 2009 (“ARRA”)
broadened the scope of the HIPAA privacy and security regulations. Among other things, the ARRA provides that
the Department of Health and Human Services, or DHHS, must issue regulations requiring covered entities to report
certain security breaches to individuals affected by the breach and, in some cases, to DHHS or to the public via a
website. This reporting obligation will apply broadly to breaches involving unsecured protected health information
and will become effective 30 days from the date DHHS issues these regulations. In addition, the ARRA extends the
application of certain provisions of the security and privacy regulations to business associates (entities that handle
identifiable health information on behalf of covered entities) and subjects business associates to civil and criminal
penalties for violation of the regulations. ‘ ' '

Violations of the HIPAA privacy and security regulations may result in civil and criminal penalties, and the
ARRA has strengthened the enforcement provisions of HIPAA, which may result in increased enforcement activity.
Under the ARRA, DHHS is required to conduct periodic compliance audits of covered entities and their business
associates. The ARRA broadens the applicability of the criminal penalty provisions to employees of covered entities
and requires DHHS to vimp’osé penalties for violations resulting from willful neglect. The ARRA also significantly
increases the amount of the civil penalties, with penalties of up to $50,000 per violation for a maximum civil penalty
of $1,500,000 in a calendar year for violations of the same requirement. In addition, the ARRA authorizes state
attorneys general to bring civil actions seeking either injunction or damages in response to violations of HIPAA

privacy and security regulations that threaten the privacy of state residents.

We remain subject to any state laws that rélate to privacy or the reporting of security breaches that are more
restrictive than the regulations issued under HIPAA and the requirements of the ARRA. For example, various state
laws and regulations may require us to notify affected individuals in the event of a data breach involving certain
individually identifiable health or financial information. In addition, the Federal Trade Commission issued a final
rule in October 2007 requiring financial institutions and creditors, which may include health providers and health

plans, to implement written identity theft prevention programs to detect, prevent, and mitigate identity theft in
connection with certain accounts. The compliance date for this rule has been postponed until May 1, 2009.
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Pursuant to HIPAA, DHHS has adopted regulations establishing electronic data transmission standards that all
healthcare providers must use when submitting or receiving certain healthcare transactions electronically and that
health plans must support. In addition, HIPAA requires that each provider use and plans support a National Provider
Identifier. In January 2009, CMS published a final rule regarding updated standard code sets for certain diagnoses
and procedures knowi as ICD-10 code sets and related changes to the formats used for certain electronic
transactions. While use of the ICD-10 code sets is not mandatory until October 1, 2013, we will be modifying our
payment systems and processes to prepare for the implementation. We believe that use of the ICD-10 code sets will
require significant admmlstratlve changes.

On January 8, 2001, the U.S. Department of Labor’s Pension and Welfare Benefits Administration, the IRS and
DHHS adopted two regulations that provide guidance on the nondiscrimination provisions under HIPAA as they
relate to health factors and wellness programs. These provisions prohibit a group health plan or group health
insurance issuer from denying an individual eligibility for benefits or charging an individual a h1gher premium based
on a health factor. These regulations have not had a material adverse effect on our business.

We conduct our operations in an attempt to comply with the HIPAA privacy and security regulations and other
applicable privacy and security requirements. There can be no assurance, however, that, upon review, regulatory
authorities will find that we are in compliance with these requirements.

Employee Retirement Income Security Act of 1974. The provision of services to certain employee health benefit
plans is subject to the Employee Retirement Income Security Act of 1974, or ERISA. ERISA regulates certain
aspects of the relationships between plans and employers who maintain employee benefit plans subject to ERISA.
Some of our administrative services and other activities may also be subject to regulation under ERISA.

The U.S. Department of Labor adopted federal regulations that establish claims procedures for employee benefit
plans under ERISA. The regulations shorten the time allowed for health and disability plans to respond to claims and
appeals, establish requirements for plan responses to appeals, and expand required disclosures to participants and
beneficiaries. These regulations have not had a material adverse effect on our business.

State Regulation

Though generally governed by federal law, each of our HMO and regulated insurance subsidiaries is licensed in
the markets in which it operates and is subject to the rules, regulations, and oversight by the applicable state
department of insurance in the areas of licensing and solvency. Our HMO and regulated insurance subsidiaries file
reports with these state agencies describing their capital structure, ownership, financial condition, certain inter-
company transactions and business operations. Our HMO and regulated insurance subsidiaries are also generally
required to demonstrate among other things, that we have an adequate provider network, that our systems are
capable of processing providers’ claims in a timely fashion and of collecting and analyzing the information needed
to manage their business. State regulations also require the prior approval or notice of acquisitions or similar
transactions involving our regulated subsidiaries and of certain transactions between the regulated subsidiaries and
its parent or affiliated entities or persons, such as the payment of dividends.

Our HMO and regulated insurance subsidiaries are required to maintain minimum levels of statutory capital. The
minimum statutory capital requirements differ by state and are generally based on a percentage of annualized
premium revenue, a percentage of annualized healthcare costs, or risk-based capital, or RBC, requirements. The
RBC requirements are based on guidelines established by the National Association of Insurance Commissioners, or
NAIC, and are administered by the states. If adopted, the RBC requirements may be modified as each state
legislature deems appropriate for that state. Currently, only our Texas HMO and accident and health insurance
subsidiaries are subject to statutory RBC requirements and our other HMO subsidiaries are subject to other
minimum statutory capital requirements mandated by the states in which they are licensed. These requirements
assess the capital adequacy of the regulated subsidiary based upon investment asset risks, insurance risks, interest
rate risks and other risking associated with its business to determine the amount of statutory capital believed to be
required to support the HMO’s business. If a regulated insurance subsidiary’s statutory capital level falls below
certain required capital levels, the subsidiary may be required to submit a capital corrective plan to the state
department of insurance, and at certain levels may be subjected to regulatory orders, including regulatory control
through rehabilitation or liquidation proceedings.
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Effective January 1, 2009, MIPPA requires that all Medicare Advantage and PDP agents and brokers be licensed
by their respective states. In addition, where applicable, Medicare Advantage and PDP organizations must also
comply with state appointment laws. MIPPA further requires that Medicare Advantage and PDP organizations
repott to the applicable state, as required by state law, the termination of any agent or broker, including the reasons
for such termination. Medicare Advantage and PDP organizations must also timely comply with a state’s request for
information regarding the performance of a licensed agent, broker, or other third party representing the organization
pursuant to a state’s investigation.

Technology

We have developed and implemented information technology solutions that we believe are critical to providing
high quality healthcare for our members and complying with governmental and contractual requirements. Our
systems collect and process information centrally and support our core administrative functions, including premium
billing, claims processing, utilization management, reporting, medical cost trending, planning and analysis, as well
as certain member and provider service functions, including enrollment, member eligibility verification, claims
status inquiries, and referrals and authorizations. We continue to enhance our in-house disease and case management
software functionality. We also have introduced and continue to expand electronic medical records to enhance the
quality of care. : o : : ‘

We augment our own technology services through independent third parties, with whom we have entered into
what we believe are customary agreements for the provision of software and related consulting services with respect
to our information technology systems. In 2008, we migrated to a new telephony and call eenter platform, increasing
call center functionality and allowing for virtualized enterprise capability and redundancy. We also continued our
custom development of internal data warehousing and reporting offerings to incorporate additional business units
that will support enterprise data mlmng and enhance our ability to rapldly respond to changlng market, regulatory,
and operational requirements. o

We have continued to invest in our core technology infrastructure. In 2008, we completed the first round of
disaster recovery and business continuity deployment between our two data centers (in Nashville, Tennessee and
Birmingham, Alabama) and in 2009 will broaden our focus on disaster recovery and business continuity
development. In 2009, we also are completing installation of a fully redundant Wide Area Network across the
enterprise.

We have also improved data security. In 2008 we implemented full disk encryption for laptop and desktop
devices. In addition, we are in the process of deploying full encryption and forced authentication on all PDAs that
house company information through Blackberry Enterprise Server rules enforcement. :

Employees

At December 31, 2008, we had 1,728 employees, substantially all of whom were full-time. None of our
employees are presently covered by a collective bargaining agreement. We consider relat1ons with our employees to
be good.
Service Marks -

The name “HealthSpring” is a registered service Inark with the United States Patent and Trademark Office. We
also have other registered service marks. Prior use of our service marks by third parties may prevent us from using

our service marks in certain geographic areas. We intend to protect our service marks by approprlate legal action
whenever necessary.
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EXECUTIVE OFFICERS OF THE COMPANY
The following are our executive officers and their biographies and ages as of February 20, 2009:

Herbert A. Fritch, age 58, has served as the Chairman of the Board of Directors and Chief Executive Officer of
the company and its predecessor, NewQuest, LLC, since the commencement of operations in September 2000. He
also served as President of the Company and its predecessor from September 2000 to November 2008. Beginning
his career in 1973 as an actuary, Mr. Fritch has over 30 years of experience in the managed healthcare business.
Prior to founding NewQuest, LLC, Mr. Fritch founded and served as president of North American Medical
Management, Inc., or NAMM, an independent physician association management company, from 1991 to 1999.
NAMM was acquired by PhyCor, Inc., a physician practice management company, in 1995. Mr. Fritch also served
as vice president of managed care for PhyCor following PhyCor’s acquisition of NAMM. Prior to founding NAMM,
Mr. Fritch served as a regional vice president for Partners National Healthplans from 1988 to 1991, where he was
responsible for the oversight of seven HMOs in the southern region. Mr. Fritch holds a B.A. in Mathematics from
Carleton College. Mr. Fritch is a fellow of the Society of Actuaries and a member of the Academy of Actuaries.

Michael G. Mirt, age 57, has served as President of the company since November 2008. Prior to joining the
company, Mr. Mirt served as executive vice president and chief operating officer of AmeriChoice, a UnitedHealth
Group company and public-sector-focused managed care organization, from May 2005 to August 2007. Prior to his
service with AmeriChoice, Mr. Mirt worked as a private consultant during 2004 and until May 2005 and as a
regional president for Cigna Healthcare from 1999 to 2003. Mr. Mirt a holds a B.S. and a Master of Health Sciences
degrees from Wichita State University.

Gerald V. Coil, age 60, has served as Executive Vice President and Chief Operating Officer of the company
since December 2006. Prior to joining the company, he was president of MHN, the behavioral health division of
HealthNet, Inc., a publicly held managed care organization, from October 2002 to December 2006. From January
2002 to October 2002, Mr. Coil served in various capacities for Kaiser Permanente, a not-for-profit managed care
organization. Prior to January 2002, Mr. Coil worked for NAMM in various capacities, including as head of its West
Coast operations. Mr. Coil holds a B.S. in Sociology and Social Work from Arizona State University.

Kevin M. McNamara, age 52, has served as Executive Vice President and Chief Financial Officer of the
company since April 2005. He was also Treasurer of the company from April 2005 to February 2008. Mr.
McNamara served from April 2005 to January 2006 as non-executive chairman of ProxyMed, Inc., a provider of
automated healthcare business and cost containment solutions for financial, administrative and clinical transactions
in the healthcare payments marketplace, and served as interim chief executive officer of ProxyMed, Inc. from
December 2004 through June 2005. Mr. McNamara served as chief financial officer of HCCA International, Inc., a
healthcare management and recruitment company, from October 2002 to April 2005. Mr. McNamara also serves on
the boards of directors of Luminex Corporation, a diagnostic and life sciences tool and consumables manufacturer,
and Tyson Foods, Inc., a producer, distributor, and marketer of food products. Mr. McNamara is a certified public
accountant (inactive) and holds a B.S. in Accounting from Virginia Commonwealth University and an M.B.A. from
the University of Richmond.

Sharad Mansukani, M.D., age 40, has served as one of the company’s directors since June 2007 and has served
as the company’s Executive Vice President — Chief Strategy Officer since November 2008. Dr. Mansukani also
serves as a senior advisor of Texas Pacific Group, a private equity investment firm (“TPG”), and serves on the
faculties at University of Pennsylvania and Temple University schools of medicine. Dr. Mansukani previously
served as senior advisor to the Administrator of the Centers for Medicare and Medicaid Services, or CMS, from
2003 to 2005, and as senior vice president and chief medical officer of Health Partners, a non-profit Medicaid and
Medicare health plan owned at the time by certain Philadelphia-area hospitals, from 1999 to 2003. Dr. Mansukani
completed a residency and fellowship in ophthalmology at the University of Pennsylvania School of Medicine and a
fellowship in quality management and managed care at the Wharton School of Business. Dr. Mansukani serves as a
director of IASIS Healthcare, LLC, an owner and operator of acute care hospitals, Moksha8 Pharmaceuticals, Inc., a
pharmaceutical company specializing in emerging markets, and Surgical Care Affiliates, an operator of ambulatory
surgery centers, all of which are TPG portfolio companies.
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J. Gentry Barden, age 47, has served as Senior Vice President, General Counsel, and Secretary of the company
since July 2005. From September 2003 to July 2005, Mr. Barden was a member of Brentwood Capital Advisors
LLC, an investment banking firm based in Nashville, Tennessee. From December 1998 to February 2003, Mr.
Barden was a managing director of two different investment banking firms. For over 12 years prior to December
1998, Mr. Barden was a corporate and securities lawyer, including with Bass, Berry & Sims PLC. Mr. Barden
graduated with a B.A. from The University of the South (Sewanee) and with a .D. from the University of Texas.

David L. Terry, Jr., age 58, has served as Senior Vice President and Chief Actuary of the company since March
2005, and served in various capacities, including Chief Actuary, for the company’s predecessor since July 2003.
Prior to joining NewQuest, LLC, Mr. Terry served as senior consultant for Reden & Anders, Ltd., a healthcare
consulting firm, from July 2000 to July 2003. Mr. Terry holds a B.S. in Statistics from Colorado State University
and an MLS. in actuarial science from the University of Nebraska.

Mark A. Tulloch, age 46, has served as Senior Vice President of Managed Care Operations since January 2007.
Previously, he was Senior Vice President of Pharmacy Operations from July through December 2006. Prior to
joining the company, he served from March 2003 to July 2006 as senior vice president of operations for United
Surgical Partners International, Inc. (“USPI”), an owner and operator of short-stay surgical facilities. Prior to March
2003, Mr. Tulloch spent seven years with OrthoLink Physicians Corporation, a subsidiary of USPI specializing in
orthopaedic practice management and ancillary development. Mr. Tulloch served in various capacities for Ortholink,
including as president and chief operating officer. Mr. Tulloch holds an M.B.A. from the Massey School at Belmont

University, a M.Ed. from Vanderbilt University, and a B.S. from Middle Tennessee State University.

Dirk O. Wales, M.D., age 51, has served as Senior Vice President and Chief Medical Officer of the company
since February 2008. Dr. Wales has also served as Chief Clinical Officer of the company since July 2007 and as
Senior Medical Director of the company’s Texas health plan since February 2003. For over four years prior to
joining the company, Dr. Wales served as chief medical officer of NAMM. Dr. Wales obtained an M.D. and a
Psy.D. from Wright State University and a B.S. from Emory University.

Item 1A. Risk Factors

You should consider carefully the risks and uncertainties described below, and all information contained in this
report, in evaluating our company and our business. The occurrence of any of the following risks or uncertainties
described below could significantly and adversely affect our business, prospects, financial condition, and operating
results. In any such event, the trading price of our common stock could decline.

Risks Related to Our Industry

Reductions or Less Than Expected Increases in Funding for Medicare Programs Could Significantly Reduce
Our Profitability. ‘ -

Medicare premiums, including premiums paid to our PDP, accounted for substantially all of our revenue for the
year ended December 31, 2008. As a consequence, our revenue and profitability are dependent on government
funding levels for Medicare programs. The premium rates paid to Medicare health plans like ours are established by
contract, although the rates differ depending on a combination of factors, including upper payment limits established
by CMS, a member’s health profile and status, age, gender, county or region, benefit mix, member eligibility
categories, and a member’s risk score. MIPPA provides for reduced federal spending on the Medicare Advantage
program by $48.7 billion over the 2008-2018 period, and MIPPA requires the Medicare Payment Advisory
Commission to report on both the quality of care provided under Medicare Advantage plans and the cost to the
Medicare program of such plans. The President and some members of Congress have proposed additional reductions
in payments to Medicare Advantage plans. Continuing government efforts to contain healthcare related
expenditures, including for prescription drugs, and other federal budgetary constraints that result in changes in the
Medicare program could lead to reductions in the amount of reimbursement, to elimination of coverage for certain
benefits, or to reductions in the number of persons enrolled in or eligible for Medicare, which in turn could reduce
the number of beneficiaries enrolled in our health plans. The government could also mandate that we provide
additional benefits. Any of these changes could reduce our profitability
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In February 2008, CMS published preliminary results of a study designed to assess the degree of coding pattern
differences between members in Medicare fee-for-service and Medicare Advantage and the extent to which any such
differences could be appropriately addressed by an adjustment to risk scores. CMS’s study of risk scores for
Medicare populations from 2004 through 2006 found that Medicare Advantage member risk scores increased more
than the risk scores for the general Medicare fee-for-service population. As a result, CMS proposed a negative
adjustment to the risk scores of enrollees, and a corresponding decrease in premiums, of Medicare Advantage plans
determined to have significant differences between the plan’s increase in risk scores for “stayers” (CMS parlance for
those persons who were enrolled in the same Medicare Advantage plan during the period) and the increase in
Medicare fee-for-service risk scores. In April 2008, CMS withdrew the proposed coding intensity adjustment based,
in part, on comments from Medicare Advantage plans opposing the adjustment.

In connection with the withdrawal of its risk coding intensity adjustment proposal, CMS also announced that it
would audit Medicare Advantage plans, primarily targeted based on risk score growth, for compliance by the plans
and their providers with proper coding practices. CMS began targeted medical record reviews and adjustment
payment validations in late 2008, focusing on risk adjustment data from 2006 dates of service, which were the basis
for premium payments for the 2007 plan year. Our Tennessee Medicare Advantage plan has been selected by CMS
for such a review, which we currently expect to begin in early 2009. CMS has indicated that payment adjustments
will not be limited to risk scores for the specific beneficiaries for which errors are found but may be extrapolated to
the entire plan. There can be no assurance that our other plans will not be randomly selected or targeted for review
by CMS or, in the event that a company plan is selected for a review, that the outcome of such a review will not
result in a material adjustment in our revenue and profitability.

On February 20, 2009, CMS published its “advance notice” of 2010 Medicare Advantage plan capitation rates,
which proposed, among other things, a new codlng initiative adjustment that would reduce Medicare Advantage
members’ risk scores as a result of differences in coding patterns between Medicare Advantage plans and Medicare
fee-for-service. Citing its earlier study, as updated with 2007 and 2008 risk score data, CMS reiterated its finding
that Medicare Advantage risk scores have increased more than twice as much as fee-for-service risk scores, which
CMS attributes to differences in enrollment patterns and coding patterns, primarily relating to Medicare Advantage
“stayers”. The method CMS currently proposes in the advance notice is a calculated reduction in risk scores that
would apply equally to all Medicare Advantage plan enrollees. As proposed, the reduction in member risk scores
would have a substantial negative impact on the premium rates anticipated by our health plans for 2010. The final
rates for 2010, including adjustment factors, will be published by CMS in April 2009. There can be no assurance
that the rate adjustments, as currently proposed, will not be finally adopted by CMS for 2010. If so adopted, we may
have to reduce plan benefits, charge or increase member premiums, reduce profits, or implement a combination
thereof for the 2010 plan year, any of which measures could also reduce our membership growth expectations.

CMS’s Risk Adjustment Payment System Make Our Revenue and Profitability Difficult to Predict and Could
Result In Material Retroactive Adjustments to Our Results of Operations.

CMS has implemented a risk adjustment payment system for Medicare health plans to improve thie accuracy of
payments and establish appropriate compensation for Medicare plans that enroll and treat less healthy Medicare
beneficiaries. CMS’s risk adjustment model bases a portion of the total CMS reimbursement payments on various
clinical and demographic factors including hospital inpatient diagnoses, diagnosis data from hospital outpatient
facilities and physician visits, gender, age, and Medicaid eligibility. CMS requires that all managed care companies
capture, collect, and report the necessary diagnosis code information to CMS. Following the initial phase-in, risk
adjustment payment methodology now accounts for 100% of Medicare health plan payments. Because Medicare
Advantage premiums are now completely risk-based, it is difficult to predict with certainty our future revenue or
profitability.

CMS establishes premium payments to Medicare plans based on the plans’ approved bids at the beginning of the
calendar year. Based on the members’ known demographic and risk information, CMS then adjusts premium levels
on two separate occasions during the year on a retroactive basis to take into account additional member risk data.
The first such adjustment updates the risk scores for the current year based on prior year’s dates of service. The
second such adjustment is a final retroactive risk premium settlement for the prior year. Beginning in January 2008,
the Company estimated and recorded on a monthly basis both such adjustments. As a result of the variability of
factors increasing plan risk scores that determine such estimations, the actual amount of CMS’s retroactive payment
could be materially more or less than our estimates. Consequently, our estimate of our plans’ aggregate member risk
scores for any period, and our accrual of premiums related thereto, may result in favorable or unfavorable
adjustments to our Medicare premium revenue and, accordingly, our profitability.
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“Budget Neutrality” and the Phasing Out of IME Payments to Medicare Advantage Organizations Will Decrease
Our Revenues and May Negatively Impact Our Future Profitability.

Payments to Medicare Advantage plans are adjusted by a “budget neutrality” factor that was implemented in
2003 by Congress and CMS to prevent health plan payments from being reduced overall while, at the same time,
directing risk adjusted payments to plans with more chronically ill enrollees. In February 2006, the President signed
legislation that reduced federal funding for Medicare Advantage plans by approximately $6.5 billion over five years.
Among other changes, the legislation provided for an accelerated phase-out of budget neutrality for risk adjusted
payments made to Medicare Advantage plans. These legislative changes have the effect of reducing payments to
Medicare Advantage plans in general. Consequently, our plans’ inflation-related increase in rates will be reduced
over the phase-out period unless our risk scores increase in a manner sufficient to offset the elimination of this
adjustment. Although our plans’ risk scores have increased historically, there is no assurance that the increases will
continue or, if they do, that they will be large enough to offset the elimination of this adjustment.

Medicare currently compensates teaching hospitals for the graduate medical education costs incurred when
treating Medicare beneficiaries by providing such hospitals with indirect medical education (“IME”) payments.
Under the Medicare fee-for-service program, IME is paid directly to a teaching hospital; however, under Part C,
CMS also provides IME payments to Medicare Advantage organizations as part of the overall Medicare Advantage
plan payment rate. MIPPA requires CMS to phase out IME payments to Medicare Advantage organizations
beginning in 2010. The phase out of IME payments to Medicare Advantage organizations will result in a decrease in
our revenues derived from IME payments and may negatively impact our future profitability.

Our Records and Submissions to CMS May Contain Inaccurate or Unsupportable Information Regarding the
Risk Adjustment Scores of Our Members, Which Could Cause Us to Overstate or Understate Our Revenue.

We maintain claims and encounter data that support the risk adjustment scores of our members, which
determine, in part, the revenue to which we are entitled for these members. This data is submitted to CMS by us
based on medical charts and diagnosis codes prepared and submitted to us by providers of medical care. In addition,
we sometimes experience errors in our information and data reporting systems relating to claims, encounters, and
diagnoses. Inaccurate or unsupportable coding by medical providers, inaccurate records for new members in our
plans, and erroneous claims and encounter recording and submissions could result in inaccurate premium revenue
and risk adjustment payments, which are subject to correction or retroactive adjustment in later periods. Payments
that we receive in connection with this corrected or adjusted information may be reflected in financial statements for
periods subsequent to the period in which the revenue was earned. We, or CMS through a medical records review
and risk adjustment validation, may also find that our data regarding our members’ risk scores, when reconciled,
requires that we refund a portion of the revenue that we received, which refund, depending on its magnitude, could
have a material adverse effect on our results of operations. B

Statutory Authority for SNPs Could Expire and Federal Limitations on SNP Expansion and Other Recent
Limitations on SNP Activities Could Adversely Impact our Growth Plans.

Under current law, CMS’s authority to designate SNPs expires on December 31, 2010. Unless this law is
changed, CMS may not be able to renew our SNP contracts after December 31, 2010. Additionally, federal law
prohibits CMS from designating additional disproportionate share SNPs and prohibits existing SNPs from enrolling
individuals outside of their existing geographic areas through December 31, 2009. Failure to renew our SNP .
contracts could adversely impact our operating results. In addition, effective for plan year 2010, SNPs are required
to meet additional CMS requirements, including requirements relating to model of care, cost-sharing, disclosure of
information, and reporting of quality measures.

Legislative Changes to the Medicare Program Have Materially Impacted Our Operations and Increased
Competition for Members.

The Medicare Prescription Drug, Improvement and Modernization Act of 2003, or MMA, substantially changed
the Medicare program and modified how we operate our Medicare Advantage business. Many of these changes
became effective in 2006. Although many of these changes are designed to benefit Medicare Advantage plans
generally, certain provisions of the MMA increased competition and created challenges for us with respect to

21



educating our existing and potential members about the changes. The Medicare Improvements for Patients and
Providers Act, enacted in July 2008, provided, among other things, additional restrictions on Medicare Advantage
sales and marketing activities. MMA and MIPPA may create other substantial and potentially adverse risks
including the following:

Increased competition has and may continue to adversely affect our enrollment and results of operations.

« The MMA generally increased reimbursement rates for Medicare Advantage plans, which we believe
resulted in an increase in the number of plans that participate in the Medicare program and created additional
competition. In addition, as a result of Medicare Part D, a number of new competitors, such as pharmacy
benefits managers and prescription drug retailers and wholesalers, established PDPs that compete with some
of our Medicare programs. »

e Managed care companies began offering various new products beginning in 2006 pursuant to the MMA,
including private fee-for-service, or PFFS, plans and regional preferred provider organizations, or PPOs.
Medicare PFFS plans and PPOs allow their members more flexibility in selecting providers outside of a
designated network than Medicare Advantage HMOs such as ours allow, which typically require members to
coordinate care through a primary care physician. The MMA has encouraged the creation of regional PPOs
through various incentives, including certain risk corridors, or cost-reimbursement provisions, a stabilization
fund for incentive payments, and special payments to hospitals not otherwise contracted with a Medicare
Advantage plan that treat regional plan enrollees. Although recent legislation limits the continuing viability
of PFFS plans, particularly beginning in 2011, there can be no assurance that PFFS plans and regional
Medicare PPOs in our service areas will not continue to adversely affect our Medicare Advantage plans’
relative attractiveness to existing and potential Medicare members.

The limited annual enrollment process and additional marketing restrictions have limited our ability to market
our products.

Medicare beneficiaries generally have a limited annual enrollment period during which they can choose to
participate in a Medicare Advantage plan rather than receive benefits under the traditional fee-for-service Medicare
program. After the annual enrollment period, most Medicare beneficiaries are not permitted to change their
Medicare benefits. The annual enrollment process and subsequent “lock-in” provisions of the MMA have restricted
our growth as they have limited our ability to enter new service areas and market to or enroll new members in our
established service areas outside of the annual enrollment periods. MIPPA restricts where and how our marketing
activities may be conducted. For example, effective November 10, 2008, the list of prohibited marketing activities
includes providing meals, cash, gifts or monetary rebates, marketing in health care settings or at educational events,
unsolicited methods of direct contact, and cross-selling.

The competitive bidding process may adversely affect our profitability.

Payments for local and regional Medicare Advantage plans are based on a competitive bidding process that may
decrease the amount of premiums paid to us or cause us to increase the benefits we offer without a corresponding
increase in premiums. As a result of the competitive bidding process, in order to maintain our current level of
profitability we may be, and in some limited cases have been, required to reduce benefits or charge our members an
additional premium, either of which could make our health plans less attractive to members and adversely affect our
membership. ‘ ‘

We derive a significant portion of our Medicare revenue from our PDP operations, and legislative or regulatory
actions, economic conditions, or other factors that adversely affect those operations could materially reduce our
revenue and profits.

We may be unable to sustain our PDP operation’s profitability over the long-term, and our failure to do so could
have an adverse effect on our results of operations. Factors that could adversely affect our PDP operations include:

 Congress may make changes to the Medicare program, including changes to the Part D benefit. We cannot

predict what these changes might include or what effect they might have on our revenue or medical expense
or plans for growth.

22



« We are making actuarial assumptions about the utilization of prescription drug benefits in our MA-PD plans
and our PDPs and about member turnover and the timing of member enrollment into our PDP during the .
year. We cannot assure you that these assumptions will prove to be correct or that premiums will be
sufficient to cover the benefits provided.

o Substantially all of our PDP membership is the result of CMS’s auto-assignment of dual-eligible
beneficiaries in regions where our Part D premium bids are below CMS benchmarks. In general, our
premium bids are based on assumptions regarding total PDP enrollment and the timing during the year
thereof, utilization, drug costs, and other factors. For 2009, our bid was below the benchmark in 24 of the 34
CMS regions. Our continued participation in the Part D program is conditional on our meeting certain
contractual performance standards and otherwise complying with CMS regulations governing our operating
compliance. If our future Part D premium bid is not below CMS’s thresholds, or if CMS determines we have
not met contractual or regulatory performance standards, we risk losing PDP members who were previously
assigned to us and we may not have additional PDP members auto-assigned to us.

« Medicare beneficiaries who fre dual-eligibles generally are able to disenroll and choose another PDP at any
time, and certain Medicare beneficiaries also have a limited ability to disenroll from the plan they initially
select and choose a different PDP. Medicare beneficiaries who are not dually eligible will be able to change
PDPs during the annual open enrollment period. We may not be able to retain the auto-assigned members or
those members who affirmatively choose our PDPs, and we may not be able to attract new PDP members.

Financial accounting for the Medicare Part D benefits is complex and requires difficult estimates and
assumptions.

The MMA provides for “risk corridors” that are designed to limit to some extent the gains or losses MA-PDs or
PDPs would incur if their costs turned out to be lower or higher than those in the plans’ bids submitted to CMS. For
2006 and 2007, drug plans bore all gains and losses up to 2.5% of their expected costs, but retained 25% of the gain
or were reimbursed for 25% of the loss between 2.5% and 5%, and 20% of gains and losses in excess of 5%.
Beginning in 2008, health plans assumed a greater amount of risk pursuant to the risk corridors, bearing all gains
and losses of up to 5% of their expected costs and retaining 50% of the gains or be reimbursed 50% of the loss
between 5% and 10% and retaining 20% of the gain or being reimbursed for 20% of the loss in excess of 10%.

The accounting and regulatory guidance regarding the proper method of accounting for Medicare Part D,
particularly as it relates to the timing of revenue and expense recognition, taken together with the complexity of the
Part D product and the estimates related thereto, may lead to variability in our reporting of quarter-to-quarter
earnings and to uncertainty among investors and research analysts following the company as to the impacts of our
Medicare Part D plans on our full year results.

Our Business Activities Are Highly Regulated and New and Proposed Government Regulation or Legislative
Reforms Could Increase Our Cost of Doing Business, and Reduce Our Membership, Profitability, and Liquidity.

Our health plans are subject to substantial federal and state regulation. These laws and regulations, along with
the terms of our contracts and licenses, regulate how we do business, what services we offer, and how we interact
with our membets, providers, and the public. Healthcare laws and regulations are subject to frequent change and
varying interpretations. Changes in existing laws or regulations, or their interpretations, or the enactment of new
laws or the issuance of new regulations could adversely affect our business by, among other things:

+ imposing additional license, registration, or capital reserve requirements;

« increasing our administrative and other costs;

+ reducing the premiums we receive from CMS;

« forcing us to undergo a corporate restructuring;
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« increasing mandated benefits without corresponding premium increases;

« limiting our ability to engage in inter-company transactions with our affiliafes and subsidiaries;
« forcing us to restructure our relationships with providers; and

« requiring us to implement additional or different programs and systems.

It is possible that future legislation and regulation and the interpretation of existing and future laws and
regulations could have a material adverse effect on our ability to operate under the Medicare program and to
continue to serve our members and attract new members.

If We Are Required to Maintain Higher Statutory Capital Levels for Our Existing Operations or if We Are
Subject to Additional Capital Reserve Requirements as We Pursue New Business Opportunities, Our Cash Flows
and Liquidity May Be Adversely Affected.

]

Our health plans are operated through subsidiaries in various states. These subsidiaries are subject to state _
regulations that, among other things, require the maintenance of minimum levels of statutory capital, or net worth, as
defined by each state. One or more of these states may raise the statutory capital level from time to time. Other states
have adopted risk-based capital requirements based on guidelines adopted by the National Association of Insurance
Commissioners, which tend to be, although are not necessarily, higher than existing statutory capital requirements.
Currently, Texas is the only jurisdiction in which we have an HMO subsidiary that has adopted risk-based capital
requirements. An accident and health insurance subsidiary, to which we are in the process of transferring
substantially all of our PDP operations, is subject to risk-based capital requirements in certain jurisdictions in which
it does business. Regardless whether the other states in which we operate adopt risk-based capital requirements, the
state departments of insurance can require our regulated insurance and HMO subsidiaries to maintain minimum
levels of statutory capital in excess of amounts required under the applicable state laws if they determine that
maintaining additional statutory capital is in the best interests of our members. Any other changes in these
requirements could materially increase our statutory capital requirements. In addition, as we continue to expand our
plan offerings in new states or pursue new business opportunities, we may be required to maintain additional
statutory capital. For example, in connection with its order approving our acquisition of LMC Health Plans, the
Florida Office of Insurance Regulation has required LMC Health Plans to maintain until September 2010 at least
115% of the statutory surplus otherwise required by Florida law. In any case, our available funds could be materially
reduced, which could harm our ability to implement our business strategy.

If State Regulators Do Not Approve Payments, Including Dividends and Other Distributions, by Our Health
Plans to Us, Our Business and Growth Strategy Could Be Materially Impaired or We Could Be Required to Incur
Additional Indebtedness to Fund These Strategies.

Our health plan subsidiaries are subject to laws and regulations that limit the amount of dividends and
distributions they can pay to us for purposes other than to pay income taxes related to the earnings of the health
plans. These laws and regulations also limit the amount of management fees our health plan subsidiaries may pay to
affiliates of our health plans, including our management subsidiaries, without prior approval of, or notification to,
state regulators. The pre-approval and notice requirements vary from state to state with some states, such as
Alabama and Texas, generally allowing, subject to advance notice requirements, dividends to be declared, provided
the regulated insurance or HMO subsidiary meets or exceeds the applicable deposit, net worth, and risk-based
capital requirements. The discretion of the state regulators, if any, in approving a dividend is not always clearly
defined. Historically, we have not relied on dividends or other distributions from our health plans to fund a material
amount of our operating cash or debt service requirements. If the regulators were to deny or significantly restrict our
subsidiaries’ requests to pay dividends to us or to pay management and other fees to the affiliates of our health plan
subsidiaries, however, the funds available to us would be limited, which could impair our ability to implement our
business and growth strategy or service our indebtedness. Alternatively, we could be required to incur additional
indebtedness to fund these strategies.
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Corporate Practice of Medicine and Fee-Splitting Laws May Govern Our Business Operations, and Violation of
Such Laws Could Result in Penalties and Adversely Affect Our Arrangements With Contractors and Our
Profitability. :

In several states, we must comply with corporate practice of medicine laws that prohibit a business corporation
from practicing medicine, employing physicians to practice medicine, or exercising control over medical treatment
decisions by physicians. In these states, typically only medical professionals or a professional corporation in which
the shares are held by licensed physicians or other medical professionals may provide medical care to patients. In
general, health maintenance organizations are exempt from laws prohibiting the corporate practice of medicine in
many states due to the integrated nature of the delivery system. Many states also have some form of fee-splitting
law, prohibiting certain business arrangements that involve the splitting or sharing of medical professional fees
earned by a physician or another medical professional for the delivery of healthcare services.

" In general, we arrange for the provision of covered medical services in accordance with our benefit plans
through a contracted health care delivery network. We also perform non-medical administrative and business
services for physicians and physician groups. We do not represent that we provide medical services, and we do not
exercise control over the practice of medical care by providers with whom we contract. We do, however, monitor
medical services for clinical appropriateness to ensure they are provided in a high quality cost effective manner and
reimbursed within the appropriate scope of licensure. In addition, we have developed close relationships with our
network providers that include our review and monitoring of the coding of medical services provided by those
providers. We also have compensation arrangements with providers that may be based on a percentage of certain
provider fees and in certain cases our network providers have agreed to exclusivity arrangements. In each case, we
believe we have structured these and other arrangements on a basis that complies with applicable state law,
including the corporate practice of medicine and fee-splitting laws.

Despite structuring these arrangements in ways that we believe comply with applicable law, regulatory
authorities may assert that we are engaged in the corporate practice of medicine or that our contractual arrangements
with providers constitute unlawful fee-splitting. Moreover, we cannot predict whether changes will be made to
existing laws or if new ones will be enacted, which could cause us to be out of compliance with these requirements.
If our arrangements are found to violate corporate practice of medicine or fee-splitting laws, our provider or
independent physician association management contracts could be found legally invalid and unenforceable, which
could adversely affect our operations and profitability, and we could be subject to civil or, in some cases, criminal,
penalties.

We Are Required to Comply With Laws Governing the Transmission, Security and Privacy of Health Information
That Require Significant Compliance Costs, and Any Failure to Comply With These Laws Could Result in
Material Criminal and Civil Penalties. =

Regulations under HIPAA require us to comply with standards regarding the exchange of health information
within our company and with third parties, including healthcare providers, business associates, and our members.
These regulations include standards for common healthcare transactions, including claims information, plan
eligibility, and payment information; unique identifiers for providers and employers; security; privacy; and
enforcement. Recently, the ARRA broadened the scope of the HIPAA privacy and security regulations. In addition,
the ARRA increased the penalties for violations of HIPAA. ARRA also provides that the DHHS must issue
regulations requiring certain security breaches to be reported to individuals affected by the breach and, in some
cases, to DHHS or to the public via a website. HIPAA also provides that to the extent that state laws impose stricter
privacy standards than HIPAA privacy regulations, a state seeks and receives an exception from the DHHS
regarding certain state laws, or state laws concern certain specified areas, such state standards and laws are not
preempted.

We conduct our operations in an attempt to comply with all applicable privacy and security requirements. Given
the recent changes to HIPAA, the complexity of the HIPAA regulations, the requirement that DHHS promulgate
additional HIPAA regulations, and the fact that the regulations are subject to changing and, at times, conflicting
interpretation, our ongoing ability to comply with the HIPAA requirements is uncertain. Furthermore, a state’s
ability to promulgate stricter laws, and uncertainty regarding many aspects of such state requirements, make
compliance more difficult. To the extent that we are unable to support unique identifiers and electronic healthcare
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claims and payment transactions that comply with the electronic data transmission standards established under
HIPAA, we may be subject to penalties and operations may be adversely impacted. Additionally, the costs of
complying with any changes to the HIPAA regulations may have a negative impact on our operations. Sanctions for
failing to comply with the HIPAA health information provisions include criminal penalties and civil sanctions,
including significant monetary penalties. In addition, our failure to comply with state health information laws that

may be more restrictive than the regulations issued under HIPAA could result in additional penalties.
Risks Related to Our Business
If Our Medicare Contracts Are Not Renewed or Are Terminated, Our Business Would Be S ubstantially Impairetl

We provide services to our Medicare eligible members through our Medicare Advantage health plans and PDP
pursuant to a limited number of contracts with CMS. These contracts generally have terms of one year and must be
renewed each year. Each of our contracts with CMS is terminable for cause if we breach a material provision of the
contract or violate relevant laws or regulations. If we are unable to renew, or to successfully rebid or compete for
any of these contracts, or if any of these contracts are terminated, our business would be materially impaired.
Because Our Premiums, Which Generate Most of Our Revenue, Are Established Primarily by Bid and Cannot Be
Modified During the CMS Plan Year, Our Profitability Will Likely Be Reduced or We Could Cease to Be
Profitable if We Are Unable to Manage Our Medical Expenses Effectively.

Substantially all of our revenue is generated by premiums consisting of monthly payments per member that are
established by CMS for our Medicare Advantage plans and PDP, which are renewable on an annual basis. If our
medical expenses exceed our estimates, except in very limited circumstances or as a result of risk score adjustments
for Medicare member health acuity, we will be unable to increase the premiums we receive under CMS’s annual
contracts during the then-current terms. Relatively small changes in our medical loss ratio, or MLR, can create
significant changes in our financial results. Accordingly, the failure to adequately predict and control medical
expenses and to make reasonable estimates and maintain adequate accruals for incurred but not reported, or IBNR,
claims, may have a material adverse effect on our financial condition, results of operations, or cash flows.

Historically, our medical expenses as a percentage of premium revenue have fluctuated. Factors that may cause
medical expenses to exceed our estimates include: :

« anincrease in the cost of healthcare services and supplies, including prescription drugs, whether as a result of
inflation or otherwise; ;

« higher than expected utilization of healthcare services, particularly in-patient hospital services, or unexpected
utilization patterns and member turnover in our PDP operations;

« periodic renegotiation of hospital, physician, and other provider contracts;

o changes in the demographics of our members and niedical trends affecting them;

* new mahdated benefits or other changes in healthcare laws, régulations, and practices;
e new treatments and technologies;

« consolidation of physician, hospital, and other provider groups;

« contractual disputes with providers, hospitals, or other service providers; and

« the occurrence of catastrophes, major epidemics, or acts of terrorism.
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Because of the relatively high average age of the Medicare population, medical expenses for our Medicare
Advantage plans may be particularly difficult to control. We attempt to control these costs through a variety of
techniques, including capitation and other risk-sharing payment methods, collaborative relationships with primary
care physicians and other providers, advance approval for hospital services and referral requirements, case and
disease management and quality assurance programs, preventive and wellness visits for members, information
systems, and reinsurance. Despite our efforts and programs to manage our medical expenses, we may not be able to
continue to manage these expenses effectively in the future. If our medical expenses increase, our profits could be
reduced or we may not remain profitable.

Our Failure to Estimate IBNR Claims Accurately Would Affect Our Reported Financial Results.

Our medical care costs include estimates of our IBNR claims. We estimate our medical expense liabilities using
actuarial methods based on historical data adjusted for payment patterns, cost trends, product mix, seasonality,
utilization of heaithcare services, and other relevant factors. Actual conditions, however, could differ from those we
assume in our estimation process. We continually review and update our estimation methods and the resulting
accruals and make adjustments, if necessary, to medical expense when the criteria used to determine IBNR change
and when actual claim costs are ultimately determined. As a result of the uncertainties associated with the factors
used in these assumptions, the actual amount of medical expense that we incur may be materially more or less than
the amount of IBNR originally estimated. If our estimates of IBNR are inadequate in the future, our reported results
of operations would be negatively impacted. Further, our inability to estimate IBNR accurately may also affect our
ability to take timely corrective actions, further exacerbating the extent of any adverse effect on our results.

A Disrﬁption in Our Healthcare Prbvider Networks Could Have.an Adverse Effect on Our Operations and
Profitability. ; . . :

Our operations and profitability are dependent, in large part, upon our ability to contract with healthcare
providers and provider networks on favorable terms. In any particular service area, healthcare providers or provider
networks could refuse to contract with us, demand higher payments, or take other actions that could result in higher
healthcare costs, disruption of benefits to our members, or difficulty in meeting our regulatory or accreditation
requirements. In some service areas, healthcare providers may have significant market positions. If healthcare
providers refuse to contract with us, use their market position to negotiate favorable contracts, or place us at a
competitive disadvantage, then our ability to market products or to be profitable in those service areas could be
adversely affected. Our provider networks could also be disrupted by the financial insolvency of a large provider
group. In addition, a prolonged economic downturn or recession could negatively impact the financial condition of
our providers, which could adversely affect our medical costs. Any disruption in our provider network could result
in a loss of membership or higher healthcare costs.

Our Texas operations comprised 27.1% of our Medicare Advantage members and 24.3% of our total revenue for
the year ended December 31, 2008. A significant proportion of our providers in our Texas market are affiliated with
RPO, a large group of independent physician associations. As of December 31, 2008, physicians associated with
RPO served as the primary care physicians for approximately 69% of our members in our Texas market. Our
agreements with RPO generally have a term expiring December 31, 2014, but may be terminated sooner by RPO for
cause or in connection with a change in control of the company that results in the termination of senior management
and otherwise raises a reasonable doubt as to our successor’s ability to perform under the agreements. If our Texas
HMO subsidiary’s agreement with RPO were terminated, we would be required to sign direct contracts with the
RPO physicians or additional physicians in order to avoid a material disruption in care of our Houston-area
members. It could take significant time to negotiate and execute direct contracts, and we would be forced to reassign
members to new primary care physicians if all of the current primary care physicians did not sign direct contracts.
This would result in loss of membership assuming that not all members would accept the reassignment to a new
primary care physician. Accordingly, any significant disruption in, or termination of, our relationship with RPO
could materially and adversely impact our results of operations. Moreover, RPO’s ability to terminate its agreements
with us in connection with certain changes in control of the company could have the effect of delaying or frustrating
a potential acquisition or other change in control of the company.
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As of December 31, 2008, our LMC Health Plans subsidiary comprised 17.0% of our Medicare Advantage
membership and 17.3% of our total revenue for the quarter then ended. A substantial portion of the medical services
provided to our LMC Health Plans’ members is provided by LMC pursuant to a long-term medical services
agreement. Any material breach or other material non-performance by LMC of its obligations to us under the
medical services agreement could result in a significant disruption in the medical services provided to our Florida
plan members, for which we would have no immediately acceptable alternative service provider, and which would
adversely affect our results of operations. In addition, the medical services agreement could be terminated by LMC
for cause or in connection with certain changes in control of the Florida plan. ‘

Competition in Our Industry, Particularly New Sources of Competition Since the Implementation of Medicare
Part D, May Limit Our Ability to Attract or Retain Members, Which Could Adversely A ffect Our Results of
Operations.

We operate in a highly competitive environment subject to significant changes as a result of business
consolidations, evolving Medicare products (including PDPs and PFFS plans), new strategic alliances, and
aggressive marketing practices by other managed care organizations that compete with us for members. Our
principal competitors for contracts, members, and providers vary by local service area and have traditionally been
comprised of national, regional, and local managed care organizations that serve Medicare recipients, including,
among others, UnitedHealth Group, Humana, Inc.,.and Universal American Corporation. In addition, we have
experienced significant competition from new competitors, including pharmacy benefit managers and prescription
drug retailers and wholesalers, and our traditional ranaged care organization competitors whose PFFS plans and
stand-alone PDPs have been attracting our Medicare Advantage and PDP members. Many managed care companies
and other new Part D plan participants have greater financial and other resources, larger enrollments, broader ranges
of products and benefits, broader geographical coverage, more established reputations in the national market and our
markets, greater market share, larger contracting scale, and lower costs than us. Our failure to attract and retain
members in our health plans as a result of such competition could adversely affect our results of operations.

Our Inabtlujy to Maintain Our Medicare Advantage and PDP Members or Increase Our Membershtp Could
Adversely Affect Our Results of Operations.

A reduction in the number of members in' our Medicare Advantage and PDP plans, or the failure to increase our
membership, could adversely affect our results of operations: In addition to competition, factors that could
contribute to the loss of, or failure to attract or retain; members include:

" * negative accreditation results or loss of licenses or contracts to offer Medicare Advantage plans;
* negative publicity and news coverage relating to us or the managed healthcare industry generally;
» litigation or threats of litigation against us;

* automatic disenrollment, whether intentional or 1nadvertent asa result of members choosmg a stand-alone
PDP and;

* our inability to market to and re-enroll members who enroll with our competitors because of annual -
enrollment and lock-in provisions. .

Delegated and Outsourced Service Provtders May Make Mtstakes and Subject Us to Financial Loss or Legal
Liability.

We delegate or outsource certain of the functions associated with the provision of managed care and
management services, including claims processing related to the provision of Medicare Part D prescription drug
benefits. The service providers to whom we delegate or outsource these functions could inadvertently or incorrectly
adjust, revise, omit, or transmit the data with which we provide them in a manner that could create inaccuracies in
our risk adjustment data, cause us to overstate or understate our revenue, cause us to authorize incorrect payment
levels to members of our provider networks, or violate certain laws and regulations, such as HIPAA.
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We May Be Unsuccessful in Implementing Our Growth Strategy If We Are Unable to Complete Acquisitions on
Favorable Terms or Integrate the Businesses We Acquire into Our Existing Operations, or If We Are Unable to
Otherwise Expand into New Service Areas in a Ti imely Manner in Accordance with Our Strategic Plans.

Opportunistic acquisitions of contract rights and other health plans are an important element of our growth
strategy. We may be unable to identify and complete appropriate acquisitions in a timely manner and in accordance
with our or our investors” expectations for future growth. Some of our competitors have greater financial resources
than we have and may be willing to pay more for these businesses. In addition, we are generally required to obtain
regulatory approval from one or more state agencies when making acquisitions, which may require a public hearing,
regardless whether we already operate a plan in the state in which the business to be acquired is located. We may be
unable to comply with these regulatory requirements for an acquisition in a timely manner, or at all. Moreover, some
sellers may insist on selling assets that we may not want or transferring their liabilities to us as part of the sale of
their companies or assets. Even if we identify suitable acquisition targets, we may be unable to complete
acquisitions or obtain the necessary financing for these acquisitions on terms favorable to us, or at all.

To the extent we complete acquisitions, we may be unable to realize the anticipated benefits from acquisitions
because of operational factors or difficulties in integrating the acquisitions with our existing businesses. This may
include the integration of:

« additional employees who are not familiar with our operations;

« new provider networks, which may operate on terms different from our existing networks;

« additional members, who may decide to transfer to other healthcare providers or health plans;
« disparate information technology, claims processing, and record-keeping systems; and

« accounting policies, including those that require a high degree of judgment or complex estimation processes,
including estimates of IBNR claims, accounting for goodwill, intangible assets, stock-based compensation,
and income tax matters.

Additionally, with respect to the acquisition of LMC Health Plans in late 2007, our integration and execution risks in
addition to those outlined above include:

e our prior inexperience in the highly penetrated and competitive South Florida Medicare Advantage market;

« the ability of LMC to successfully operate and expand its medical clinics, and our ability to successfully
operate and otherwise manage our anticipated growth under the terms of our long-term, exclusive, clinic-
model medical services agreement with LMC; and ’

« our inexperience in the operation of a clinic-model-dependent HMO generally.

For all of the above reasons, we may not be able to successfully implement our acquisition strategy. Furthermore, in
the event of an acquisition or investment, we may issue stock that would dilute existing stock ownership and incur
additional debt that would restrict our cash flow, as we have in the acquisition of LMC Health Plans. We may also
assume liabilities, incur large and immediate write-offs, incur unanticipated costs, divert management’s attention
from our existing business, experience risks associated with entering markets in which we have no or limited prior

experience, or lose key employees from the acquired entities.
Our Substantial Debt Obligations Pursuant to Our Credit Agreement Could Restrict Our Operations.

In connection with the acquisition of LMC Health Plans on October 1, 2007, we entered into a credit agreement
(the “Credit Agreement”) providing for a $300 million term facility and a $100 million revolving credit facility (the
“Revolver”). Borrowings of $300.0 million under the term facility, together with our available cash on hand, were
used to fund the acquisition and expenses related thereto. As of December 31, 2008, $268.0 million of debt was
outstanding under the term loan facility of the Credit Agreement. The $100.0 million revolving credit facility under
the Credit Agreement is currently undrawn. Loans under the Credit Agreement are secured by a first priority lien on
substantially all assets of the company and its non-HMO subsidiaries, including a pledge by the company and its
non-HMO subsidiaries of all of the equity interests in each of their domestic subsidiaries.
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The Credit Agreement contains conditions precedent to extensions of credit and representations, warranties, and
covenants, including financial covenants, customary for transactions of this type. Financial covenants include (i) a
maximum leverage ratio comparing total indebtedness to consolidated adjusted EBITDA, (ii) minimum net worth
requirements for each HMO subsidiary calculated by reference to applicable regulatory requirements, and (iii)
maximum capital expenditures, in each case as more specifically provided in the Credit Agreement.

This indebtedness could have adverse consequences on us, including:

« limiting our ability to compete and our flexibility in planning for, or reacting to, changes in our business and
industry;

« increasing our vulnerability to general economic and industry conditions; and

e requiring a substantial portion of cash flows from operating activities to be dedicated to debt repayment,
reducing our ability to use such cash flow to fund our operations, expenditures, and future business or
acquisition opportunities.

The Credit Agreement contains customary events of default and, if we fail to comply with specified financial and
operating ratios, we could be in breach of the Credit Agreement. Any breach or default could allow our lenders to
accelerate our indebtedness and terminate all commitments to extend additional credit.

Our ability to maintain specified financial and operating ratios and operate within the contractual limitations can
be affected by a number of factors, many of which are beyond our control, and we cannot assure you that we will be
able to satisfy them.

Adverse credit market conditions may have a material adverse affect on our liquidity or our ability to obtain
credit on acceptable terms.

The credit markets have been experiencing extreme volatility and disruption. In some cases, the markets have
exerted downward pressure on the availability of liquidity and credit capacity. As of December 31, 2008, we had no
borrowings under our $100.0 million Revolver, although as a result of financial covenant calculations, available
borrowing under the Revolver at December 31, 2008 would have been limited to approximately $95.0 million.
Although we do not currently anticipate needing financing in excess of amounts available to us under the Revolver,
in the event we need access to additional capital to pay our operating expenses, make payments on our indebtedness,
pay capital expenditures, or fund acquisitions, our ability to obtain such capital may be limited and the cost of any
such capital may be significant. Our access to such additional financing will depend on a variety of factors such as
market conditions, the general availability of credit, the overall availability of credit to our industry, and our credit
ratings and credit capacity, as well as the possibility that lenders could develop a negative perception of our long- or
short-term financial prospects. Similarly, our access to funds may be impaired if regulatory authorities or rating
agencies take negative actions against us.

The value of our investments is influenced by economic and market conditions, and a decrease in value could
have an adverse effect on our results of operations, liquidity, and financial condition.

Our investment portfolio is comprised of investments, consisting primarily of highly-liquid government and
corporate debt securities, that are classified as held-to-maturity and available-for-sale. Available-for-sale
investments are carried at fair value, and the unrealized gains or losses are included in accumulated other
comprehensive income as a separate component of stockholders’ equity, unless the decline in value is deemed to be
other-than-temporary and we do not have the intent and ability to hold such securities until their full cost can be
recovered. For both available-for-sale investments and held-to- maturity investments, if a decline in value is deemed
to be other-than-temporary and we do not have the intent and ability to hold such security until its full cost can be
recovered, the security is deemed to be other-than-temporarily impaired and it is written down to fair value and the
loss is recorded as an expense.
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~ In accordance with applicable accounting standards, we review our investment securities to determine if declines
in fair value below cost are other-than-temporary. This review is subjective and requires judgment. We conduct this
review on a quarterly basis using both quantitative and qualitative factors to determine whether a decline in value is
other-than-temporary. Such factors considered include, the length of time and the extent to which market value has
been less than cost, financial condition and near term prospects of the issuer, changes in credit issuer ratings by
ratings agencies, recommendations of investment advisors, and forecasts of economic, market, or industry trends.
We also regularly evaluate our ability and intent to hold individual securities until they mature or full cost can be
recovered.

The current economic environment and recent volatility of the securities markets increase the difficulty of
assessing investment impairment and the same influences tend to increase the risk of potential impairment to these
assets. During 2008, we did not record any charges for other-than-temporary impairment of securities. The
economic and market environment could further deteriorate or provide additional insight regarding the fair value of
certain securities, which could change our judgment regarding impairment. This could result in realized losses
relating to other-than-temporary declines recorded as an expense. Given the current market conditions and the
significant judgments involved, there is risk that declines in fair value may occur and material other-than-temporary
impairments may result in realized losses in future periods that could have an adverse effect on our results of .
operations, liquidity, or financial condition.

Negative Publicity Regarding the,Mahaged Healthcare Industry Generally or Us in Particular C‘o_uld Adversely
Affect Our Results of Operations or Business. ,

Negative publicity regarding the managed healthcare industry generally or us in particular may result in
increased regulation and legislative review of industry practices that further increase our costs of doing business and
adversely affect our results of operations by: o

 requiring us to change our products and servicebs;

¢ increasing the regulatory burdens under which we operate;

» adversely affecting our ability toAmarket our.products or services; or
* adversely affécting our ability to attfaét and refain )merhbervs_v.

We Are Dependent Upon Our Executive Officers and the Loss of Any One or More of These ’Ofﬁcers and Their
Managed Care Expertise Could Adversely Affect Our Business. B

Our operations are highly dependent on the efforts of Herbert A. Fritch, our Chief Executive Officer, and certain
other senior executives who have been instrumental in developing our business strategy-and forging our business
relationships. Although certain of our executives, including Mr. Fritch, have entered into employment agreements
with us, these agreements may not provide sufficient incentives for those executives to continue their employment
with us. Although we believe we could replace any executive we lose, the loss of the leadership, knowledge, and
experience of Mr. Fritch and our other executive officers could adversely affect our business. Moreover, replacing
one or more of our executives may be difficult or may require an extended petiod of time. “We do not currently
maintain key man insurance on any of our executive officers.

Noncompliance with the Laws and Regulations Applicable to Us Could Expose Us to Liability, Reduce Our
Revenue and Profitability, or Otherwise Adversely Affect Our Operations and Operating Results.

The federal and state agencies administering the laws and regulations applicable to us have broad discretion to
enforce them. We are subject, on an ongoing basis, to various governmental reviews, audits, and investigations to
verify our compliance with our contracts, licenses, and applicable laws and regulations. In addition, private citizens,
acting as “whistleblowers,” are entitled to initiate enforcement actions under the federal False Claims Act. An
adverse review, audit, or investigation could result in any of the following:

« loss of our right to participate in the Medicare program,;

« loss of one or more of our licenses to act as an HMO or accident and health insurance company or to
otherwise provide a service;

31



o forfeiture or recoupment of amounts we have been paid pursuant to our contracts;

« imposition of significant civil or criminal penalties, fines, or other sanctions on us and our key employees;
» damage to our reputation in existing and potential markets;

« increased restrictions on marketing our products and services; and

« inability to obtain approval for future products and services, geographic expansions, or acquisitions.

From time to time, our health plans are subject to corrective action plans implemented by CMS to resolve
identified compliance deficiencies. We take CMS compliance matters very seriously and work diligently to
implement corrective action plans and resolve deficiencies effectively and timely. We cannot assure you that our
CMS-imposed corrective action plans currently existing or in the future will be resolved satisfactorily or that any
such corrective action plan will not have a materially adverse impact on the conduct of our business or the results of
our operations.

The U.S. Department of Health and Human Services Office of the Inspector General, Office of Audit Services,
or OIG, is conducting a national review of Medicare Advantage plans to determine whether they used payment
increases consistent with the requirements of the MMA. Under the MMA, the bidding process requires that payment
increases be used to cover increased medical costs, reduce beneficiary premiums or cost sharing, enhance benefits,
put additional payment amounts in a benefit stabilization fund, or stabilize or enhance access. We cannot assure you
that the findings of an audit or investigation of our business would not have an adverse effect on us or require
substantial modifications to our operations.

Claims Relating to Medical Malpractice and Other Litigation Could Cause Us to Incur Significant Expenses.

From time to time, we are party to various litigation matters, some of which seek monetary damages. Managed
care organizations may be sued directly for alleged negligence, including in connection with the credentialing of
network providers or for alleged improper denials or delay of care. In addition, Congress and several states have
considered or are considering legislation that would expressly permit managed care organizations to be held liable
for negligent treatment decisions or benefits coverage determinations. Of the states in which we currently operate,
only Texas has enacted legislation relating to health plan liability for negligent treatment decisions and benefits
coverage determinations. In addition, our providers involved in medical care decisions may be exposed to the risk of
medical malpractice claims. Some of these providers may not have sufficient malpractice insurance. Although our
network providers are independent contractors, claimants sometimes allege that a managed care organization should
be held responsible for alleged provider malpractice, particularly where the provider does not have malpractice
insurance, and some courts have permitted that theory of liability. '

Similar to other managed care companies, we may also be subject to other claims of our members in the ordinary
course of business, including claims of improper marketing practices by our independent and employee sales agents
and claims arising out of decisions to deny or restrict reimbursement for services.

We cannot predict with certainty the eventual outcome of any pending litigation or potential future litigation, and
we cannot assure you that we will not incur substantial expense in defending future lawsuits or indemnifying third
parties with respect to the results of such litigation. The loss of even one of these claims, if it results in a significant
damage award, could have a material adverse effect on our business. In addition, our exposure to potential liability
under punitive damage or other theories may significantly decrease our ability to settle these claims on reasonable
terms. '
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We maintain errors and omissions insurance and other insurance coverage that we believe are adequate based on
industry standards. Potential liabilities may not be covered by insurance, our insurers may dispute coverage or may
be unable to meet their obligations, or the amount of our insurance coverage and related reserves may be inadequate.
We cannot assure you that we will be able to obtain insurance coverage in the future, or that insurance will continue
to be available on a cost-effective basis, if at all. Moreover, even if claims brought against us are unsuccessful or
without merit, we would have to defend ourselves against such claims. The defense of any such actions may be
time-consuming and costly and may distract our management’s attention. As a result, we may incur significant
expenses and may be unable to effectively operate our business.

The Inability or Failure to Properly Maintain Effective and Secure Management Information Systems,
Successfully Update or Expand Processing Capability, or Develop New Capabilities to Meet Our Business Needs
Could Result in Operational Disruptions and Other Adverse Consequences. ‘

Our business depends significantly on effective and secure information systems. The information gathered and
processed by our management information systems assists us in, among other things, marketing and sales tracking,
underwriting, billing, claims processing, diagnosis capture and risk score submissions, medical management,
medical care cost and utilization trending, financial and management accounting, reporting, plarning and analysis
and e-commerce. These systems also support on-line customer service functions, provider and member
administrative functions and support tracking and extensive analyses of medical expenses and outcome data. These
information systems and applications require continual maintenance, upgrading, and enhancement to meet our
operational needs and handle our expansion and growth. Any inability or failure to properly maintain management
information systems or related disaster recovery programs, successfully update or expand processing capability or
develop new capabilities to meet our business needs in a timely manner, could result in operational disruptions, loss
of existing customers, difficulty in attracting new customers or in implementing our growth strategies, disputes with
customers and providers, civil or criminal penalties, regulatory problems, increases in administrative expenses, loss
of our ability to produce timely and accurate reports, and other adverse consequences. To the extent a failure in
maintaining effective information systems occurs, we may need to contract for these services with third-party
management companies, which may be on less favorable terms to us and significantly disrupt our operations and
information flow.

Furthermore, our business requires the secure transmission of confidential information over public networks.
Because of the confidential health information we store and transmit, security breaches could expose us to 2 risk of
regulatory action, requirements to notify individuals, regulators and the public affected by the breach, litigation,
possible liability, and loss. Our security measures may be inadequate to prevent security breaches, and our business
operations and profitability would be adversely affected by cancellation of contracts, loss of members, and potential
criminal and civil sanctions if they are not prevented. o C -

Anti-takeover Provisions in Our Organizational Documents and State Insurance Laws Could Make an
Acquisition of Us More Difficult and May Prevent Attempts by Our Stockholders to Replace or Remove Our
Current Management. :

Provisions of our amended and restated certificate of incorporation and our second amended and restated bylaws
may delay or prevent an acquisition of us or a change in our management or similar change in control transaction,
including transactions in which stockholders might otherwise receive a premium for their shares over then current
prices or that stockholders may deem to be in their best interests. In addition, these provisions may frustrate or
prevent any attempts by our stockholders to replace or remove our current management by making it more difficult
for stockholders to replace members of our board of directors. Because our board of directors is responsible for
appointing the members of our management team, these provisions could in turn affect any attempt by our
stockholders to replace current members of our management team. These provisions provide, among other things,

that: ) ‘ :

« special meetings of our stockholders may be called only by the chairman of the board of directors, by our
chief executive officer, or by the board of directors pursuant to a resolution adopted by a majority of the
directors;

« any stockholder wishing to properly bring a matter before a meeting of stockholders must comply with
specified procedural and advance notice requirements;
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« actions taken by the written consent of our stockholders require the consent of the holders of at least 667/:%
of our outstanding shares;

« our board of directors is classified into three classes, with each class serving a staggered three-year term;
« the authorized niumber of directors may be changed only by resolution of the board of directors;

«  our second amended and restated bylaws and certain sections of our amended and restated certificate of
incorporation relating to anti-takeover provisions may generally only be amended with the consent of the
holders of at least 66/3 % of our outstanding shares;

« directors may be removed other than at an annual meeting only for cause;
« any vacancy on the board of directors, however the vacancy occurs, may only be filled by the directors; and
« ourboard of directors has the ability to issue préferred stock without stockholder approval.

Additionally, the insurance company laws and regulations of the jurisdictions in which we operate restrict the
ability of any person to acquire control of an insurance company, including an HMO, without prior regulatory
approval. Under certain of those statutes and regulations, without such approval or an exemption therefrom, no
person may acquire any voting security of a domestic insurance company, including an HMO, or an insurance
holding company that controls a domestic insurance company or HMO, if as a result of such transaction such person
would own more than a specified percentage, such as 5% or 10%, of the total stock issued and outstanding of such
insurance company or HMO, or, in some cases, more than a specified percentage of the issued and outstanding
shares of an insurance holding company. HealthSpring is an insurance holding company for purposes of these
statutes and regulations. . ~

Item 1B. Unresolved Staff Comments
None.
Item 2. Properties

We lease office space in a number of locations for our business operations. The following are the largest leased
offices by square footage. :

Location Primary Use Square footage Expiration Date

Nashville, Tennessee Tennessee Plan Headquarters 78,155 December 2010
Birmingham, Alabama Alabama Plan Headquarters. 71,923 April 2016
Nashville, Tennessee Enterprise-wide Operations Center 54,000 May 2014
Houston, Texas Texas Plan Headquarters - 52,645 October 2010
Franklin, Tennessee Corporate Headquarters - 23,654 -~ December 2014
Miami, Florida Florida Plan Headquarters 15,925 February 2013

We believe our facilities are adequate for our present and currently anticipated needs.
Item 3. Legal Proceedings

We are not currently involved in any pending legal proceedings that we believe are material to our financial
condition or results of operations. We are, however, involved from time to time in routine legal matters and other
claims incidental to our business, including employment-related claims, claims relating to our health plans’
contractual relationships with providers and members and claims relating to marketing practices of sales agents and
agencies that are employed by, or independent contractors to, our health plans. The Company believes that the
resolution of existing routine matters and other incidental claims will not have a material adverse effect on our
financial condition or results of operations.

Item 4. Submission of Matters to a Vote of Security Holders

None.
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PART I1

Item 5. Market for Registrant’s Common Equity, Related Stockholder Matters and Issuer Purchases of
Equity Securities

Market for Common Stock
Our common stock is listed on the New York Stock Exchange, or NYSE, under the trading symbol “HS.”

The following table sets forth the quarterly ranges of the high and low sales prices of the common stock on the
NYSE during the calendar periods indicated.

2008
High Low
FAESE QUALTET. ......cvoveveevesseseesesseseseeeesenessscssseesebesss b e s et s b s b st b0 $22.93 $13.39
SECONA QUAITET «...ovivveveveeeaeaeucsiteresese s ses e st et s b e b s e e s e et s Rt e bbb s s bbb 19.44  13.73
Third Quarter ...........cc..... et RS A RS eaaaeebaenere 22,63 1535
FOUTh QUATTET ...ttt et bbbt bt a bbb e n s et 22.50 12.18
2007
FAESE QUATTET......vovocverereaeeereeesesenacte s eebaesas s sas s e s bbb bbb bbb . $24.49 $19.03
Second Quarter ..........ceuee.n OO U TP UL PP P PP PRSP 25.33 17.92
THITA QUATLET ....cevuveveeieeeteeereseieee et r e e e bbb et s s bbb s bbb st 20.50 15.28
Fourth QUArter .....cccoeiiiiinnirenieieeneeee e eteeteaeeieresteea et aeaaeeaeetee e ees et tesan st eereeas 2138 17.08

The last reported sale price of our common stock on the NYSE on February 24, 2009 was $10.48 and we had
approximately 190 holders of record of our common stock on such date.

Dividends

We have not declared or paid any cash dividends on our common stock since our organization in March 2005.
We currently intend to retain any future earnings to fund the operation, development, and expansion of our business,
and therefore we do not anticipate paying cash dividends in the foreseeable future. Our Credit Agreement restricts
our ability to declare cash dividends on our common stock. Our ability to pay dividends is also dependent on the
availability of cash dividends from our regulated HMO subsidiaries, which dividends are subject to limitations under
the laws of the states in which we operate and the requirements of CMS relating to the operations of our Medicare
health plans. Any future determination to declare and pay dividends will be at the discretion of our board of
directors, subject to compliance with applicable law and the other limitations described above.

h

Issuer Purchases. of Equity Securities

In June 2007, the company’s Board of Directors authorized a stock repurchase program to repurchase up to
$50.0 million of the company’s common stock over the succeeding 12 months. In May 2008, the company’s Board
of Directors extended the expiration date of the program to June 30, 2009. The Credit Agreement allows the
company to repurchase up to $50.0 million in common stock, subject to certain limitations relating to liquidity and
sources of funds. The program authorizes purchases made from time to time in either the open market or through
privately negotiated transactions, in accordance with SEC and other applicable legal requirements. The timing,
prices, and sizes of purchases depend upon prevailing stock prices, general economic and market conditions, and
other factors, including the company’s insider trading policy and applicable securities laws. Funds for the repurchase
of shares have, and are expected to, come primarily from unrestricted cash on hand and unrestricted cash generated
from operations. The repurchase program does not obligate the company to acquire any particular amount of
common stock and the repurchase program may be suspended at any time at the company’s discretion. As of
December 31, 2008, the company had spent approximately $47.3 million to purchase 2,841,182 shares of common
stock under the program.
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During the quarter ended December 31, 2008, the Company repurchased the following number of shares of its
common stock:

Total Number of Shares Approximate Dollar Value
Total Number Average Purchased as Part of Publicly "of Shares that May Yet Be
Of Shares Price Paid Announced Plans Purchased Under the
Period Purchased per Share or Programs .__Plans or Programs

10/1/08-10/31/08 ................. — — — —
11/1/08-11/31/08 ... 814,382 $15.67 814,382 , —
12/1/08-12/31/08 ................. 431,000* $1431*% 420,500 —
Total ......cocevvvvnnvinnnnn. 1,245,382 $15.20 1,234,882 $2,700,000

*  In December 2008, 10,500 shares were repurchased pursuant to the terms of a restricted stock purchase agreement between former employees and
the company. The shares were repurchased at the company’s option at a price of $.20 per share, the former employees’ cost for such shares.

Performance Graph

The following graph compares the change in the cumulative total return (including the reinvestment of
dividends) on the company’s common stock for the period from February 3, 2006, the date our shares of common
stock began trading on the NYSE, to the change in the cumulative total return on the stocks included in the Standard
& Poor’s 500 Stock Index and to a company-selected Peer Group Index over the same period. The graph assumes an
investment of $100 made in our common stock at a price of $21.98 per share, the closing sale price on February 3,
2006, our first day of trading following our PO (at $19.50 per share), and an investment in each of the other indices
on February 3, 2006. We did not pay any dividends during the period reflected in the graph.

The Peer Group Index consists of the following companies, which is a group of companies in the healthcare services
industry of comparable market capitalization that we have used to assist in evaluating the competitiveness of our executive
compensation plans and policies: Amerigroup Corporation, AmSurg Corp., Centene Corporation, Emergency Medical
Services Corporation, Healthways, Inc., Lifepoint Hospitals, Inc., Magellan Health Services, Inc., MEDNAX, Inc.
(formerly known as Pediatrix Medical Group, Inc.), Psychiatric Solutions, Inc., Universal American Financial Corp., and
WellCare Health Plans, Inc. In the Form 10-K we filed for the fiscal year ending December 31, 2007, Apria Health Group,
Inc. and Sierra Health Services, Inc. were members of our peer group, but were subsequently acquired in 2008 and are no
longer publicly traded. As a result, we have deleted them from our peer group.

COMPARISON OF 35 MONTH CUMULATIVE TOTAL RETURN*

Among HealthSpring, Inc, The S&P 500 Index
And A Peer Group
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== HealthSpring, Inc - A= S&P 500 @~ Peer Group
2/06 2/06 3/06 6/06 9/06 12/06 | 3/07 6/07 9/07 12/07 | 3/08 6/08 | 9/08 | 12/08
HealthSpring, Inc 100.00 | 107.37 84.67 85.30 87.58 92.58 | '107.14 86.72 88.72 86.67 64.06 | 76.80 | 96.27 | 90.86
S&P 500 100.00 | 10027 | 101.52| 100.06 | 10573 | 112.81 | 113.53 [ 120.66 | 123.11 119.01 | 107.77 | 104.83 | 96.05 | 74.98
Peer Group 100.00 | 100.28 | 106.63| 107.03 | 108.57 | 121.00 | 128.80 | 128.75 137.89 | 12526 | 100.58 91.86 | 97.19 | 74.40
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Item 6. Selected Financial Data

The following tables present selected historical financial data and other information for the company and its
predecessor, NewQuest, LLC. We derived the selected historical statement of income, cash flow, and balance sheet
data as of and for the years ended December 31, 2004 and for the period from January 1, 2005 to February 28,2005
from the audited consolidated financial statements of NewQuest, LLC and as of and for the period from March 1,
2005 to December 31, 2005 and the years ended December 31, 2006, 2007, and 2008 from the audited consolidated
financial statements of the company. The audited consolidated financial statements and the related notes to the
audited consolidated financial statements of the company as of December 31, 2007 and 2008, and the years ended
December 31, 2006, 2007, and 2008 together with the related report of our independent registered public accounting
firm are included elsewhere in this report. We derived the selected balance sheet data as of February 28, 2005 from
the unaudited consolidated financial statements of NewQuest, LLC.

The selected consolidated financial data and other information set forth below should be read in conjunction with
the consolidated financial statements included in this report and the related notes and “Item 7. Management’s
Discussion and Analysis of Financial Condition and Results of Operations.”

HealthSpring, Inc. HealthSpring
Year Ended December 31, Inc. Predecessor
Period from Period from
Combined Twelve March 1, 2005 January 1, 2005
Months Ended to to Year Ended December 31,
2008 2007 (1) 2006 December 31,2005 (2)  December 31,2005 (3) - February 28,2005 (3) 2004.(4)
(dollars in thousands, except share and unit data)
Statement of Income Data:
Revenue: .
Premium: . . : .
Medicare premiums......... . $ 2,135,548 § 1,479,576 § 1,149,844 8§ 705,677 |8 610913  § 94,764  $ 433,729
Commercial premi 5144 ____46.648 ___120.504 126872 | __106,168 20704 146,318
Total premiums........... 2,140,692 1,526,224 1,270,348 832,549 717,081 115,468 - 580,047
Management and other fees .... 32,602 24,958 26,997 20,698 17,237 ’ 3,461 18,153
ji t income 15026 - 23.943 11,920 3.798 3337 . 461 1,449
Total FEVENUE ...vvcvnevece ~2,188.320 1.575.125 1,309,265 857,045 737,655 ) 119.390 599.649
Operating expenses: ' ;
Medical expense:
Medicare expense 1,702,745 1,187,331 900,358 553,084 478,553 - 74,531 338,632
Commercial expense........... 5,146 38.662 108,168 107,095 90.783. 16,312 124,743
Total medical '
[S315 T 1,707,891 1,225,993 1,008,526 660,179 569,336 90,843 463,375
Selling, general and .
administrative 246,294 186,154 156,940 . 111,854 97;187 14,667 : 68,868
Transaction expense — — — | 10,941 4,000 6,941 —
Phantom stock ' : ' o
compensation ... — — — - — ) — 24200
Depreciation and X s
AMOTHZAtON .ovveevcrrnrnsrennesees 28,547 16,220 ° 10,154 7,305 ©69%0 - - 315 3,210
[mpairment of intangible a . ’ : S s .
BSSES wevveerinsmnenseisensesensssonans . . — 4,537 — — — -— —
Interest expense 19,124 7.466 - 8,695 14511 : 14,469 42 214
Total operating P ' ‘ s T .
EXPOIISES vuvnvernerrissarenns 2,001,856 ., 1.440370 1,184,315 804,790 . 691,982 3 112,808 559.867
Income before minotity R : : ) '
interest and income : e : . ; :
TAXES .ucruncrarraimrasssnsssnsionianns, 186,464 134,755 124,950 | 52,255 45,673 \ 6,582 39,782
Minority interest......... — — (303) 3.227) (1,979) (1,248) (6.272)
Income before income bt R - . - - . :
. 186,464 134,755 124,647 49,028 . . 43,694 5,334 33,510
Income tax expense o (61.512) (48.295) (43.811) (19.772) i (17.144) i (2,628) (9.193)
Net iNCOME ...oovivrrvensrssnmaseens 118,952 86,460 © . 80,836 29,256 - 26,550 < 2,706 . 24,317
Preferred dividends — = (2,021) (15.607) {15.607) — —
Net income available to . .
cominon stockholders ‘ . . . - . ) .
and MemberS ......ovuveriionniar $_ 118952 $. 86460 § 7RRIS 1§ . __13649 IS 10943 § 2,706 § - 24317
Net income per unit: - . B I . )
BaSIC.uucuremeriansiresennrserienss — — — — . — 8 055 $ 531
Diluted... . lneneieneeenesnes = — = — — 3 055 ~ 8 531
Weighted average units : :
outstanding:
Basic...... — — — — — . 4884176 4,578,176
Diluted... — — — — — 4,884,176 4,578,176
Net income per share
available to common
stockholders:
Basic 3 213 § 151 § 144 |$ — & 034 $ — $ —
Diluted $ 212 § 151 § 144 — | 034 — -
Weighted average common ' . : . '
shares outstanding:
— 32,173,707 — —
— 32,215,288 — —
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HealthSpring, Inc. HealthSpring

Year Ended December 31, Inc. ‘Predecessor
Period from Period from
Combined Twelve March 1, 2005 January 1, 2005
- Months Ended to ' to Year Ended December 31,
2008 2007 (1) 2006 December 31,2005(2)  December 31,2005(3)  February 28, 2005 (3) 2004 (4)
v (dollars in theusands, except share and unit data) ’
Cash Flow Data: : : s = : ) :
Capital expenditures................ $ 11,657, $ 1588 § | 7,177 $ 2,802 |$ 2,653 - $ 149 8 2,512
Cash provided by (used in): ’ - ' ‘ :
Operating actjvities ......... © 161,985 72,752 167,621 L 72,103 . 57,139 14,964 .~ 24,665
Investing activities ... . (7,035) . (389,195) (336) (276,346) (270,877) (5,469) (34,615)
Financing activities.: . (196,800) 302,090 61,073 322,935 : 323,823 (888) (23,311)
Cash and cash equivalents ...... 282,240 324,090 338443 | 110,085 o 110,085 76,441 . 67,834
Total assets.......coocermreenrenrrrnsens 1,344,777 1,351,073 842,645 591,838 7 591,838 157,350 142,674
Total long-term debt, ! ' - o
including current maturities .. 268,013 296,250 — 188,526 188,526 5,358 5,475
Stockholders’/members’ o o
CQUILY.ovvevereerrnreereesssesraennes 750,878 671,355 575,282 : 260,544 . 260,544 58,131 55,435
Operating Statistics:
Medical loss ratio — '
Medicare Advantage (5)........ 78.3% 79.7% 78.8%|" 78.4% . 78.3% 78.7% 78.1%
Medical loss ratio — PDP )
[ O 89.6% 86.3% 73.4%| : — — — —_
Selling, general and
administrative expense
213 1T TN 11.3% 11.8% 12.0% T 131% 13.2% 12.3% 11.5%
Members — Medicare E
Ad ge (7). 5 162,082 - 153,197 115,132 101,281 - 101,281 69,236 63,792
Members — Commercial . . .
0] . 895 11,801 31,970 41,769 41,769 40,523 48,380
Members — PDP(7) 282,429 139,212 88,753 [ — — — —

(1) The financial and statistical information for the year ended December 31, 2007 includes the results of the Leon
Medical Centers Health Plans, Inc. from October 1, 2007, the date acquired by the company and the effect of the

company’s recording final retroactive rate settlement premiums and related risk sharing medical expenses for
both the 2006 and 2007 plan years. g

(2) The combined financial information for the twelve months ended December 3 1, 2005 includes the results of
operations of NewQuest, LLC, for the period from January 1, 2005 through February 28, 2005 and the results of
operations of the company for the period from March 1, 2005 through December 31, 2005. The combined
financial information is for illustrative purposes only, reflects the combination of the two-month period and the
ten month period to provide a comparison with the twelve month periods, and is not presented in accordance
with U.S. Generally Accepted Accounting Principles (GAAP).

(3) On November 10, 2004, NewQuest, LLC and its members entered into a purchase and exchange agreement with
the company as patt of a recapitalization. Pursuant to this agreement and a related stock purchase agreement, on
March 1, 2005, the GTCR Funds and certain other persons contributed $139.7 million of cash to the company
and the members of NewQuest, LLC contributed a portion of their membership units in exchange for preferred
and common stock of the company. Additionally, we éntered into a $165.0 million term loan, with an additional
$15.0 million available pursuant to a revolving loan facility, and issued $35.0 million of subordinated notes. We
used the cash contribution and borrowings to acquire the members’ remaining membership units in NewQuest,
LLC for approximately $295.4 million in cash. The aggregate transaction value for the recapitalization was
$438.6 million, which included $5.3 million of capitalized acquisition related costs. Additionally, the company
incurred $6.3 million of deferred financing costs. In addition, NewQuest, LLC incurred $6.9 million of
transaction costs which were expensed during the two-month period ended F ebruary 28, 2005 and the company
incurred $4.0 million of transaction costs that were expensed during the ten-month period ended December 31,

2005. The transactions resulted in the company recording $315.0 million in goodwill and $91.2 million in
identifiable intangible assets. o

(4) On January 1, 2004, the minority members of TennQuest Health Solutions, LLC, or TennQuest, an 84.375%
owned subsidiary of NewQuest, LLC, converted their ownership of TennQuest into 500,000 membership units
in NewQuest, LLC, and on February 2, 2004 TennQuest was merged into NewQuest, LLC. Effective December
31, 2004, holders of phantom membership units in NewQuest, LLC converted their phantom units into-306,000
membership units of NewQuest, LLC. In connection with the conversion, the company recognized phantom
stock compensation expense of $24.2 million. :

(5) The medical loss ratio represents medical expense incurred for plan partiéipants as a percentage of premium
revenue for plan participants.

(6) The selling, general and administrative expense ratio represents selling, general and administrative expenses as a
percentage of total revenue,

(7) As of the end of each period presented.
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Item 7. Management’s Discussion and Analysis of Financial Condition and Results of Operations

The following discussion and analysis of financial condition and results of operations should be read in
conjunction with our audited consolidated financial statements, the notes to our audited consolidated financial
statements, and the other financial information appearing elsewhere in this report. We intend for this discussion to
provide you with information that will assist you in understanding our financial statements, the changes in certain
key items in those financial statements from year to year, and the primary factors that accounted for those changes
as well as certain material trends or uncertainties we have observed. It includes the following sections:

o QOverview;

*  Results of Operations;

*  Reportable Segmenis;

o Liquidity and Capital Resources;

. OﬁBézlance Sheet Arrangement;,'

o Commitments and Contingencies;

e Critical Accounting Policies and Estimates; and
e Recent Accounting Pronouncements.

This discussion.contains forward-looking statements based on our current expectations that by their nature
involve risks and uncertainties. Our actual results and the timing of selected events could differ materially from
those anticipated in these forward-looking statements. Moreover, past financial and operating performance are not
necessarily reliable indicators of future performance and you are cautioned in using our historical results to
anticipate future results or to predict future trends. In evaluating any forward-looking statement, you should
specifically consider the information set forth under the caption “Special Note Regarding Forward-Looking
Statements” and in “Item 1A. Risk Factors,” as well as other cautionary statements contained elsewhere in this
report, including the matters discussed in “Critical Accounting Policies and Estimates” below.

Overview

HealthSpﬁng, Inc. (the “company” or “HealthSpring”) is a managed care orgahization whose primary focus is
Medicare, the federal government-sponsored health insurance program for U.S. citizens aged 65 and older,
qualifying disabled persons, and persons suffering from end-stage renal disease.

We operate Medicare Advantage plans in Alabama, Florida, Illinois, Mississippi, Tennessee, and Texas and offer
Medicare Part D prescription drug plans to persons in all 50 states. We refer to our Medicare Advantage plans,
including plans providing prescription drug benefits, or MA-PD, as “Medicare Advantage” plans and our stand-
alone prescription drug plan as our “PDP.” For purposes of additional analysis, the company provides membership
and certain financial information, including premium revenue and medical expense, for our Medicare Advantage
(including MA-PD) and PDP plans.

In 2008 we began disclosing our results by reportable segment in accordance with Statement of Financial
Accounting Standard (“SFAS”) No. 131, “Disclosures about Segments of an Enterprise and Related Information.”
We report our business as managed in four segments: Medicare Advantage, PDP, Commercial, and Other. The
following discussion of our results from operations includes a discussion of revenue and certain expenses by
reportable segment. See “—Reportable Segments™ below for additional information related thereto.
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2008 Highlights
« Net income increased $32.5 million, or 37.6%, in 2008 to $119.0 million compared to 2007.
« Our diluted earnings per share, or EPS, was $2.12 for 2008 compared with $1.51 for 2007.

« Medicare Advantage membership in 2008 increased 5.8% over the prior year. PDP membership in 2008
increased 102.9% over the prior year. '

« Medicare (including Medicare Advantage and PDP) premium revenue for 2008 was approximately $2.1
billion; an increase of 44.3% over 2007 results.

« Medicare Advantage (including MA-PD) premiums were $1.9 billion for 2008, reflecting an increase of
37.1% over the prior year. Stand-alone PDP premiums increased $149.5 million, or 128.9%, to $265.5
million in 2008.

o Total cash flow from operations was $162.0 million, or 1.4x net income for 2008, compared with $72.8
million, or 0.8x net income for 2007.

 Total cash and cash equivalents at December 31, 2008 was $282.2 million, including cash of $31.4 million
held at unregulated subsidiaries.

Acquisition of Leon Medical Centers Health Plans

On October 1, 2007, we completed the acquisition of all of the outstanding capital stock of Leon Medical
Centers Health Plans, Inc. (“LMC Health Plans”) pursuant to the terms of a Stock Purchase Agreement, dated as of
August 9, 2007 (the “Stock Purchase Agreement”). The results of LMC Health Plans are included in our results
from the date of acquisition. LMC Health Plans is a Miami, Florida-based Medicare Advantage HMO with
approximately 27,600 members at December 31, 2008 (up from approximately 25,800 members at the date of
acquisition). Pursuant to the Stock Purchase Agreement, we acquired LMC Health Plans for $355.0 million in cash
and contingent consideration of 2,666,667 shares of HealthSpring common stock, which share consideration has
been deposited in escrow and will be released to the former stockholders of LMC Health Plans if Leon Medical
Centers, Inc. (“LMC”) completes the construction of two additional medical centers in accordance with the
timetable set forth in the purchase agreement. As part of the transaction, we entered into an exclusive long-term
provider contract (the “Leon Medical Services Agreement”) with LMC. LMC operates five Medicare-only medical
clinics located in Miami-Dade County and has a ten-year history of providing medical care and customer service to
the Hispanic Medicare-eligible community of South Florida. The Leon Medical Services Agreement is for an initial
term of approximately ten years with an additional five-year renewal term at our option. '

Payments for medical services under the Leon Medical Services Agreement are based on agreed upon rates for
each service, multiplied by the number of plan members as of the first day of each month. There is a sharing
arrangement with regard to LMC Health Plans’ annual medical loss ratio (“MLR”) whereby the parties share equally
any surplus or deficit of up to 5% with regard to agreed-upon MLR benchmarks. The initial target for the annual
MLR is 80.0%, which increases to 81.0% during the term of the agreement. ’

LMC Health Plans has agreed that, during the term of the Leon Medical Services Agreement, LMC will be LMC
Health Plans’ exclusive clinic-model provider, as defined in the agreement, in the four South Florida counties of
Miami-Dade, Palm Beach, Broward, and Monroe. LMC has agreed that LMC Health Plans will be, during the term
“of the agreement, the exclusive health maintenance organization to whom LMC provides medical services as
contemplated by the agreement in the four-county area. -

Revenue
General. Our revenue consists primarily of (i) premium revenue we generate from our Medicare line of business;
(i) fee revenue we receive for management and administrative services provided to independent physician

associations, health plans, and self-insured employers, and for access to our provider networks; and (iii) investment
income.
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Premium Revenue. Our Medicare contracts entitle us to premium payments from CMS, on behalf of each
Medicare beneficiary enrolled in our plans, generally on a per member per month, or PMPM, basis. In our
commercial HMOs, we receive a monthly payment from or on behalf of each enrolled member. In both our
commercial and Medicare plans, we recognize premium revenue during the month in which the company is
obligated to provide services to an enrolled member. Premiums we receive in advance of that date are recorded as
deferred revenue. - :

Premiums for our Medicare and commercial products are generally fixed by contract in advance of the period
during which health care is covered. Each of our Medicare plans submits rate proposals to CMS, generally by
county or service area, in June for each Medicare product that will be offered beginning J anuary 1 of the subsequent
year. Retroactive rate adjustments are made periodically with respect to each of our Medicare plans based on the
aggregate health status and risk scores of our plan populations. For a further explanation of the company’s
accounting for retroactive risk payments, see “—Results of Operations —Risk Adjustment Payments” below.

As with our traditional Medicare Advantage plans, we provide written bids to CMS for our Part D plans, which
include the estimated costs of providing prescription drug benefits over the plan year. Premium payments from CMS
are based on these estimated costs. The amount of CMS payments relating to the Part D standard coverage for our
MA-PD plans and PDP is subject to adjustment, positive or negative, based upon the application of risk corridors
that compare our prescription drug costs in our bids to CMS to our actual prescription drug costs. Variances -
exceeding certain thresholds may result in CMS making additional payments to us or our refunding to CMS a
portion of the premium payments we previously received. We estimate and recognize adjustments to premipm
revenue related to estimated risk corridor payments as of each quarter end based upon our actual prescription drug
costs for each reporting period as if the annual contract were to end at the end of each reporting period. We account.
for estimated risk corridor settlements with CMS on our balance sheet and as an operating activity in our statement
of cash flows. Actual risk corridor payments upon final settlement with CMS could differ materially, favorably or
unfavorably, from our estimates.

Because of the Part D product benefit design, the company incurs prescription drug costs unevenly throughout
the year, resulting in fluctuations in quarterly MA-PD and PDP earnings. As a result of product features such as co-
payments and deductibles, the coverage gap, risk corridors, and reinsurance, we generally expect to incur a
disproportionate amount of prescription drug costs in the first half of the year. As a result, our Part D-related
earnings are generally expected to increase in the second half of the year as compared to the first half of the year.

Certain Part D-related payments we receive from CMS, primarily relating to low income and reinsurance
subsidies for qualifying members of our plans, represent payments for claims that we administer on behalf of CMS
and for which we assume no risk. We account for these payments received (or owed to us) as funds held for (or due
for) the benefit of members on our balance sheet and as a financing activity in our statement of cash flows. We do
not recognize premium revenue or claims expense for these payments as these amounts represent pass-through
payments from CMS to fund deductibles, co-payments, and other member benefits. :

We recognize prescription drug costs as incurred, net of rebates from drug manufacturers, if any.

Fee Revenue. Fee revenue primarily includes amounts paid to us for management services provided to
independent physician associations and health plans. Our management subsidiaries typically generate fee revenue on
one of three bases: (1) as a percentage of revenue collected by the relevant health plan; (2) as a fixed PMPM ’
payment or percentage of revenue for members serviced by the relevant independent physician association; or 3)as
fees we receive for offering access to our provider networks and for administrative services we offer to self-insured
employers. Fee revenue is recognized in the month in which services are provided. In addition, pursuant to certain of
our management agreements with independent physician associations, or IPAs, we receive fees based on a share of
the profits of the independent physician associations. To the extent these fees relate to members of our HMO
subsidiaries, the fees are recognized as a credit to medical expense. Management fees calculatéd based on profits are
recognized, as fee revenue or as a credit to medical expenses, if applicable, when we can readily determine that such
fees have been earned, which determination is typically made on a monthly basis.
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Investment Income. Investment income consists of interest income and gross realized gains and losses from

sales of “available-for-sale” investments and discount amortization and interest on “held-to-maturity securities.”
Medical Expense

Our largest expense is the cost of medical services we arrange for our members, or medical expense. Medical
expense for our Medicare and commercial plans primarily consist of payments to physicians, hospitals, pharmacies,
and other health care providers for services and products provided to our Medicare and commercial members. We
generally pay our providers on one of three bases: (1) fee-for-service contracts based on negotiated fee schedules;
(2) capitated arrangements, generally on a fixed PMPM payment basis, whereby the provider generally assumes
some or all of the medical expense risk; and (3) risk-sharing arrangements, whereby we advance a capitated PMPM
amount and share the risk of the medical costs of our members with the provider based on actual experience as
measured against pre-determined sharing ratios. Pharmacy cost represents payments for members’ prescription drug
benefits, net of rebates from drug manufacturers. Rebates are recognized when earned, according to the contractual
arrangements with the respective manufacturers.

One of our primary tools for managing our business and measuring our profitability is our medical loss ratio, or
MLR, the ratio of our medical expenses to the premiums we receive. Relatively small changes in the ratio of our
medical expenses relative to the premium we receive can result in significant changes in our financial results.
Changes in the MLR from period to period result from, among other things, changes in Medicare funding or
commercial premiums, changes in benefits offered by our plans, our ability to manage medical expense, changes in -
accounting estimates related to incurred but not reported, or IBNR, claims, and our Part-D-related earnings relative
to CMS’ risk corridors. We use MLRs both to monitor our management of medical expenses and to make various
business decisions, including what plans or benefits to offer, what geographic areas to enter or exit, and our selection

of healthcare providers. We analyze and evaluate our Medicare Advantage, PDP, and commercial MLRs separately.
Results of Opérations '
Percentage Comparisons

The following table sets forth the consolidated statements of income data expressed in dollars (in thousands) and
as a percentage of revenues for each period indicated.

Year Eﬁded December 31,

2008 : 2007 2006
Revenue:
Premium: » v
Medicare premiums........... e $ 2,135,548 97.6% $ 1,479,576 93.9% $ 1,149,844 87.9%
Commercial premiums ............. 5.144 0.2 46.648 3.0 - 120,504 9.2
Total premium .......cceeiueinnes 2,140,692 97.8 1,526,224 96.9 1,270,348 97.1
Management and other fees.......... 32,602 - 15 24,958 1.6 26,694 2.0
Investment income.......... devereeereenns 15.026 0.7 23.943 1.5 11.920 0.9
Total TEVENUE .....oveveverierernens 2,188,320 100.0 1,575,125 . _100.0 1.308.962 100.0
Operating expenses:
Medical expense: : -
Medicare EXpense.........cvenruene 1,702,745 77.8 1,187,331 75.4 900,358 68.7
Commercial eXpense ..........oceeve 5,146 0.2 38,662 2.4 108,168 8.3
Total medical expense ......... ' 1,707,891 78.0 1,225,993 77.8 1,008,526 77.0
Selling, general and )

admINIStrative ....c.ceeecevnneilninnns 246,294 113 = 186,154 11.8 156,940 12.0
Depreciation and ‘ : .

AMOTHZAtON. cvveeceervreriirraeeaiinnnnns . 28,547 1.3- - 16,220 1.0 10,154 08
Impairment of intangible assets .... — — 4,537 03 — —
Interest EXPEnSse «....cvvvimrerresureevenes . 19.124 0.9 7466 0.5 8.695 0.7

Total operating expenses...... 2.001.856 91.5 1,440,370 914 1,184,315 90.5
Income before income taxes..... 186,464 8.5 134,755 8.6 124,647 9.5
Income taX EXPenSe.......ccererencreences (67.512) 3.1 (48.295) 3.1) (43.811) (3.3)
Net income........ : 118,952 5.4 86,460 5.5 80,836 6.2
Preferred dividends e — — -— (2.021) (0.2)
Net income available to '
common stockholders......... $ 118952 __54% $___ 86,460 55% $§ 78815 6.0%
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Membership

Our primary source of revenue is monthly premium payments we receive based on membership enrolled in our
managed care plans. The following table summarizes our Medicare Advantage (including MA-PD), stand-alone
PDP, and commercial plan membership, by state, as of the dates indicated. :

December 31,
2008 2007 2006
Medicare Advantage Membership ' '
Tennessee ........... evereieseteeeieseesesareeeearaneeeshreetessraeseranni .................... 49,933 50,510 46,261
TEXAS woooeosoos oo eeosse s s s ss s s sesasseess s 43,889 36,661 34,638
Alabama............ ST e 29,022 30,600 27,307
FLOTIAR ovooeeeevese e eeeeeeseeseesssssemses e sssenes e en s srnsenes S 27,568 25,946 @
TIEIOUS oo oseeeesseses s eseseeesesemesesesssssensssss s ensssssssrasssnsses . 9,245 8,639 6,284
VSIS L vevvvvvveersssesssssssesessssresssssesessssssssssssssssssssesssssssesesesssssssssses , 2425 841 642
Total.errreeeeen S, e 162,082 153,197  _115132
Medicare Stand-Alone PDP Membership..........coovvveneneniiiniisiinnin 282,429 139212 88.753
Commeréial Membership ' | ' B
TENNESSEE «.evevvierieinrrereaeeesisiereriaeresivanannsesess Vetiveberareneesenssssannssanes — 11,046 29,341
ALBDAIMA. oo eeoeveeeseeeeseessesesssssesssssssemss s sssssssassss s S 895 __ 155 2,629
T - 895 11,801 31,970

(1) Includes approximately 2,700 members in the Valley Baptist Health Plans (the “Valley Plans™), whose Medicare
Advantage plan contract was acquired by the Company’s Texas'plan effective October 1, 2008.

(2) The company acquired LMC Health Plans on October 1, 2007. As of the acquisition date the health plan had
approximately 25,800 Medicare Advantage members and no PDP or commercial members. :

Medicare Advantage. Our Medicare Advantage membership increased by 5.8% to 162,082 members at
December 31, 2008 as compared to 153,197 members at December 31, 2007. As anticipated, our Alabama
membership decreased slightly as of December 31, 2008 compared to membership at December 31, 2007 as a result
of the Company exiting certain counties. Similarly, the Tennessee market experienced slight and anticipated
decreases in membership as of December 31, 2008 compared to December 31, 2007 as a result of discontinuing and
changing certain products. Medicare Advantage (including MA-PD) membership as of January 1, 2009 was.
169,518, reflecting increases in each of our markets except Alabama whose membership decreased approximately
250 members. , : o : Cod T .

Effective October 1, 2008, the Company acquired Medicare Advantage contracts from the Valley Plans
operating in the Texas Rio Grande Valley counties of Hidalgo, Willacy, and Cameron, for approximately $7.2
million in cash. The Valley Plans currently include approximately 2,700 members. Additional cash consideration of
up to $2.0 million is potentially payable to the seller based upon membership levels retained as of April 1, 2009 and
April 1, 2010. As part of the transaction, the Company entered into a provider contract with Valley Baptist Health
System. The contract, with an initial term of five years, includes two hospitals and twelve outpatient facilities.

PDP. PDP membership increased by 102.9% to.282,429 members at December 31, 2008 as compared to -
139,212 at December 31, 2007, primarily as a result of the auto-assignment of members in the California and New
York regions at the beginning of the year. We do not actively market our PDPs and have relied on CMS auto-
assignments of dual-eligible beneficiaries for membership. We retained auto-assigned dual-eligible PDP. - .
membership in 24 of the 34 CMS PDP regions for 2009. This compares to 31 regions in which HealthSpring
received auto-assigned membership in 2008. PDP membership as of January 1, 2009 was approximately 283,000.
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Commercial. Our commercial HMO membership declined from 11,801 members at December 31, 2007 to 895
members at December 31, 2008, primarily as a result of the non-renewal of coverage by employer groups in
Tennessee, which was expected.

Risk Adjustment Payments

The company’s Medicare premium revenue is subject to adjustment based on the health risk of its members. We
refer to this process for adjusting premiums as the CMS risk adjustment payment methodology. Under the risk
adjustment payment methodology, managed care plans must capture, collect, and report diagnosis code information
to CMS. After reviewing the respective submissions, CMS establishes the payments to Medicare plans generally at
the beginning of the calendar year and then adjusts premiums on two separate occasions on a retroactive basis.

The first retroactive risk premium adjustment for a given year generally occurs during the third quarter of such
year. This initial settlement (the “Initial CMS Settlement”) represents the updating of risk scores for the current year
based on updated diagnoses from the prior year. CMS then issues a final retroactive risk premium adjustment
settlement for that year in the following calendar year (the “Final CMS Settlement”).

Prior to 2007, the company was unable to estimate the impact of either of these risk adjustment settlements
primarily because of the lack of historical risk-based diagnosis code data and insufficient historical experience
regarding risk premium settlement adjustments on which to base a reasonable estimate of future risk premium
adjustments and, as such, recorded them upon notification from CMS of such amounts. In the first quarter of 2007,
the company began estimating and recording on a monthly basis the Initial CMS Settlement, as the company
concluded it had sufficient historical experience and available risk-based data to reasonably estimate such amounts.
In the fourth quarter of 2007, the company began estimating and recording the Final CMS Settlement, in that case
for 2007 (based on risk score data available at that time), as the company concluded such amounts were reasonably
estimable.

During the 2008 first quarter, the company updated its estimated Final CMS Settlement payment amounts for
2007 based on its evaluation of additional diagnosis code information reported to CMS in 2008 and updated its
estimate again in the 2008 second quarter as a result of receiving notification in July 2008 from CMS of the Final
CMS Settlement for 2007. These changes in estimate related to the 2007 plan year resulted in an additional $29.3
million of premium revenue in 2008. The resulting impact on net income for the year ended December 31, 2008,
after expense relating to risk sharing payments to providers and income tax expense, was $13.6 million or ($0.24 per
diluted share). For the year ended December 31, 2007, the comparable impact on premium revenue and net income
from the recording of the 2006 Final CMS Settlement was $14.8 million and $7.3 million (or $0.13 per diluted
share), respectively. :

Total Final CMS Settiement for the 2007 plan year was $57.9 million and represented 4.4% of total Medicare
Advantage premiums, as adjusted for risk payments, for the 2007 plan year. Total Final CMS Settlement for the
2006 plan year was $16.1 million and represented 1.6% of total Medicare Advantage premiums, as adjusted for risk
payments, received for the 2006 plan year. Amounts received for Final CMS settlements for any given plan year
should not be considered indicative of amounts to be received for any future plan year.

The following schedule includes premiums, medical costs, and medical loss ratio statistics as adjusted for the
following items:

« Adjustments to reflect in 2007 the 2007 final risk-adjustment payment from CMS of $29.3 million and the
related risk-sharing costs, which were recorded in 2008 results.

+  Adjustments to reflect in 2006 the 2006 final risk-adjustment payment from CMS of $14.8 million and the
related risk-sharing costs, which were recorded in 2007 results.

+ Adjustments to reflect in 2005 the 2005 final risk adjustment from CMS of $5.7 million and the related risk-
sharing costs, which were recorded in 2006 results.
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The following schédule is included herein to assist in understanding our operating results for the respective periods.
Medicare Advantage premiums and medical costs include amounts for both MA-only and MA-PD.

Year Ended December 31,

Unaudited, $ in Millions o - 2008 2007 2006
Medicare Advantage Premiums — as reported...........occooeveeueinrunnns $1.870.1 $ 1.363.6 $1,048.5
Pro-forma adjustments: . . ' , : S

2007 CMS Final Risk Adjustment Payment................. et (29.3) 29.3 —

2006 CMS Final Risk Adjustment Payment..........c.cocovevrniiiniinnianes - — (14.8) 14.8

2005 CMS Final Risk Adjustment PAYment...........cc..oceveeureerirenscuenncs — = (5.7)
Medical Advantage Premiums — as adjusted. .........o..cocooeervcrcinnnnn. $1.840.8  $ 13781 $1.057.6
Medicare Advantage Medical Cost — as reported..............cccocouus $1.464.9 $ 10872 § 8259 -
Pro-forma adjustments:

2007 CMS Final Risk Adjustment Payment................ eiveesrasiaseiasanans (8:2) 8.2 —

2006 CMS Final Risk Adjustment Payment...........c..ieeiiiiiniinnnnns — (3.5 © 35

2005 CMS Final Risk Adjustment Payment..........ccccooeevviviinninninnes — — (0.9)
Medical Advantage Medical Costs — as adjusted .............ccccoevene. 1,456.7 $1,091.97 $ 8285
Medical Loss Ratios (MLRs):.. L .

AS FEPOVTEM ..o , - 78.3% 79.7% 78.8%

AS QAFUSIE. .o 79.1%* 79.2% 78.3%

*  Subject to adjustment based on changes in estimated risk adjustment paymenfs related to settlements in 2009.

Because we did not estimate and accrue for the risk adjustment payments in the manner assumed in the pro-
forma table, this pro-forma presentation is not in accordance with Generally Accepted Accounting Principles in the
United States (GAAP). We believe that these non-GAAP measures are useful to investors and management in
analyzing financial trends regarding our operating and financial performance. These non-GAAP measures should be
considered in addition to, but not as a substitute for, the corresponding GAAP as reported items shown in the table
above: : : g o

Reconciliation of 2007 Part D Activity with CMS -

In October 2008, the Compahy received notification from CMS that the Company’s obligation to CMS for all
Part D activity for the 2007 plan year totaled $111.5 million. The Company settled such amounts from 2007 with
CMS in the fourth quarter of 2008. There was no material impact on the Company’s financial condition and results
of operations during the third or fourth quarter of 2008 as a result of adjusting our estimates to final settlement
amounts. : : : ‘ :

Comparison of the Year Ended December 31, 2008 to the Year Ended December 31,2007 -
Revenue

Total revenue was $2,188.3 million for the year ended December 31, 2008 as compared with $1,575.1 million in
2007, representing an increase of $613.2 million, or 38.9%. The components of revenue were as follows:

Premium Revenue. Total premium revenue for 2008 was $2,140.7 million as compared with $1,526.2 million in
2007, representing an increase of $614.5 million, or 40.3%. The components of premiurm revenue and the primary

reasons for changes were as follows: .

Medicare Advantage: As reportéd, Medicare ‘Advantage premiums were $1,870.1 million for 2008 versus
$1,363.6 million for 2007, representing an increase of $506.5 million or37.1%. 'On an as‘adjusted basis (see —
“Risk Adjustment Payments™ table above), Medicare Advantage premiums were $1,840.8 million for 2008 versus
$1,378.1 million for 2007, representing anincrease of $462.7 million, or 33.6%. The increase in Medicare:
Advantage premiums in 2008 is primarily attributable to the inclusion of-a full year of LMC Health Plans’ results,
. increased membership, and increases in PMPM premium rates. Member months increased 18.9% for 2008 as
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compared to 2007. PMPM premiums increased 12.4% to $986.14 for 2008 from $877.47 for 2007 on an as-adjusted
basis to exclude the additional 2007 final retroactive risk premiums recorded in the current year (see “—Risk
Adjustment Payments” above). As adjusted, the PMPM premium increase in the current year period is primarily the
result of rate increases in base rates as well as rate increases associated with increases in risk scores and the
inclusion of LMC Health Plans’ full year results in the current period, as LMC Health Plans has historically
experienced higher PMPM premiums than our other markets. Adjusting this statistic as if the LMC Health Plans’
were included in the full year of 2007, PMPM premiums for 2008 would have increased 9.3% compared to 2007.

PDP: PDP premiums (after risk corridor adjustments) were $265.5 million in the year ended December 31, 2008
compared to $116.0 million in the same period of 2007, an increase of $149.5 million, or 128.9%. The increase in
premiums for 2008 is primarily the result of the significant increase in membership. Our average PMPM premiums
(after risk corridor adjustments) also increased 3.7% to $82.92 in 2008 versus $79.94 during 2007.

Commercial: Commercial premiums were $5.1 million for 2008 as compared with $46.6 million in 2007,
reflecting a decrease of $41.5 million, or 89.0%. The decrease was attributable to the reduction in membership
versus the prior year.

Fee Revenue. Fee revenue was $32.6 million for 2008 compared to $25.0 million for 2007, an increase of $7.6
million. The increase in 2008 was attributable to increased management fees as a result of new IPAs under contract
since the prior year and higher premiums in managed IPAs compared to last year.

Investment Income. Investment income was $15.0 million for the year ended December 31, 2008 versus $23.9
million for 2007, reflecting a decrease of $8.9 million, or 37.2%. The decrease is attributable to a decrease in
average invested and cash balances, which was primarily attributable to the use of cash to fund the purchase of LMC
Health Plans and the repurchase of company stock, coupled with a lower average yield on these balances.

Medical Expense

Medicare Advantage. For the year ended December 31, 2008, the Medicare Advantage (including MA-PD)
MLR was 79.1% versus 79.2% for the same period of 2007, both on an as-adjusted basis (see “— Risk Adjustment -
Payments” above). As reported, Medicare Advantage (including MA-PD) medical expense for the year ended
December 31, 2008 increased $377.6 million, or 34.7%, to $1,464.9 million from $1,087.3 million for 2007,
primarily as a result of the medical expense incurred by LMC Health Plans for the full year 2008 and as a result of
increased per member per month medical costs-in all of our existing health plans. ’ '

Our Medicare Advantage (including MA-PD) medical expense calculated on a PMPM basis was $780.40 for the
year ended December 31, 2008, compared with $695.22 for 2007 (adjusted to exclude the portion of risk sharing
with providers associated with retroactive risk payments relating to prior periods, net (see “— Risk Adjustment
Payments” above)), reflecting an increase of 12.3%, primarily as a result of medical cost inflation in addition to the
factors discussed above. Adjusting this statistic as if the LMC Health Plans’ were included in the full year of 2007,
PMPM medical expense for 2008 would have increased 8.8% compared to 2007 primarily as a result of increases in
in-patient utilization in our Florida health plan and PMPM increases in the prescription drug component of our
Medicare Advantage plans and medical cost inflation.

PDP. PDP medical expense for the year ended December 31, 2008 increased $137.8 million or 137.7% to
$237.8 million, compared to $100.0 million in 2007. PDP MLR for the 2008 period was higher than expected, at
89.6% compared to 86.3% in 2007. The increase in PDP MLR for the current period was primarily a result of higher
than expected member turnover and the timing of member auto-assignments during the year, resulting in an increase
in the Company’s share of total pharmacy costs. The majority of the Company’s responsibility for pharmacy costs
are concentrated early in the year, yet we are paid ratably throughout the year. As a result, our profitability increases
with the number of months a member is enrolled our plan. The increase in the current year MLR was partially offset
by the slight increase in PDP PMPM revenue in 2008.

Commercial. Commercial medical expense decreased by $33.6 million, or 86.7%, to $5.1 million in 2008 as

compared to $38.7 million for the same period of 2007. The decrease in the current period was primarily attributable
to the reduction in membership versus the prior year. ‘
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Selling, General, and Administrative Expense

SG&A for 2008 was $246.3 million as compared with $186.2 million for 2007, an increase of $60.1 million, or
32.3%. The increase in 2008 as compared to the prior year is the result of the inclusion of LMC Health Plans for the
full year 2008, personnel and other administrative costs increases in 2008, and costs related to PDP membetship
increases. As a percentage of revenue, SG&A expense was 11.3% for 2008 compared to 11.8% in the prior year.
The decrease in SG&A as a percentage of revenue in the current period was primarily the result of improved
operating leverage and the inclusion of LMC Health Plans for the full year 2008, which has historically operated at a
substantially lower SG&A percentage than our company as a whole. .

Depreciation and Amortization Expense

Depreciation and amortization expense was $28.5 million in 2008 as compared with $16.2 million in 2007,
representing an increase of $12.3 million, or 7 6.0%. The increase in the current period was primarily the resuit of
$9.7 million in incremental amortization expense associated with intangible assets recorded as part of the acquisition
of LMC Health Plans and incremental depreciation on property and equipment additions made in 2007 and 2008.

Impairment of Intangible Assets

During the second quarter of 2007, the company recorded a $4.5 million charge for the impairment of intangible
assets associated with commercial customer relationships in the company’s Tennessee health plan. This second
quarter charge was the result of the company’s expectation that significant declines in commercial membership
would occur. : : '

Interest Expense

Interest expense was $19.1 million in'the year ended December 31, 2008 as compared with $7.5 million in 2007.
Interest expense recognized in 2008 was the result of the Company incurring interest for a full year on the $300.0
million of indebtedness incurred on October 1, 2007 in connection with the purchase of LMC Health Plans.

Income Tax Expense

For 2008, income tax expense was $67.5 million, reflecting an effective tax rate of 36.2%, versus $48.3 million,
reflecting an effective tax rate of 35.8%, for 2007. The lower rate in 2007 is attributable to a reduction in valuation
allowance, a one-time favorable state income tax credit, and a reduction in reserves recorded in accordance with
FASB Interpretation No. 48 “Accounting for Uncertainty in Income Taxes — an interpretation of FASB Statement
No. 109” (“FIN 48”). ' .

Comparison of the Year Ended December 31, 2007 to the Year Ended December 31, 2006
Revenue

Total revenue was $1,575.1 million in the year ended December 31, 2007 as compared with $1,309.0 million for
the same period in 2006, representing an increase of $266.1 million, or 20.3%. The components of revenue were as
follows: " : :

Premium Revenue. Total premium revenue for 2007 was $1,526.2 million as compared with $1,270.3 million in the
same period in 2006, representing an increase of $255.9 million, or 20:1%. The components of premium revenue
and the primary reasons for changes were as follows:

Medicare Advantage: On an as-adjusted basis (see “Risk Adjustment Payments” table above), Medicare
Advantage premiums were $1,378.1 million for 2007 versus $1,057.6 million for 2006, representing an increase of
$320.5 million, or 30.3%. The increase in Medicare Advantage premiums in 2007 is attributable to increases in
membership (which we measure in membership months) and PMPM premium rates. Member months increased
20.9% for the 2007 period as compared to the 2006 period. PMPM premiums increased 7.8% to $877.47 for 2007
from $814.08 for 2006 (as adjusted to include retroactive risk payments related to the then current period only) as a
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result of the inclusion of the LMC Health Plans’ higher PMPM premiums from the date of acquisition in October - .
2007 and as a result of increases in rates as affected by risk scores and the mix of members qualifying as dual-
eligibles. The inclusion of LMC Health Plans’ results since the date of acquisition in October 2007 contributed 140
basis points of the: 2007 PMPM increase as compared:to 2006 PMPMs. As reported, Medicare Advantage premiums
were $1,363.6 million for the year ended December 3 1, 2007 versus $1,048.5 million in 2006, representing an
increase of $315.1 million, or 30.1%.: » -

PDP: PDP premiums (after risk corridor adjustments) were $116.0 million for 2007 comparedto $101.4 million
in 2006, an increase of $14.6 million, or 14.4%. Our average. PMPM premiums (after risk corridor adjustments) -
decreased 20.1% to $79.94 in 2007 versus $100.10 during 2006. The impact of the rate decrease in the current
period was more than offset by a 43.2% increase in member months in 2007 as compared to 2006.

Commercial: Commercial premiums were $46.6 million in 2007 as compared with $120.5 million in 2006,
reflecting a decrease of $73.9 million, or 61.3%. The decrease was attributable to the 63.3% decline in member-
months. PMPM rates for 2007 increased 5:5% ‘compared to 2006. . :

Fee Revenue. Fee revenue was $25.0 million in 2007 as compared with $26.7 million in 2006, representing a
decrease of $1.7 million, or 6.5%. The decrease in 2007 is primarily attributable to the termination of a‘management
agreement on December 31, 2006, which was partially offset by increases in other fee revenue.

Investment Income. Investment income was $23.9 million for 2007 versus $11.9 million for 2006, reflecting an
increase of $12.0 million, or 100.9%. The increase is attributable to an increase in average invested and cash
balances, coupled with a higher average yield on these balances.

Medical Expense

Medicare Advantage. For 2007, the Medicare Advantage (including MA-PD) MLR was 79.2% versus 78.3% for
2006 on an as-adjusted basis (see *— Risk Adjustment Payments™ above). The deterioration in 2007 as compared to
2006 resulted primarily from higher medical services expenses and facility charges in outpatient and emergency
room settings and higher in-patient utilization. As reported, Medicare Advantage (including MA-PD) medical
expense for 2007 increased $261.4 million, or 31.6%, to $1,087.3 million from $825.9 million for 2006, primarily as
aresult of the medical expense incurred by LMC Health Plans from October 1, 2007, the date we acquired the health
plan, and as a result of increased membership:and utilization in our existing health plans,

Our Medicare Advantage (including MA-PD) medical expense calculated on a PMPM basis was $695.22 for
2007, compared with $637.77 for the 2006 period (adjusted to the risk sharing with providers associated with
retroactive risk payments relating to the then current period only (see “— Risk Adjustment Payments™ above)),
reflecting an increase of 9.0%, primarily as a result of the factors discussed previously regarding the deterioration in
the MLR during 2007 along with medical cost iriflation. : i CTe ’

PDP. PDP medical expense for 2007 increased $25.6 million or 34.4% to $100.0 million, compared to $74.4
million in 2006. PDP MLR for 2007 equaled 86.3% compared to 73.4% in 2006. The change in 2007 MLR
compared to 2006 was primarily a function of the decrease in PMPM-PDP revenue in 2007 as compared-to 2006 and
the impact of changes in estimates as a result of the settlement with CMS for 2006 Part D activity. The final .
settlement with CMS for the 2006 plan year had a negative impact of 110 basis points on the 2007 PDP MLR. -

Commercial. Commercial medical expense decreased by $69.5 million, or 64.3%, to $38.7 million in"2007 as
compared to $108:2 million for 2006. The decrease in: 2007 was primarily attributable to the reduction in
membership versus 2006. The commercial MLR was 82.9% for 2007 as compared with 89.8% in 2006. The
improvement in the MLR in 2007 was primarily the result of several large employer groups with historically higher
medical loss experience not renewing for 2007. S ie o h R ~
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Selling, General, and Administrative Expense

SG&A, expense for 2007 was $186.2 million as compared with $156.9 million for 2006, an increase of $29.3
million, or 18.6%. As a percentage of revenue, SG&A expense was 11.8% for 2007 as compared with 12.0% for
2006. This decrease in SG&A expense as a percentage of revenue was attributable primarily to the inclusion of
LMC Health Plans since October 1, 2007, the date of acquisition. This was offset by higher than anticipated SG&A
expense for 2007 in our existing health plans as a result of increases.in personnel and related costs and printing and
postage costs associated primarily with increases in PDP membership.

Depreciation and Amortization Expense

Depreciation and amortization expense was $16.2 million in 2007 as compared with $10.2 million in 2006,
representing an increase of $6.0 million, or 59.7%. The increase in 2007 was the result of $3.3 million in
amortization expense associated with intangible assets recorded as part of the acquisition of LMC Health Plans and
incremental depreciation on property and equipment additions made in 2006 and 2007, i

Impairment of Intangible Assets

During the second quarter of 2007, the company recorded a $4.5 million charge for the impairment of intangible
assets associated with commercial customer relationships in the company’s Tennessee health plan. This second
quarter charge was the result of the company’s expectation that significant declines in commercial membership
would occur as a result of its decision in the second quarter of 2007 to implement premium increases upon renewal
for large group plans.

Interest Expense

Interest expense was $7.5 million in 2007 as compared with $8.7 million in 2006. Interest expense recognized in
2007 was the result of the company’s borrowing $300.0 million in term loans on October 1, 2007 in connection with
the purchase of LMC Health Plans and the write-off of deferred financing costs of $0.7 million; - “

The company’s interest expense in 2006 related to interest on outstanding borrowings, the write-off of deferred
financing costs of $5.4 million, and an early payment premium of $1.1 million related to the payoff of all the
company’s outstanding indebtedness and related accrued interest in February 2006 with proceeds from the
company’s initial public offering, or IPO, of common stock. :

Income Tax Expense

For 2007, income tax expense was $48.3 million, reflecting an effective tax rate of 35.8%, versus $43.8 million,
reflecting an effective tax rate of 35.1%, for 2006. The lower tax rate in 2006 reflects changes in estimates resulting
from the completion of the 2005 consolidated federal tax return and state tax planning.

Preferred Dividends

In 2006, the company accrued $2.0 million of dividends payabie on preferred stock. In February 2006, in
connection with the IPO, the preferred stock and all accrued and unpaid dividends were converted into common
stock. L

Segment Information |

Beginning with the year ended December 31, 2008, we began reporting our business as managed in four
segments: Medicare Advantage, stand-alone Prescription Drug Plan, Commercial, and Other. Medicare Advantage
(“MA-PD”) consists of Medicare-eligible beneficiaries receiving healthcare benefits, including prescription drugs,
through a coordinated care plan qualifying under Part C of the Medicare Program. Stand-alone Prescription Drug
Plan (“PDP”) consists of Medicare-eligible beneficiaries receiving prescription drug benefits on a stand-alone basis
in accordance with Medicare Part D. Commercial consists of our commiercial health plan business. The Commercial
segment was insignificant as of December 31, 2008 as a result of the non-renewal of coverage during 2007 and 2008
by employer groups in Tennessee, which was-expected. The Other segment consists primarily of corporate expenses
not allocated to the other reportable segments. These segment groupings are also consistent with information used
by our chief executive officer in making operating decisions. o ' ‘
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The results of each segment are measured and evaluated by earnings before interest expense, depreciation and
amortization expense, and income taxes (or “EBITDA”). We have not historically allocated certain corporate
overhead amounts (classified as selling, general and administrative expenses) or interest expense to our segments.
We evaluate interest expense, income taxes, and asset and liability details on a consolidated basis as these items are
managed in a corporate shared service environment and are not the responsibility of segment operating management.

Revenue includes premium revenue, management and other fee income, and investment income.

Financial data by reportable segment for the last three years ended December 31 is as follows:

(in thousands) V MA-PD PDP Commercial Other Total
Year ended December 31, 2008 _ 4 ' R
REVENUE ....ovrreirerieinirtce s . $1,913,945 | $268,708 $ 5144 $§ 523 $2,188,320
EBITDA ...t 283,136 15,099 (2)  (64,098) = 234,135
Depreciation and amortization expense............ 23,512 12 — 5,023 28,547
Year ended December 31, 2007 ‘ R EEEES
REVENUE ...t $1,407,763 $118,926 $ 46,648 § 1,788  $1,575,125
EBITDA ...oeooiiniiiieeteceieneeiese e te e ssenaees : 193,469 12,410 5,912 (48,813) 162,978
Depreciation and amortization expense............ ' 12,488 . = e 3,732 116,220
Year ended December 31, 2006 S S ' o ‘ '
REVENUE ... iterreetete e s tsaetes e $1,086,580 $101,382  $120,504 $ 496 $1,308,962
EBITDA ..ottt 137,208 22,057 8,465 (24,234) 143,496
Depreciation and amortization expense............ 9,409 — — 745 10,154

A reconciliation of reportable segment EBITDA to net incomne included in the conSOlidated statetnents of income
for the last three years ended December 31 is as follows: - ;

(in thousands) ’ . ‘ 2008 2007 ... 2006
EBITDA ...ttt esretteee et irene s e e eenrianneng eseres - $234,135  $162:978. . $143,496
Income tax expense ............... Seesiesresierersasarinesnesuereseeseessrsrereieits L. (67,512) (48,295) - (43,811)
INtErest EXPENSE .....cvruerreeerereinerrereeresere s s seeeeses e sies ereberiadedeeaniees (19,124) (7,466) (8,695)
Depreciation and amortiZation..........coceeveriererieneneriereesinsssesesesseesseeressessanses (28,547) (16,220) (10,154)
Impairment of iINtangible aSSets ... ....covverireeirieeriirieeeee et — (4537) - —
NEt INCOME ...vvriiricrie s s $118952 § 86460 $ 80,836

Liquidity and Capital Resources

We finance our operations primarily through internally generated funds. All of our outstanding funded -
indebtedness was incurred in connection with the acquisition of the LMC Health Plans in October 2007. See
“Indebtedness” below. %

We generate cash primarily from premium revenue and our primary use of cash is the payment of medical and
SG&A expenses and principle and interest on indebtedness. We anticipate that our current level of cash on hand,
internally generated cash flows, and borrowings available under our revolving credit facility will be sufficient to
fund our ant1c1pated working capital needs, our debt service, and capital expendltures over at least the next twelve
months.

The current volatility in the securities and credit markets has not had a material adverse effect on the company’s
financial condition or results of operations and, at least as currently foreseeable by management of the company,
such crises are not expected to materlally adversely affect the company’s llquldlty or operations. Substantially all of
the company’s liquidity is in the form of cash and cash equlvalents ($282.2 mllhon at December 31, 2008), the .
majority of which ($250.8 million at December 31, 2008) is held by the company’s regulated insurance subsidiaries,
which amounts are required by law, and by our credit agreement to be 1nvested in low-risk, short-term, highly-liquid
investments (such as government securltles money market funds, deposit accounts and overnight repurchase
agreements). The company also invests in securities ($90.2 million at December 31, 2008), primarily corporate and
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government debt securities, that it generally intends, and has the ability, to hold to maturity. Because the company is
not relying on these debt instruments for liquidity, short term fluctuations in market pricing do not generally affect
the company’s ability to meet its liquidity needs. To date, the company has not experienced any material issuer
defaults on its debt investments. As of December 31, 2008, the company had approximately $9.7 million of
investments that are collateralized by mortgages, no material amount of which are collateralized by subprime
mortgages. ,

The reported changes in cash and cash equivalents for the years ended December 3 1,.2008, 2007 and 2006 were
as follows: v :

Year Ended December 31,

(in thousands) 2008 2007 2006
Net cash provided by operating activities ..........coourrmmirvinnisscensricnncsinnnens .. $161,985 $ 72,752 $167,621
Net cash used in investing ACHIVIEIES ..v.veerevereeeeseeseseesssessssssesenssesesssesssesssassnns - (7,035) (389,195) (336)
Net cash (used in) provided by financing activitie RSO (196.800) 302,090 61,073
Net (decrease) increase in cash and cash equivalents..........oewiveevscvccennn: $ (41,850) $ (14.353) $228,338

Cash flows related to 2007 investing and financing activities were significantly affected by the acquisition of the
LMC Health Plans. -

Cash Flows from 0perating Activities

Our primary sources of liquidity are cash flow provided by our operations, available cash on hand, and our
revolving credit facility, which to-date remains undrawn. We generated cash from operating activities of $162.0
million during the year ended December 31, 2008, compared to $72.8 million during the year ended December 31,
2007.

2008 Compared With 2007

The increase in cash flow provided by operating activities to $162.0 million for 2008 as compared with $72.8
million 2007 is primarily attributable to increases in earnings, increases in non-cash amortization expense in 2008,
the timing of cash receipts for risk settlement premiums and risk corridor settlements with CMS and other
receivables, the increase in medical claims liability in 2008, and the timing of incentive compensation payments.

2007 Compared With 2006

For 2007, cash flow provided by operating activities was $72.8 million compared with $167.6 million for 2006.
Operating cash flows in 2006 included favotable amounts due to our entry into the Part D business.

The main drivers of the decrease in cash provided from operations for 2007 compared to 2006 were a $36.3
million use of cash related to the timing of settlements and receipts of Part D funds with CMS, a $25.4 million
negative variance in the timing of pharmacy claims payments and the run-out in commercial claims on commercial
plans that terminated during 2006, and a negative variance in the timing of income tax payments.

Cash Flows from Invésting and Fiminc-i_ng Activities .

For the year ended December 31, 2008, the primary investing activities consisted of $11.7 million in property
and equipment additions, expenditures of $59.8 million to purchase investment securities, $71.2 million in proceeds
from the maturity of investment securities, and the expenditure of $7.2 million for the Valley Plans acquisition. Our
ongoing capital expenditures are primarily related to our technology initiatives and the development of medical
clinics as part of our advanced medical home initiatives. The Company expects capital expenditures in 2009 to equal
less than 1.0% of total revenues.
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During the year ended December 31, 2008, the company’s financing activities consisted primarily of $122.4
million of funds withdrawn in excess of funds received from CMS for the benefit of members, $47.2 million
expended for the repurchase of company stock, and $28.2 million for the repayment of long-term debt. Funds (due)
from CMS for the benefit of members are recorded as an asset at December 31,2008 and as a liability on our
balance sheet at December 31, 2007. We anticipate settling approximately $40.2 million of such Part D related
amounts relating to 2008 with CMS during the second half of 2009 as part of the final settlement of Part D payments
for the 2008 plan year. We expect such settlement amounts from CMS to be less significant in 2010 and future
periods. Such excess subsidies related to the 2007 plan year resulted in the $82.3 million settlement with CMS in the
fourth quarter of 2008. We expect cash flows in 2009 to include inflow for similar subsidies (or funds) from CMS
related to the 2009 Medicare year. '

For the year ended December 31, 2007, our primary investing activity consisted of net expenditures of $317.8
million used to acquire the LMC Health Plans on October 1, 2007. Other investing activities consisted of $15.9
million in property and equipment additions, approximately $90.2 million used to purchase investments, and $34.3
million in proceeds from the maturity of investment securities. ' )

During the year ending December 31, 2007, our financing activities consisted of proceeds received from the
issuance of long-term debt in October 2007 of $300.0 million, which was used in our acquisition of the LMC Health
Plans, payments of $10.6 million for financing costs associated with the issuance of this debt, and $15.4 million of
funds received from CMS in excess of the funds withdrawn for the benefit of members with Part D drug coverage.

For the year ended December 31, 2006, our primary investing activities consisted of $7.1 million in property and
equipment additions, approximately $12.2 million used to purchase investments, and $18.3 million in proceeds from
the maturity of investment securities. During the year ending December 31, 2006, our financing activities consisted
of proceeds received from our IPO in February 2006 of $188.5 million, which was used in its entirety to pay off all
outstanding indebtedness, and $62.1 million of funds received from CMS in excess of the funds withdrawn for the
benefit of members with Part D drug coverage.

Statutory Capital Requirements

Our HMO subsidiaries are required to maintain satisfactory minimum net worth requirements established by
their respective state departments of insurance. ‘At December 31, 2008, our Texas (200% of authorized control level
was $29.5 million; actual $62.5 million), Tennessee (minimum $17.5 million; actual $93.8 million), Florida
(minimum $7.5 million; actual $11.0 million) and Alabama (minimum $1.1 million; actual $44.3 million) HMO
subsidiaries as well as our accident and health subsidiary (minimum $0.1 million; actual $7.7 million) were in
compliance with statutory minimum net worth requirements at December 31, 2008. Notwithstanding the foregoing,
the state departments of insurance can require our HMO subsidiaries to'maintain minimum levels of statutory capital
in excess of amounts required under the applicable state law if they determine that maintaining additional statutory
capital is in the best interest of our members. In addition, as a condition to its approval of the LMC Health Plans
acquisition, the Florida Office of Insurance Regulation has required the Florida plan to maintain 115% of the
statutory surplus otherwise required by Florida law until September 2010.

The HMOs are restricted from making distributions without appropriate regulatory notifications and approvals or
to the extent such distributions would put them out of compliance with statutory net worth requirements. At
December 31, 2008, $341.0 million of our $372.4 million of cash, cash equivalents, investment securities and
restricted investments were held by our HMO subsidiaries and subject to these dividend restrictions. During the year
ended December 31, 2008, our Alabama and Texas HMO su'bsidiariesb distributed $8.4 million and $14.0 million in
cash, respectively, to the parent company. Similarly, our Alabama and Texas HMO subsidiaries distributed $2.0
~ million and $21.6 million in cash, respectively, to the parent company in 2007. Our Texas HMO subsidiary
expended $7.2 million‘in 2008 in connection with the acquisition of the Valley Plans. = ‘
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Indebtedness

Long-term debt at December 31, 2008 and 2007 consisted of the following (in thousands):

_ 2008 2007
Senior secured term loan s s eessenenssnennsns 9 268,013 $296,250
Less: current portion of 10ng-term debt ..o s (32.277) _(18.750)

Long-term debt less current POrtion..........cooeveuevvecrnciens: et e et et enaresenantebereee 235,736 277,500

I connection with funding the acquisition of LMC Health Plans, on October 1, 2007, we entered into
agreements with respect to a $400.0 million, five-year credit facility (the “Credit Agreement”) which, subject to the
terms and conditions set forth thersein, provides for $300.0 million in term loans and a $100.0 million revolving
credit facility. The $100.0 million revolving credit facility, which is available for working capital and general
corporate purposes including capital expenditures and permitted acquisitions, is undrawn as of the date of this
report. As a result of covenant restrictions, available borrowings under the revolving credit facility at December 31,
2008, were limited to $95.0 million. ‘ o

Borrowings under the Credit Agreement accrue interest on the basis of either a base rate or a LIBOR rate plus, in
each case, an applicable margin (initially 250 basis points for LIBOR advances) depending on our debt-to-EBITDA
leverage ratio. The weighted average interest rates incurred on borrowings under the Credit Agreement during the
years ended December 31, 2008, and 2007 were 6.6% and 9.7%, respectively (5.6% and 7.4%, respectively,
exclusive of amortization of deferred financing costs). We also pay commitment fees on the unfunded portion of the
lenders’ commitments under the revolving credit facility, the amounts of which will also depend on our leverage
ratio. The Credit Agreement matures, the commitments thereunder terminate, and all amounts then outstanding
thereunder are payable on October 1, 2012. During the 2008 second quarter, the company made an early principal
payment of $10.0 million.

The net proceeds from certain asset sales, casualty/condemnation events, and incurrences of indebtedness
(subject, in the cases of asset sales and casualty/condemnation events, to certain reinvestment rights), and a portion
of the net proceeds from equity issuances and our excess cash flow, are required to be used to make prepayments in
respect of loans outstanding under the Credit Agreement. We expect to make a prepayment in the amount of $2.3
million on or before April 15,2009 under such excess cash flow provisions. Such prepayment amount is included in
the current portion of long-term debt outstanding at December 31, 2008.

In October 2008, the company entered into two interest rate swap agreements relating to the floating interest rate
component of the term loan agreement under its Credit Agreement. The total notional amount covered by the
agreements is $100.0 million of the currently $268.0 million outstanding under the term loan agreement.

Under the swap agreements, the company is required to pay a fixed interest rate of 2.96% and is entitled to receive
LIBOR every month until October 31, 2010. The actual interest rate payable under the Credit Agreement in each
case contains an applicable margin which is not affected by the swap agreements. The interest rate swap agreements
are classified as cash flow hedges, as defined by SFAS No. 133, “Accounting for Derivative Instruments and
Hedging Activities.” ’

" The term loans are payable in quarterly principal installments. Maturities of long-term debt as of December 31,
2008 under the Credit Agreement are as follows (in thousands):

009 C ittt ie et ssa e e e F e s e b ferereasesieesnessesrnaneanteaes reeisesessseseseeseneneneeeies 8 32,277

1) L0 VSO OUSr OO OO OO PO OO O OSSO PP PSP R TP R S 32,146
010 ) T T U ST SO T SO OO U PO PO PP SO PSPPI PO S TR I ARLLD 75,007
03 RO T U OO OO O OO POV O PSP P P C T TR IR AL - _128.583

$268.013
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Amounts borrowed under the revolving credit facility also must be repaid no later than October 1, 2012.

Loans under the Credit Agreement are secured by a first priority lien on substantially all assets of the company
and its non-HMO subsidiaries, including a pledge by the company and its non-HMO subsidiaries of all of the equity
interests in each of their domestic subsidiaries. ‘

The Credit Agreement contains conditions precedent to extensions of credit and representations, warranties, and
covenants, including financial covenants, customary for transactions of this type. Financial covenants include (i) a
maximum leverage ratio comparing total indebtedness to consolidated adjusted EBITDA, (ii) minimum net worth
requirements for each HMO subsidiary calculated with reference to applicable regulatory requirements, and (iii)
maximum capital expenditures, in each case as more specifically provided in the Credit Agreement. The Credit
Agreement also contains customary events of default as well as restrictions on undertaking certain specified
corporate actions including, among others, asset dispositions, acquisitions and other investments, dividends and
stock repurchases, changes in control, issuance of capital stock, fundamental corporate changes such as mergers and
consolidations, incurrence of additional indebtedness, creation of liens, transactions with affiliates, and certain
subsidiary regulatory restrictions. If an event of default occurs that is not otherwise waived or cured, the lenders may
terminate their obligations to make loans and other extensions of credit under the Credit Agreement and the
obligations of the issuing banks to issue letters of credit and may declare the loans outstanding under the Credit
Agreement to be due and payable. The company believes it is currently in compliance with its financial and other
covenants under the Credit Agreement. '

In connection with entering into the Credit Agreement, the company incurred deferred financing costs of
approximately $10.6 million in 2007.

Off-Balance Sheet Arrangements
At December 31, 2008 did not have any off-balance sheet arrangement requiring disclosure.
Commitments and Contingencies

The following table sets forth information regarding our contractual obligations as of December 31, 2008:

Payments due by period:
: (in thousands)

. Less than 1to3 3to5 More than
Contractual Obligations ) Total 1 vear years years 5 years
Credit agreement: Term l0ans ..........coeeeeemseiserscnscnsens $268,013 $ 32,277 $107,153 $128,583 § —
Interest (1) vecverevevieenieneniesescsnenis PR [T 35,754 13,751 19,900 2,103 —
Revolving credit agreement (2) .....cooemieiensieenesisns 1,897 506 1,012 . 379 —
Medical ClAIMS. ....c.overerreereereeresieenseresssssesscssasssnssseses 190,144 190,144 — R —
Operating lease ObLIgations........ocoovvrveeiniceciusininninns 31,075 7,401 11,016 7,024 5,634
Other contractual Obligations.........coovveirisuisiscisesicnes 9.913 3.560 5.356 997 —

TOLAL .. eeeeeeerioreeerressesereentesterennereseseesesssassbstnensasasaenens $536,796 $247,639 $144,437 - $139,086 § 5,634

(1) Interest includes the estimated interest payments under our credit facility assuming no change in the LIBOR rate
applicable to the portion of our debt outstanding not subject to interest rate swap agreements as of December 31,
2008.

(2) Amounts represent the annual commitment fee for the company’s credit revolving agreement.
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Critical Accounting Policies and Estimates

The preparation of our consolidated financial statements requires our management to make a number of -
estimates and assumptions relating to the reported amount of assets and liabilities and the disclosure of contingent
assets and liabilities at the date of the consolidated financial stat¢ments and the reported amounts of revenues and
expenses during the period. We base our estimates on historical experience and on various other assumptions that
we believe are reasonable under the circumstances. Changes in estimates are recorded if and when better
information becomes available. Actual results could significantly differ from those estimates under different
assumptions and conditions. We believe that the accounting policies discussed below are those that are most
important to the presentation of our financial condition and results of operations and that require our management’s
most difficult, subjective, and complex judgments. - ’ : :

Medical Expense and Medical Claims Liability

Medical expense is recognized in the period in which services are provided and includes an estimate of the cost
of medical expense that has been incurred but not yet reported, or IBNR. Medical expense includes claim payments,
capitation payments, risk sharing payments and pharmacy costs, net of rebates, as well as estimates of future
payments of claims incurred, net of reinsurance. Capitation payments represent monthly contractual fees disbursed
to physicians and other providers who are responsible for providing medical care to members. Pharmacy costs
represent payments for members’ prescription drug benefits, net of rebates from drug manufacturers. Rebates are
recognized when earned, according to the contractual arrangements with the respective vendors. Premiums we pay
to reinsurers are reported as medical expenses and related reinsurance recoveries are reported as deductions from
medical expenses. v "

Medical claims liability includes medical claims reported to the plans but not yet paid as well as an actuarially
determined estimate of claims that have been incurred but not yet reported to the plans. '

The following table presents the components of our medical claims liability as of the dates indicated:

December 31,
2008 _ 2007
" (in thousands)

'$ 97,364 $ 97,237

Incurred but not reported (IBNR) ...cueieererieeeeensisssssssisessssaniessssssases

Reported claims .....c..ocoevernsennenees SRR SO 92.780 57.273
Total medical claims Hability....... oo $190,144  $154.510

The IBNR component of total medical claims liability is based on our historical claims data, current enrollment,
health service utilization statistics, and other related information. Estimating IBNR is complex and involves a
significant amount of judgment. Accordingly, it represents our most critical accounting estimate. The development
of the IBNR uses standard actuarial developmental methodologies, including completion factors and claims trends,
which take into account the potential for adverse claims developments, and considers favorable and unfavorable
prior period developments. Actual claims payments will differ, however, from our estimates. A worsening or
improvement of our claims trend or changes in completion factors from those that we assumed in estimating medical
claims liabilities at December 31, 2008 would cause these estimates to change in the near term and such a change
could be material. ‘ S : ‘

As discussed above, actual claim payments will differ from our estimates. The period between incurrence of the
expense and payment is, as with most health insurance companies, relatively short, however, with over 90% of
claims typically paid within 60 days of the month in which the claim is incurred. Although there is a risk of material
variances in the amounts of estimated and actual claims, the variance is known quickly. Accordingly, we expect that
substantially all of the estimated medical claims payable as of the end of any fiscal period (whether a quarter or year
end) will be known and paid during the next fiscal period. : :

Our policy is to record each plan’s best estimate of medical expense IBNR. Using actuarial models, we calculate
a minimum amount and maximum amount of the IBNR component. To most accurately determine the best estimate,
our actuaries determine the point estimate within their minimum and maximum range by similar medical expense
categories within lines of business. The medical expense categories we use are: in-patient facility, outpatient facility,
all professional expense, and pharmacy. The lines of business are Medicare and commercial.
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Completion factors estimate liabilities for claims based upon the historical lag between the month when services
are rendered and the month claims are paid and takes into consideration factors such as expected medical cost
inflation, seasonality patterns, product mix, and membership changes. The completion factor is a measure of how
complete the claims paid to date are relative to the estimate of the total claims for services rendered for a given
reporting period. Although the completion factor is generally reliable for older service periods, it is more volatile,
and hence less reliable, for more recent periods given that the typical billing lag for services can range from a week
to as much as 90 days from the date of service. . «

Our use of claims trend factors considers many aspects of the managed care business. These considerations are
aggregated in the medical expense trend and include the incidences of illness or disease state. Accordingly, we rely
upon our historical experience, as continually monitored, to reflect the ever-changing mix, needs, and growth of our
members by type in our trend assumptions. Among the factors considered by management are changes in the level
of benefits provided to members, seasonal variations in utilization, identified industry trends, and changes in
provider reimbursement arrangements, including changes in the percentage of reimbursements made on a capitated
as opposed to a fee-for-service basis. Other external factors such as government-mandated benefits or other
regulatory changes, catastrophes, and epidemics may impact medical expense trends. Other internal factors, such as
system conversions and claims processing interruptions may impact our ability to accurately predict estimates of
historical completion factors or medical expense trends. Medical expense trends potentially are more volatile than

other segments of the economy.

We apply different estimation methods depending on the month of service for which incurred claims are being
estimated. For the more recent months, which constitute the majority of the amount of IBNR, we estimate our claims
incurred by applying the observed trend factors to the trailing twelve-month PMPM costs. For prior months, costs
have been estimated using completion factors. In order to estimate the PMPMs for the most recent months, we
validate our estimates of the most recent months” utilization levels to the utilization levels in older months using
actuarial techniques that incorporate a historical analysis of claim payments, including trends in cost of care
provided, and timeliness of submission and processing of claims.

Actuarial standards of practice generally require the actuarially developed medical claims liability estimates to
be sufficient, taking into account an assumption of moderately adverse conditions. As such, we previously
recognized in our medical claims liability a separate provision for adverse claims development, which was intended
to account for moderately adverse conditions in claims payment patterns, historical trends, and environmental
factors. In periods prior to the fourth quarter of 2008, we believed that a separate provision for adverse claims
development was appropriate to cover additional unknown adverse claims not anticipated by the standard
assumptions used to produce the IBNR estimates that were incurred prior to, but paid after, a period end. When
determining our estimate of IBNR at December 31, 2008 we determined that a separate provision for adverse claims
development was no longer necessary, primarily as a result of the growth and stabilizing trends experienced in our
Medicare business, continued favorable development of prior period IBNR estimates, and the insignificance of our-
commercial line of business. Moreover, for the past two years a separate provision had become a less significant
component of medical claims liability. The elimination of the separate provision for adverse claims development
reduced our Medicare medical claims expense by $3.9 million for the year ended December 31, 2008.

The completion and claims trend factors are the most significant factors impacting the IBNR estimate. The
following table illustrates the sensitivity of these factors and the impact on our operating results caused by changes
in these factors that management believes are reasonably likely based on our historical experience and December 31,
2008 data:

Completion Factor (a) _Claims Trend Factor (b)
. Inecrease Increase
(Decrease) (Decrease)
Increase in Medical Increase in Medical
(Decrease) Claims : (Decrease) Claims
in Factor Liability in Factor . Liability
’ (Dollars in thousands) )
3% $(4,095) ‘ 3)% $(2,181)
2 (2,761) : 2) ’ : (1,452)
1 (1,396) (1) (725)
M 1,429 1 724
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(a) Impact due to change in completion factor for the most recent three months. Completion factors indicate how
complete claims paid to date are in relation to estimates for a given reporting period. Accordingly, an increase in
completion factor results in a decrease in the remaining estimated liability for medical claims.

(b) Impact due to change in annualized medical cost trends used to estimate PMPM costs for the most recent three
months. :

Each month, we re-examine the previously established medical claims liability estimates based on actual claim
submissions and other relevant changes in facts and circumstances. As the liability estimates recorded in prior
periods become more exact, we increase or decrease the amount of the estimates, and include the changes in medical
expenses in the period in which the change is identified. In every reporting period, our operating results include the
effects of more completely developed medical claims liability estimates associated with prior periods.

Adjustments of prior period estimates will result in additional medical costs or, as we have experienced during
the last several years, a reduction in medical costs in the period an adjustment was made. As reflected in the table
below our reserve models developed favorably in 2008 and 2007, and the accrued liabilities calculated from the
models for each of the periods were more than our ultimate liabilities for unpaid claims.

The following table provides a reconciliation of changes in medical claims liability for the years ended
December 31, 2008 and 2007.

Year ended December 31,

(in thousands) ___2008 2007

Balance at beginning of PEriod ........couirvrieireriimiierieieirisieses e $ 154,510 $ 122,778
Acquisition of LMC Health PIans ........c.ccocvvmiiisnes " — 16,588
Incurred felated to:
CUITENE PETIOA. ... eneerrireirerrriiesis sttt 1,719,522(1) 1,245,271
PrIiOT PEIHOA (2) ovuerererererseereserisisesseierisses s sss st e s (11,631) (19.278)
TOtAl INCUITEA. ... e eieeetieeeieeeeererreesseesearessse s renesenesastessrneeasbsaesanessseesanesestsasnnase 1.707.891 1,225.993
Paid related to: .
- Current period......c.ccoceviviiniiiienniereniianinnns eeeeeteereaatrast et aateeseeraearaeaneenesaeeeeneians 1,531,629 1,108,949
PLIOT PETIOA .....eeeeiecrtrerecenercic st bbb 140,628 101.900
Total paid........eeveveeecrmrnicnivinns eeteeeri e s e ea st ani et eane s irete sl et e eeassassre e artan 1.672.257 1.210.849
Balance at the end of the period ............cocvevinininne errerbeseesneerbae e sesnest e neenenereianenes - § 190,144 $-154.510

(1) Approximately $10.1 million paid to providers under risk sharing and capitation arrangements related to 2007
premiums is excluded from the amount in the 2008 incurred rélated to prior period amount below because it
does not relate to fee-for-service medical claims estimates and is included in the incurred related to current
period amounts. Most of this amount is the result of approximately $29.3 million of additional retroactive risk
adjustment premium payments recorded in 2008 that relate to 2007 premiums (see - “Risk Adjustment
Payments”). Similar type amounts in prior periods are presented in a manner consistent with 2008 and were not
significant.

(2) Negative amounts reported for incurred related to prior periods result from fee-for-service medical claims
estimates being ultimately settled for amounts less than originally anticipated (a favorable development).

Amounts incurred related to prior years vary from previously estimated claims liabilities as the claims ultimately
are settled. As discussed previously, medical claims liabilities are generally settled and paid within several months
of the member receiving service from the provider. Accordingly, the 2008 prior year favorable development relates
almost entirely to fee-for-service claims incurred in calendar year 2007. The negative amounts reported in the table
above for incurred related to prior periods result from fee-for-service claims estimates being ultimately settled for
amounts less than originally anticipated (a favorable development). A positive amount reported for-incurred related
to prior periods would result from claims estimates being ultimately settled for amounts greater than originally
anticipated (an unfavorable development).
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As reflected in the immediately preceding table, claims estimates at December 31, 2007 ultimately settled during
2008 for $11.6 million (or 1.0% of total 2007 medical expense) less than the amounts originally estimated. This
favorable prior period reserve development was primarily as a result of the following factors: :

«  Actual claims trends ultimately being lower than original estimates resulting in $9.6 million of favorable
development, primarily attributable to lower than anticipated cost increases and utilization in both our
Medicare and commercial lines of business;

« Actual completion factors ultimately being higher than completion factors used to estimate IBNR at
December 31, 2007 based on historical patterns resulting in $1.7 million of favorable development, which
increase was primarily attributable to a shortening of the time between when claims are submitted by
providers and paid by our plans. B

As reflected in the immediately preceding table, claims estimates at December 31, 2006 ultimaitely settled during
2007 for $19.3 million (or 1.9% of total 2006 medical expense) less than the amounts originally estimated. This
favorable prior period reserve development was primarily as a result of the following factors:

« Actual claims trends ultimately being lower than original estimates resulting in $9.7 million of favorable
development, primarily attributable to lower than anticipated cost increases and utilization in both our
Medicare and commercial lines of business;

«  Actual completion factors ultimately being higher than completion factors used to estimate IBNR at
December 31, 2006 based on historical patterns resulting in $7.0 million of favorable development, which
increase was primarily attributable to a shortening of the time between when claims are submitted by
providers and paid by our plans; and '

e Actual claims settlements for Part D claims with other health plans and various state governments during
2007 being approximately $1.8 million less than originally estimated; primarily as a result of first-year
enrollment and eligibility issues, which are not expected to continue given improvements made by CMS in
the Part D enrollment process.

The favorable overall claims development experienced in 2008 and 2007 includes favorable commercial claims
liability development of $0.6 and $3.3 million, respectively. Our commercial HMO membership declined from
31,970 members at December 31, 2006 to 11,801 members at December 31, 2007, and again to 895 members at
December 31, 2008, primarily as a result of the expected non-renewal by employers in Tennessee and Alabama.
Commercial medical claims payable was $11.7 million, $3.4 million and $0.6 at December 31, 2006, 2007 and
2008, respectively.

Our medical claims liability also considers premium déﬁciency situations and evaluates the necessity for
additional related liabilities. There were no required premium deficiency accruals at December 31, 2008 or
December 31, 2007. ‘

Premium Revenue Recognition

We generate revenues primarily from premiums we receive from CMS, and to a lesser extent our commercial
customers, to provide healthcare benefits to our members. We receive premium payments on a PMPM basis from
CMS to provide healthcare benefits to our Medicare members, which premiums are fixed (subject to retroactive risk
adjustment) on an annual basis by contracts with CMS. Although the amount we receive from CMS for each
member is fixed, the amount varies among Medicare plans according to, among other things, plan benefits,
demographics, geographic location, age, gender, and the relative risk score of the plan’s membership.

We generally receive premiums on a monthly basis in advance of providing services. Premiums collected in
advance are deferred and reported as deferred revenue. We recognize premium revenue during the period in which
we are obligated to provide services to our members. Any amounts that have not been received are recorded on the
balance sheet as accounts receivable. ,
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- Our Medicare premium revenue is subject to periodic adjustment under what is referred to as CMS’s risk
adjustment payment methodology based on the health risk of our members. Risk adjustment uses health status
indicators to correlate the payments to the health acuity of the member, and consequently establishes incentives for
plans to enroll and treat less healthy Medicare beneficiaries. CMS adopted this payment methodology in 2003, at
which time the risk adjustment payment methodology accounted for 10% of the premium payment to Medicare
health plans, with the remaining 90% based on demographic factors. With the full phase-in of risk adjustment
payments in 2007, they now account for 100% of the premium payment.

Under the risk adjustment payment methodology, managed care plans must capture, collect, and report diagnosis
code information to CMS. After reviewing the respective submissions, CMS establishes the payments to Medicare
plans generally at the beginning of the calendar year, and then adjusts premium levels on two separate occasions on
a retroactive basis. The first retroactive risk premium adjustment for a given fiscal year generally occurs during the
third quarter of such fiscal year. This initial settlement (the “Initial CMS Settlement”) represents the updating of risk
scores for the current year based on the prior year’s dates of service. CMS then issues a final retroactive risk
premium adjustment settlement for that fiscal year in the following year (the “Final CMS Settlement”). As
previously discussed, the risk adjustment payment system for determining premiums is relatively new for CMS and
the Company. Prior to 2007, we were unable to estimate the impact of either of these risk adjustment settlements
primarily because of the lack of historical risk-based diagnosis code data and insufficient historical experience
regarding risk premium settlement adjustments on which to base a reasonable estimate of future risk premium
adjustments, and as such recorded them upon notification from CMS of such amounts.

In the first quarter of 2007, we began estimating and recording on a monthly basis the Initial CMS Settlement, as
we concluded we had sufficient historical experience and available risk-based data to reasonably estimate such
amounts. Similarly, in the fourth quarter of 2007, we estimated and recorded the Final CMS Settlement for 2007
(based on risk score data available at that time), as we concluded such amounts were estimable. As of January 2008,
we estimate and record on a monthly basis both the Initial CMS Settlement and the Final CMS Settlement for the
2008 CMS plan year.

We develop our estimates for risk premium adjustment settlement utilizing historical experience and predictive
actuarial models as sufficient member risk score data becomes available over the course of each CMS plan year. Our
actuarial models are populated with available risk score data onh our members. Risk premium adjustments are based
on member risk score data from the previous year. Risk score data for members who entered our plans during the
current plan year, however, is not available for use in our models; therefore, we make assumptions regarding the risk
scores of this relatively small subset of our member population.

All such estimated amounts are periodically updated as necessary as additional diagnosis code information is
reported to CMS and adjusted to actual amounts when the ultimate adjustment settlements are either received from
CMS or the company receives notification from CMS of such settlement amounts. Additionally, in connection with
the determination of actual settlement amounts as of June 30, 2008, we updated the assumptions and methods used
in our actuarial models used for estimating risk settlements. We also refined our process of estimating risk ‘
settlements going forward by increasing the frequency of risk data submissions to CMS which results in a more
timely and complete data set used to populate our actuarial models. '

As a result of the variability of factors, including plan risk scores, that determine such estimations, the actual
amount of CMS’s retroactive risk premium settlement adjustments could be materially more or less than our
estimates. Consequently, our estimate of our plans’ risk scores for any period and our accrual of settlement
premiums related thereto, may result in favorable or unfavorable adjustments to our Medicare premium revenue and,
accordingly, our profitability. '

We expect that differences (as a percent of total revenue) between estimated final settlement amounts and actual
final settlement amounts in future periods will become less significant. There can be no assurances, however, that
any such differences will not have a material effect on any future quarterly or annual results of operations. The
following table illustrates the sensitivity of the 2008 Final CMS Settlement and the impact on premium revenue
caused by differences between actual and estimated settlement amounts that management believes are reasonably
likely, based on our historical experience and Deceniber 31, 2008 data:
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Increase

Increase : (Decrease)
(Decrease) In Settlement
in Estimate Receivable (Payable)
(dollars in thousands)
1.5% $27,610
1.0 18,406
0.5 9,203
(0.5) (9,203)

Long Lived Assets

Long lived assets, such as property and equipment and purchased intangibles subject to amortization, are
reviewed for impairment whenever events or changes in circumstances indicate that the carrying amount of an asset
may not be recoverable. Recoverability of assets to be held and used is measured by a comparison of the carrying
amount of an asset to estimated future undiscounted cash flows expected to be gencrated by the asset. If the carrying
amount of an asset exceeds its estimated fair value, an impairment charge is recognized by the amount of the excess.
Assets to be disposed of would be separately presented in the balance sheet and reported at the lower of the carrying
amount or fair value less costs to sell, and no longer depreciated.

Intangible assets with estimable useful lives are amortized over their respective estimated useful lives. We
determine the useful life and amortization method for definite-life intangible assets based on the guidance in FASB
Statement No. 142, “Goodwill and Other Intangible Assets”. For all periods through the quarter ended September
30, 2007, the straight-line method of amortization was applied for Medicare member network intangible asset
associated with our 2005 recapitalization (the “recapitalization asset™), as a better pattern could not be reliably
determined based on available information. Effective October 1, 2007, we began applying a 17-year accelerated
method of amortization for this asset. Since the date of acquiring the member network asset in 2005, we have
tracked actual attrition rates experienced within the member network and believe that there is adequate historical
data to make reliable estimates regarding future attrition rates for amortization purposes. Based on our review of
historical attrition rates, we believe the accelerated method of amortization over the revised estimated life better
approximates the distribution of economic benefits realized from the recapitalization asset. The use of an accelerated
method prior to September 30, 2007 would have resulted in the recognition of amortization expense that is not
materially different from the amounts recognized under the straight-line method used by us during the same periods.
We monitor our actual attrition rates and adjust amortization schedules accordingly.

Our accounting for this change related to the recapitalization asset resulted in incremental amortization expense
of $0.3 million during the quarter ended December 31, 2007 over the amount of expense recognized using the
straight-line method in prior quarters of 2007 and did not have a material effect on our reported income before
income taxes, net income, or net income per share for the quarter and year ended December 31, 2007. As a result of
the change related to the recapitalization asset, amortization expense for the year ended December 31, 2008
increased approximately $0.6 million over the amount recognized in the year ended December 31, 2007. Similarly,
we are using a 20-year accelerated method of amortization for the Medicare member network intangible acquired as
part of the acquisition of Leon Medical Centers Health Plans, Inc. on October 1, 2007.

Goodwill and Indefinite-Life Intangible Assets

Goodwill represents the excess of cost over fair value of assets of businesses acquired. Goodwill and intangible
assets acquired in a purchase business combination and determined to have an indefinite useful life are not
amortized, but instead are tested for impairment at least annually. An impairment loss is recognized to the extent
that the carrying amount exceeds the asset’s fair value. This determination is made at the reporting unit level and
consists of two steps. First, the Company determines the fair value of the reporting unit and compares it to its
carrying amount. Second, if the carrying amount of the reporting unit exceeds its fair value, an impairment loss is
recognized for any excess of the carrying amount of the unit’s goodwill over the implied fair value of that goodwill.
The implied fair value of goodwill is determined by allocating the fair value of the reporting units in a manner
similar to a purchase price allocation, in accordance with SFAS No. 141, “Business Combinations.” The residual
fair value after this allocation is the implied fair value of the reporting unit’s goodwill. We have four reporting units
in Alabama, Florida, Tennessee and Texas. '
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During the current year, we changed the timing of our annual goodwill impairment testing from December 31 to
October 1. This change in accounting principle is preferable because it allows us to complete our annual goodwill
impairment testing prior to our year-end closing activities. This change did not delay, accelerate, or avoid an
impairment charge. We conducted an annual impairment test as of October 1, 2008 and concluded that the carrying
value of the reporting units did not exceed their fair value. In addition, no events have occurred subsequent to the
2008 testing date which would indicate any impairment may have occurred. SRR

Accounting for Income Taxes

We use the asset and liability method of accounting for income taxes. Under this method, deferred income taxes
reflect the net tax effects of temporary differences between the carrying amounts of assets and liabilities for financial
reporting purposes and the amounts used for income tax purposes and net operating loss and tax credit carry
forwards. The amount of deferred taxes on these temporary differences is determined using the tax rates that are
expected to apply to the period when the asset is realized or the liability is settled, as applicable, based on tax rates
and laws in the respective tax jurisdiction enacted as of the balance sheet date.

We review our deferred tax assets for recoverability and establish a valuation allowance based on historical
taxable income, projected future taxable income, applicable tax strategies; and the expected timing of the reversals
of existing temporary differences. A valuation allowance is provided when it is more likely than not that some
portion or all of the deferred tax assets will not be realized. - :

We account for uncertain tax positions in accordance with FIN 48. Accordingly, we report a liability for
unrecognized tax benefits resulting from uncertain tax positions taken or expected to be taken in a tax return. We
recognize interest and penalties, if any, related to unrecognized tax benefits in income tax expense. '

We also have accruals for taxes and associated interest that may become payable in future years as a result of
audits by tax authorities. We accrue for tax contingencies when it is more likely than not that a liability to a taxing
authority has been incurred and the amount of the contingency can be reasonably estimated. Although we believe
that the positions taken on previously filed tax returns are reasonable, we nevertheless have established tax and
interest reserves in recognition that various taxing authorities may challenge the positions taken by us resulting in
additional liabilities for taxes and interest. These amounts are reviewed as circumstances warrant and adjusted as
events occur that affect our potential liability for additional taxes, such as lapsing of applicable statutes of
limitations, conclusion of tax audits, additional exposure based on current calculations, idéntification of new issues,
release of administrative guidance, or rendering of a court decision affecting a particular tax issue. :

Recent Accounting Pronouncements

In September 2006, the Financial Accounting Standards Board (“FASB”) issued SFAS No. 157, “Fair Value
Measurements” (“SFAS No. 157”). SFAS No. 157 establishes a common definition for fair value to be applied to
U.S. GAAP requiring use of fair value, establishes a framework for measuring fair value, and expands disclosure: -
about such fair value measurements. SFAS No. 157 is effective for financial assets and financial liabilities for fiscal
years beginning after November 15, 2007. Issued in February 2008, FASB Staff Position (“FSP*?) 157-1 .
“Application of FASB Statement No. 157 to FASB Statement No. 13 and Other Accounting Pronouncements That
Address Fair Value Measurements for Purposes of Lease Classification or Measurement under Statement 137
removed leasing transactions accounted for under Statement 13 and related guidance from the scope of SFAS No.
157. FSP 157-2 “Partial Deferral of the Effective Date of Statement 157” (“FSP 157-2”), deferred the effective date
of SFAS No. 157 for all nonfinancial assets and nonfinancial liabilities to fiscal years beginning after November 15,
2008.

The implementation of SFAS No. 157 for financial assets and financial liabilities, effective January 1, 2008, did
not have a material impact on our consolidated financial position and results of operations. The adoption of this
statement for nonfinancial assets and nonfinancial liabilities on January 1, 2009 did not have a material effect on the
company’s financial statements. '
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On December 4, 2007, the FASB issued SFAS No. 141 (Revised 2007), “Business Combinations” (“SFAS No.
141(R)”). SFAS No. 141(R) will significantly change the accounting for business combinations. Under SFAS No.
141(R), an acquiring entity will be required to recognize all the assets acquired and liabilities assumed in a
transaction at the acquisition-date fair value with limited exceptions. SFAS No. 141(R) also includes a substantial
number of new disclosure requirements. SFAS No. 141(R) applies prospectively to business combinations for which
the acquisition date is on or after the beginning of the first annual reporting period beginning on or after December
15, 2008, which is the year beginning January 1, 2009 for us. The provisions of SFAS No. 141(R) will only impact
the Company if it is party to a business combination that is consummated after the pronouncement has become
effective.

In December 2007, the FASB issued SFAS No. 160, “Noncontrolling Interests in Consolidated Financial
Statements — an amendment of ARB No. 517 (“SFAS No. 160”). This statement improves the relevance,
comparability, and transparency of the financial information that a reporting entity provides in its consolidated
financial statements by establishing accounting and reporting standards that require all entities to report
noncontrolling (minority) interests in subsidiaries in the same way, that is, as equity in the consolidated financial
statements. Additionally, SFAS No. 160 requires that entities provide sufficient disclosures that clearly identify and
distinguish between the interests of the parent and the interests of the noncontrolling owners. SFAS No. 160 affects
those entities that have an outstanding noncontrolling interest in one or more subsidiaries or that deconsolidate a
subsidiary. SFAS No. 160 is effective for fiscal years, and interim periods within those fiscal years, beginning on or
after December 15, 2008. The company adopted SFAS No. 160 effective January 1, 2009. The adoption of this
statement did not have a material effect on the company’s financial statements.

In March 2008, the FASB issued SFAS No. 161, “Disclosures about Derivative Instruments and Hedging
Activities” (“SFAS No. 161”). SFAS No. 161 requires enhanced disclosures about an entity’s derivative and
hedging activities and is effective for the company as of the first quarter of fiscal 2009. The adoption of this
statement as of January 1, 2009 did not have a material impact on the company’s financial statements. .

In April 2008, the FASB issued FSP No. FAS 142-3, “Determination of the Useful Life of Intangible Assets,” .
(“FSP No. FAS 142-3") which amends the list of factors an entity should consider in developing renewal or
extension assumptions used in determining the useful life of recognized intangible assets under SFAS No. 142,
“Goodwill and Other Intangible Assets.” The new guidance applies to (1) intangible assets that are acquired
individually or with a group of other assets and (2) intangible assets acquired in both business combinations and
asset acquisitions. Under FSP No. FAS 142-3, companies estimating the useful life of a recognized intangible asset
must consider their historical experience in renewing or extending similar arrangements or, in the absence of
historical experience, must consider assumptions that market participants would use about renewal or extension. For
the Company, this FSP will require certain additional disclosures beginning January 1, 2009 and application to
useful life estimates prospectively for intangible assets acquired after December 31, 2008. The Company does not
expect this standard to have a material impact on its consolidated results of operations or financial condition.

Item 7A. Quantitative and Qualitative Disclosures About Market Risk

As of December 31, 2008 and 2007, we had the following assets that may be sensitive to changes in interest rates:

. ) December 31,
Asset Class i : 2008 2007
’ (in thousands)

Investment securities, available for sale:

CUITENE POTION ...veveeeeeeeeeesseereeeneesessseeesessessaessenssesssssessessessassisnes e $ 3259  $24,746

INON-CUITENE POTLIOM ...evveveteiieieeteeteescetce ettt e e steeaeeneeeessaessabesase st s sassaae s s b e s b aeabses 30,463 39,905
Investment securities, held to maturity:

CUITENE POTHON ....vovevereerreraessa s sessesesaseses e sassesssasssssassassssssssssessesssssssesssssesssassnssssscsncsees 24,750 16,594

Non-current portion.............. et ettt et a et e e et e re s et s an s en e e eae e st s st n e ree 20,086 10,105
Restricted inVEStMENtS ........oovveeeeereeeeeeereeeernnes eeereeoeeoteeatesteateaat ot en et rrets et erareanneans 11,648 10,095
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We have not purchased any of our investments for trading purposes. Our investment securities classified as
available for sale consist primarily of highly liquid government and corporate debt securities. For all other
investment securities, we intend to hold them to their maturity and classify them as current on our balance sheet if
they mature on a date which is less than 12 months from the balance sheet date and as long-term if their maturity is
more than one year from the balance sheet date. These investment securities, both current and long-term, consist of
highly liquid government and corporate debt obligations, the majority of which mature in five years or less. The
investments are subject to interest rate risk and will decrease in value if market rates increase. Because of the
relatively short-term nature of our investments and our portfolio mix of variable and fixed rate investments,
however, we would not expect the value of these investments to decline significantly as a result of a sudden change
in market interest rates. Moreover, because of our ability and intent to hold these investments until maturity, we
would not expect foreseeable changes in interest rates to materially impair their carrying value. Restricted
investments consist of certificates of deposit, money market fund investment and government securities deposited or
pledged to state departments of insurance in accordance with state rules and regulations. At December 31, 2008 and
December 31, 2007, these restricted assets are recorded at amortized cost and classified as long-term regardless of
the contractual maturity date because of the restrictive nature of the states’ requirements. ;

Assuming a hypothetical and immediate 1% increase in market interest rates at December 31, 2008, the fair
value of our fixed income investments would decrease by approximately $752,000. Similarly, a 1% decrease in
market interest rates at December 31, 2008 would result in an increase of the fair value of our investments of
approximately $752,000. Unless we determined, however, that the increase in interest rates caused more than a
temporary impairment in our investments, or unless we were compelled by a currently unforeseen reason to sell
securities, such a change should not affect our future earnings or cash flows. ‘

We are subject to market risk from exposure to changes in interest rates based on our financing, investing, and
cash management activities. We have in place $400.0 million of senior secured credit facilities bearing interest at
variable rates at specified margins above either the agent bank’s alternate base rate or its LIBOR rate. The senior
secured credit facilities consist of the term facility, which is a $300.0 million, five-year term loan, and the revolving
facility, which is a $100.0 million, five-year revolving credit facility. Although changes in the alternate base rate or
the LIBOR rate would affect the costs of funds borrowed in the future, we believe the effect, if any, of reasonably
possible near-term changes in interest rates on our consolidated financial position, results of operations or cash flow
would not be material.

We have interest rate swap agreements to manage a portion of our exposure to these fluctuations. The interest
rate swaps convert a portion of our indebtedness to a fixed rate with a notional amount of $100.0 million at
December 31, 2008 and at an annual fixed rate of 2.96%. The notional amount of the swap agreements represent a
balance used to calculate the exchange of cash flows and are not an asset or liability. The fair value of the
Company’s interest rate swap agreements are derived from a discounted cash flow analysis based on the terms of the
contract and the interest rate curve. The Company has designated its interest rate swaps as cash flow hedges which
are recorded in the Company’s consolidated balance sheet at their fair value. The fair value of the Company’s
interest rate swaps at December 31, 2008 are reflected as a liability of approximately $3.3 million and are included
in other long-term liabilities in the accompanying consolidated balance sheet. Any market risk or opportunity
associated with the swap agreements is offset by the opposite market impact on the related debt. We believe our
credit risk related to these agreements is low because the swap agreements are with creditworthy financial
institutions.

As of December 31, 2008, we had variable rate debt of approximately $168.0 million not subject to the interest
rate swap agreements. Holding other variables constant, including levels of indebtedness, a 0.125% increase in
interest rates would have an estimated impact on pre-tax earning and cash flows for the next twelve month period of
$210,000. Except for the aforementioned swap agreements, we have not taken any other action to cover interest rate
risk and are not a party to any interest rate market risk management activities.
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Report of Independenf Registeréd Public Accounting Firm

The Board of Directors and Stockholders
HealthSpring, Inc.:

We have audited the accompanying consolidated balance sheets of HealthSpring, Inc. and subsidiaries (the
Company) as of December 31, 2008 and 2007, and the related consolidated statements of income, stockholders’
equity and comprehensive income, and cash flows for each of the years in the three-year period ended December 31,
2008. In connection with our audit of the consolidated financial statements, we have also audited the financial
statement Schedule I — Condensed Financial Information of ‘HealthSpring, Inc. (Parent only). These consolidated
financial statements and financial statement schedule are the responsibility of the Company’s management. OQur
responsibility is to express an opinion on these consolidated financial statements and financial statement schedule
based on our audits. '

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

In our opinion, the consolidated financial statements referred to above present fairly, in all material respects, the .
financial position of HealthSpring, Inc. and subsidiaries as of December 31, 2008 and.2007, and the results of their
operations and their cash flows for each of the years in the three-year period ended December 31, 2008, in
conformity with U.S. generally accepted accounting principles. Also in our opinion, the related financial statement
schedule, when considered in relation to the basic consolidated financial statements taken as a whole, presents fairly,
in all material respects, the information set forth thepéin. ‘ ' - '

We also have audited, in accordance with the standards of the Public Company Accounting Oversight Board (United
States), HealthSpring, Inc. and subsidiaries’ internal control over financial reporting as of Qecémber 31,2008, based
on criteria established in Internal Control — Integrated Framework issued by the Committee of Sponsoring
Organizations of the Treadway Commission (COSO), and our report dated February 23, 2009 expressed an
unqualified opinion on the effectiveness of the Company’s internal control over financial reporting.

/s/ KPMG LLP

Nashville, Tennessee
February 23, 2009
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Report of Independent Registered Public Accounting Firm

The Board of Directors and Stockholders
HealthSpring, Inc.:

~ We have audited HealthSpring, Inc. and subsidiaries’ (the Company’s) internal control over financial reporting as of
December 31, 2008, based on criteria established in Internal Control - Integrated Framework issued by the
Committee of Sponsoring Organizations of the Treadway Commission (COSO0). The Company’s management is
responsible for maintaining effective internal control over financial reporting and for its assessment of the
effectiveness of internal control over financial reporting, included in the accompanying Management’s Report on
Internal Control Over Financial Reporting (Part II, Item 94). Our responsibility is to express an opinion on the
Company’s internal control over financial reporting based on our audit.

We conducted our audit in accordance with the standards of the Public Company Accounting Oversight Board
(United States). Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether effective internal control over financial reporting was maintained in all material respects. Our audit
included obtaining an understanding of internal control over financial reporting, assessing the risk that a material
weakness exists, and testing and evaluating the design and operating effectiveness of internal control based on the
assessed risk. Our audit also included performing such other procedures as we considered necessary in the
circumstances. We believe that our audit provides a reasonable basis for our opinion.

A company’s internal control over financial reporting is a process designed to provide reasonable assurance
regarding the reliability of financial reporting and the preparation of financial statements for external purposes in
accordance with generally accepted accounting principles. A company’s internal control over finaneial reporting
includes those policies and procedures that (1) pertain to the maintenance of records that, in reasonable detail,
accurately and fairly reflect the transactions and dispositions of the assets of the company; (2) provide reasonable
assurance that transactions are recorded as necessary to permit preparation of financial statements in accordance
with generally accepted accounting principles, and that receipts and expenditures of the company are being made
only in accordance with authorizations of management and directors of the company; and (3) provide reasonable
assurance regarding prevention or timely detection of unauthorized acquisition, use, or disposition of the company’s
assets that could have a material effect on the financial statements.

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

In our opinion, HealthSpring, Inc. and subsidiaries maintained, in all material respects, effective internal control
over financial reporting as of December 31, 2008, based on criteria established in Internal Control — Integrated
Framework issued by the Committee of Sponsoring Organizations of the Treadway Commission.

We also have audited, in accordance with the standards of the Public Company Accounting Oversight Board (United
States), the consolidated balance sheets of HealthSpring, Inc. and subsidiaries as of December 31, 2008 and 2007,
and the related consolidated statements of income, stockholders’ equity and comprehensive income, and cash flows
for each of the years in the three-year period ended December 31, 2008, and our report dated February 23, 2009
expressed an unqualified opinion on those consolidated financial statements.

/s/ KPMG LLP

Nashville, Tennessee
February 23, 2009
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HEALTHSPRING, INC. AND SUBSIDIARIES
CONSOLIDATED BALANCE SHEETS
(in thousands, except share data)

December 31, December 31,

2008 2007
Assets K
Current assets:
Cash and cash eqUIVAIENLS ..........ovvvurermmerimineii s $ 282,240 $ 324,090
ACCOUNLS TECEIVADIE, TIEL .....evoreverisreeessseeeeseasearssssseremss bt sn s 74,398 59,027
Investment securities available for SAle ..o 3,259 - 24,746
Investment securities held to MAtUIILY ..c.oevereercriiririnie s 24,750 16,594
Funds due for the benefit of MEMDETS ..ivouiieiieeiiiiiiiiie et 40,212 —
Deferred MNCOME TAXES ......vveevererssesseessresesisersesscsssssnssessssssssssaseos e sanenas 4,198 2,295
Prepaid expenses and Other ASSELS ......c.ewieiriinriissni it 6.560 4913
TOtAL CUTTENE ASSELS .viveeeeerrereesreeeassnrasaseeesssesesessrtnsessrasasssrssesesssatosssnssesenssassasnee 435,617 431,665
Investment securities available fOr SAlE .....c.coierirviriiiirrinie e 30,463 39,905
Investment securities held 10 MAtULILY ....c.coeeviiinriinine ettt 20,086 10,105
Property and equipment, et ...........c....... ettt a sttt r st s A st essasa et - 26,842 24,116
GOOAWALLoeveeveeeeeeereeeseeueeeeeaeerestesssssesessesaseeseeseesensshesssb e s s s arrab et antsasan e b shs e s b naatassanesess 590,016 588,001
INtANGIble ASSELS, MEL.....cuvmrieiiiiersers et 221,227 235,893
ReStriCted INVESIMEIIES ...c.veevvirreerreerreeeeensseeesererarsssessessneshasasesossenessstsssnsassassnasssssssssas - 11,648 10,095
OHEIT SSEES.evveveeuueessussssssssssssessssses e 8.878 11293
TOtAL SSELS . vrveveerrererserererersessesssssesssasasessnasssessasesrassassssesases e aenasaenans $1,344,777  $1,351,073
Liabilities and Stockholders’ Equity
Current liabilities: , o ,
Medical claims Habilit......ccoeeerereercncriniiininiiieinissrsssnscnsss e ireaes $ 190,144 $ 154,510
Accounts payable, accrued expenses AN OLHET...eveveeeeeieririeeeeeererrereeeeesesssrneeesasans 35,050 27,489
Funds held for the benefit 0f MEMDELS ......ccieereiiiiiniii e — 82,231
Risk corridor payable t0 CMS ..o s 1,419 22,363
Current portion of long-term AEDE e eeeereeeeree s tse e s et as e e s 32,277 18,750
Total current Habilities......ocoerivieeeenrveeiieiiniiennens e eereereraaaans eeeenaraeaas 258,890 305,343
Long-term debt, less current portion................ eetereteat et st e s st r et e be e seaa s 235,736 277,500
DeferTed INCOME LAXES c.nvvveeeiiieeeeerecirreeresessreieseesenessranssrssassssarsnssssesssstssossisssasnsansassesas 89,615 90,552
Other long-term lHabilities .........ccoveveicicnvncncnnnnas ereeraesreeneereseseesaseresas eeveereerereaneneseen 9.658 6.323
TOtAL HADIIIEIES ..vvvevveeerereeeeeeeesisesreesseessasseesassnesseeseesssessssssnsnnssssnsssassnesanssasssans 593.899 679.718
Commitments and contingencies (see notes)
Stockholders’ equity:
Common stock, $.01 par value, 180,000,000 shares authorized, 57,811,927 issued
and 54,619,488 outstanding at December 31, 2008, and 57,617,335 shares
issued and 57,293,242 shares outstanding at December 31, 2007 .........cccocvreuennns 578 576
Additional paid-in capital................... e eeveereeeserereesteestesieseeesaeeseeraesieeteensesaesreerreans 504,367 494,626
REtAINEA AIMINES.....vveveeererereereriisterireretetesasasssess st st sst sttt e 295,170 176,218
Accumulated other comprehensive 108, NEt ... (1,955) —
Treasury stock, at cost, 3,192,439 shares at December 31, 2008, and 324,093
shares at December 31, 2007 ....ooviereeereriiieiiicr ettt (47.282) (65)
Total StOCKhOIAETS™ EQUILY....ceveerreereucirirririniererene e st 750.878 671,355
Total liabilities and StOCKNOIAErS” EQUILY ......evrevevevmceerrercrimsimrerinsnisnanssnsessissesasencs $1,344,777  $1,351,073

See accompanying notes to consolidated financial statements.
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HEALTHSPRING, INC. AND SUBSIDIARIES
CONSOLIDATED STATEMENTS OF INCOME
(in thousands, except share data)

Year Ended Year Ended Year Ended
} December 31, 2008 December 31, 2007 December 31, 2006
Revenue:
Premium: ‘
MEAICALE ..ottt e e e re s e $ 2,135,548 § 1,479,576 § 1,149,844
Commercial ........c.ooveveriieiieeiieeeeeeee e 5,144 46,648 120,504
Total premium revenue...........ccoecevveeveeveeveenenn.. ' 2,140,692 1,526,224 1,270,348
Management and other fees.......cc.oovveeeeeivveeeeieevienn, 32,602 < 24,958 26,694
Investment INCOME.........cocuvvvereeeeeeeeeeeeeeer e 15,026 23.943 11,920
Total TEVENUE ...ovveevecevet e 2,188.320 1,575,125 1,308,962

Operating expenses:
Medical expense:

MEAICATE ..ot 1,702,745 1,187,331 900,358
Commercial ........ccooueeuvveeeiiiceeeeeeeeeeeee e 5.146 38,662 108.168
Total medical expense....................... e e 1,707,891 1,225,993 1,008,526
Selling, general and administrative............co.covveeveuennnnn... 246,294 186,154 156,940
Depreciation and amortization...............ceeeveeveeeerenvennnnn. 28,547 16,220 10,154
Impairment of intangible assets ............cccoeeeererveverennn... — 4,537 —
Interest EXPENSe .........c.vuveieceeeceiencnrreeseesesie e 19,124 7.466 , 8,695
Total operating eXpenses............ccccccereerirerveunnnn. 2.001.856 1,440,370 1,184,315
Income before INCOME tAXES ......c.oevevereereeerrrsriereeeoerin, 186,464 : 134,755 124,647
Income tax eXPense .......ccouveveereiieieieeeicieneeereeeereeeenenns (67.512) (48,295) (43.811)
Net income 118,952 86,460 80,836
Preferred dividends..........ccooveevveeveeeneennnn. oo — — (2.021)
Net income available to common stockholders .............. $ 118952 § 86,460 $ 78.815
Net income per common share available to common
stockholders:
BaSIC vttt $ 213 § L51 $ 1.44
DAL .o, $ 212 $_ 151 §$ 1.44
Weighted average common shares outstanding:
BaSIC .ottt et 55.904.246 57,249,252 54,617,744
Diluted ....oooveeeiieceee e 56,005,102 57,348,196 54,720,373

See accompanying notes to consolidated financial statements.
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HEALTHSPRING, INC. AND SUBSIDIARIES
CONSOLIDATED STATEMENTS OF STOCKHOLDERS’ EQUITY
AND COMPREHENSIVE INCOME

(in thousands)

Number of Number of Additional Other Total
Preferred  Preferred Common Common Paid-in Unearned Retained Comprehensive Treasury Stockholders’
Shares Stock Shares Stock Capital Compensation Earnings Income/Loss Stock Equity
Balances at December 31,

2005.ccociimeearrnesiesssineens 227 $ 2 32,284 322§ 251,202 % (1,885 § 10943 § —  $ 40) $ 260,544
Preferred dividends - .

ACCTUE w.ooverercrnrcrirvesesennens — — — — 2,021 — (2,021) — — —
Preferred Shares converted ) :

to common Shares ............. 227) 2) 12,553 126 (124) — — - —_ —
Minority interest '

converted to common

ShArES...covvverinmrsnssnsierssiens — — 2,040 21 39,763 — — — — 39,784
Common shares issued at |

IPO, net ..covevrrmnens — — 10,600 106 188,333 — — — 188,439
Restricted shares issued . — — 45 — — — — — — —
Stock-option EXercises ........ — — 5 —_ 42 — — — — 42
Purchase of 66 shares of

restricted common stock ... — — — — — — — — (13) 13)
Share-based compensation

(5915 1T — — — — 5,650 — — — —_ 5,650
Reclassification of

unearned compensation

upon adoption of SFAS

NO. 123R ooossnsseeneeens — — — — (1,885) 1,885 — — — —
Comprehensive income - :

net income — — — — — — 80.836 — — 80,836
Balances at December 31,

2006 cceeminnemninsrserenseies — — 57,527 575 485,002 — 89,758 — (53) 575,282
Restricted shares issued — — 27 — — — — — —
Stock-option exercises ........ — — 63 1 1,024 — —_ — — 1,025
Purchase of 58 shares of

restricted common stock ... — — — — — — — — (12) (12)
Share-based compensation ’

EXPENSE. covuranrmrsnssrrsseriaiinns — — — — 8,600 — — — — 8,600
Comprehensive income -

net income - — — — — — 86,460 — — 86,460
Balances at December 31, .

— — 57,617 576 494,626 — 176,218 — (65) 671,355
Comprehensive income:
Net income.....o..ovrervevenee — — — — — — 118,952 — — 118,952
Other comprehensive
loss:
Net loss on interest
rate swap and
available for sale
securities, net of
$(1,232) taX coorrcereene — — — — — — — (1,955) — (1.955)
Comprehensive
i 116,997
— — 135 2 — — — — — 2
Stock-option exercises ........ — 60 — 1,010 — — — — 1,010
Purchase of 27 shares of

restricted common stock ... — — — — — — — (53) (53)
Purchase of shares of

common stock pursuant

to stock repurchase

PYOZIAM .ooceonasnivnsississsassens — — — — — — — (47.164) (47,164)
Share-based compensation

expense — — — = 8,731 = = — — 8.731
Balances at December 31,

2008 — % — 57.812 $ 578 §..504,367 $ — $ 295170 § (1,955) £ (47.282) § 750,878

See accompanying notes to consolidated financial statements.
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HEALTHSPRING, INC. AND SUBSIDIARIES
CONSOLIDATED STATEMENTS OF CASH FLOWS
: (in thousands)

Year Ended Year Ended Year Ended
December 31,2008 December 31, 2007 December 31, 2006
Cash from operating activities: .
NEt INCOME...vviviiiiiiriceeeeeceeeeeeeeeeee e $ 118,952 $ 86,460 $ 80,836
Adjustments to reconcile net income to net cash
provided by operating activitiés:

Depreciation and amortization...............c.ovevveveevvenonn.. 28,547 016,220 10,154
Impairment of intangible assets.........cocovveervevriereernnnn, — 4,537 —
Amortization of deferred financing cost...........u......... 2,442 752 . 242
Deferred tax (benefit) expense...........cccooveeevvvevvennnnn.. (1,608) (2,554) 796
Share-based compensation..............coecevveereiereveiernnn 8,731 8,600 5,650
Equity in earnings of unconsolidated affiliate .............. (433) (357) (309)
Tax shortfall from share awards .............cocovervvvievennn.. (283) — —
MINOLitY INLereSt ..veevreieiierierereeeeeeeeeeee e — — 303
Write-off of deferred financing fee.............ccovueenen.n. — 651 5,375
Paid-in-kind (PIK) interest on subordinated notes........ — — 116

Increase (decrease) in cash equivalents (exclusive of
acquisitions) due to:

Accounts receivable...........coooooviiiierieieeeeenn, (12,861) (41,428) (10,340)
Prepaid expenses and other current assets ............ (1,526) (513) (899)
Medical claims lability ..........ccccocvevceirrrevrennn. 35,634 15,144 40,133
Accounts payable, accrued expenses, and other
current Habilities ..........ccoeeoveveveeeveeee e, 6,997 (6,948) 8,214
Risk corridor payable to CMS ....c.ooovovveveenn. (20,945) (8,755) 27,587
Deferred revenue .............ooocvvveeeenveeeeeeenn — (62) (301)
Other long -term liabilities.............ccooovveevvvevennnn. (1,662) 1.005 64
Net cash provided by operating activities.......... 161.985 72,752 167.621
Cash flows from investing activities:
Purchases of property and equipment................coov........ (11,657) (15,886) (7,063)
Purchases of investment SECUTIti€s ..........ocoovvevevevereeenan (52,4006) (83,966) (10,368)
Maturities of investment SECUTTties ..........c.vvvvveveeeoovoen, 65,317 30,616 18,283
Purchases of restricted investments ............coovvvevevennnnnn. (7,410) (6,217) (1,810)
Maturities of restricted investments.............ooovvvvveevovonnn, 5,857 3,700 267
Distributions received from unconsolidated affiliate........ 464 357 355
Acquisitions, net of cash acquired................cocvveevrern..... (7.200) (317,799) —
Net cash used in investing activities.................. (7.035) (389.195) (336)
Cash flows from financing activities:
Proceeds from issuance of long-term debt........................ — 300,000 —
Payments on long-term debt..........c.cocovevivveieceeennnnn. (28,237) (3,750) (188,642)
Deferred financing CoStS..........coccovvvereereeeomseeereeesn — (10,610) (932)
Proceeds from issuance of common stock........oooovoevon.. — — 188,493
Purchases of treasury stocK.............ocvveveveeemeeereen, 47,217) (12) (13)
Excess tax benefit from stock option exercised................ 84 2 30
Proceeds from stock options exercised...............ovovoeven.. 1,012 1,023 . 12
Funds received for the benefit of members. ..., 516,225 336,472
Funds withdrawn for the benefit of members................. (638,667) (321,035) —
Funds received for the benefit of members, net............... — — 62,125
Net cash (used in) provided by financing activities...... (196.800) 302,090 61,073
Net (decrease) increase in cash and cash equivalents... (41,850) (14,353) 228,358
Cash and cash equivalents at beginning of year ................... 324,090 338.443 110,085
Cash and cash equivalents at end of year ...............cco........... $ 282240 $ 324,090 $ 338,443

See accompanying notes to consolidated financial statements.
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Year Ended Year Ended Year Ended
December 31,2008 December 31,2007 December 31, 2006
Supplemental disclosures: .
Cash paid fOr INEETESt.....ovvriereicmririninisiss e $ 17,406 $ 4235 8§ 3,504
Cash paid fOr tAXES. .....cvrrmeereereereicsisimnnisissrs e $ 72,605 $ 48,797 § 37,686
Capitalized tenant improvement allowances and deferred
FEMUE e eeeeseseseeseeeesessessassassassesseeseonsessonsepanssseasesasiusen 439 $ 3,839 —
Non-cash transactions:
TNEETESE TALE SWAD «.veververnsirmsssssessserssenesensssasssanispasssssses $ 3255 $ — —
Issuance of common shares in exchange for minority
SHALES 1oveveeeeenierreireretaeseeereseeasssessasesastentss e re s nnses — — $ 39,784
Effect of acquisitions:
Cash PUICRASE PIICE ..vvrerresseveeererrrsssssrssessssssssssessssesssss $ (7200) $  (355,000) $ —
Capitalized transaction COSES.........courmrunrnercraniciesunens. i — (2,947) —
Cash acquired .......ccooovevvcrreunns et naeaes — 40,148 —
Acquisition, net of cash received .........oommnirirrnceininnenn: $ (7,200) $ (317,799) § —

See accompanying notes to consolidated financial statements.
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HEALTHSPRING, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
(in thousands, except share data)

(1) Organization and Summary of Significant Accounting Policies
(a) Description of Business and Basis of Presentation

HealthSpring, Inc, a Delaware corporation (the “Company”), was organized in October 2004 and began
operations in March 2005. The Company is a managed care organization that focuses primarily on Medicare, the
federal government sponsored health insurance program for U.S. citizens aged 65 and older, qualifying disabled
persons, and persons suffering from end-stage renal disease. Through its health maintenance organization (“HMO”)
and regulated insurance subsidiaries, the Company operates Medicare Advantage health plans in the states of
Alabama, Florida, Illinois, Mississippi, Tennessee and Texas and offers Medicare Part D prescription drug plans to
persons in 24 of the 34 CMS regions. The Company also provides management services to healthcare plans and
physician partnerships. -

The Company refers to its Medicare Advantage plans, including plans providing Part D prescription drug
benefits, or “MA-PD” plans, as “Medicare Advantage” plans. The Company refers to its stand-alone prescription
drug plan as “PDP.” In addition to standard coverage plans, the Company offers supplemental benefits in excess of
the standard coverage.

The consolidated financial statements include the accounts of HealthSpring, Inc. and its wholly and majority
owned subsidiaries as of December 31, 2008 and 2007, and for the years ended December 31, 2008, 2007 and 2006.
All significant inter-company accounts and transactions have been eliminated in consolidation.

On February 8, 2006, the Company completed an underwritten initial public offering of its common stock. See
Note 9.

(b) Use of Estimates

The preparation of the consolidated financial statements requires management of the Company to make a
number of estimates and assumptions relating to the reported amount of assets and liabilities and the disclosure of
contingent assets and liabilities at the date of the consolidated financial statements and the reported amounts of
revenues and expenses during the period. The most significant item subject to estimates and assumptions is the
actuarial determination for liabilities related to medical claims. Other significant items subject to estimates and
assumptions include the Company’s estimated risk adjustment payments receivable from the Centers for Medicare
and Medicaid Services (“CMS”), the valuation of goodwill and intangible assets, the useful lives of definite-life
intangible assets, the valuation of debt securities carried at fair value and certain amounts recorded related to the Part
D program. Actual results could differ from these estimates.

Hliquid credit markets and volatile equity markets have combined to increase the uncertainty inherent in certain
estimates and assumptions. As future events and their effects cannot be determined with precision, actual results
could differ significantly from these estimates. Changes in estimates resulting from continuing changes in the
economic environment will be reflected in the financial statements in future periods.

(c) Cash Equivalents

The Company considers all highly liquid investments that have maturities of three months or less at the date of
purchase to be cash equivalents. Cash equivalents include such items as certificates of deposit, commercial paper,
and money market funds.
(d) Investment Securities and Restricted Investments

The Company classifies its debt and equity securities in three categories: trading, available for sale, or held to
maturity. Trading securities are bought and held principally for the purpose of selling them in the near term. Held-

to-maturity securities are those securities in which the Company has the ability and intent to hold the security until
maturity. All securities not included in trading or held to maturity are classified as available for sale.
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HEALTHSPRING, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
(in thousands, except share data)

Trading securities and available for sale securities are recorded at fair value. Held to maturity debt securities are
recorded at amortized cost, adjusted for the amortization or accretion of premiums or discounts. Unrealized holding
gains and losses on trading securities are included in earnings. Unrealized holding gains and losses (net of applicable
deferred taxes) on available for sale securities are included as a component of stockholders’ equity and
comprehensive income until realized from a sale or other than temporary impairment. Realized gains and losses
from the sale of available for sale securities are determined on a specific identification basis. Purchases and sales of
investments are recorded on their trade dates. Dividend and interest income are recognized when earned.

A decline in the fair value of any held to maturity or available for sale security below cost that is deemed to be
other than temporary results in a reduction in its carrying amount to faif value. The impairment is charged to
earnings and a new cost basis for the security is established. To determine whether an impairment is other than
temporary, the Company considers whether it has the ability and intent to hold the investment until a market price
recovery and considers whether evidence indicating the cost of the investment is recoverable outweighs evidence to
the contrary. Evidence considered in this assessment includes the reasons for the impairment, the severity and -
duration of the impairment, changes in fair value subsequent to year end, and forecasted performance of the
investee.

Restricted investments include U.S. Government securities, money market fund investments, and certificates of
deposit held by the various state departments of insurance to whose jurisdiction the Company’s subsidiaries are
subject. These restricted assets are recorded at amortized cost and classified as long-term regardless of the
contractual maturity date because of the restrictive nature of the states’ requirements. '

(e) Property and Equipment

Property and equipment are stated at cost less accumulated depreciation. Depreciation on property and
equipment is calculated on the straight line method over the estimated useful lives of the assets. The estimated useful
life of property and equipment ranges from 1 to 5 years. Leasehold improvements for assets under operating leases
are amortized over the lesser of their useful life or the base term of the lease. Maintenance and repairs are charged to
operating expense when incurred. Major improvements that extend the lives of the assets are capitalized.

() Long Lived Assets

Long lived assets, such as property and equipment and purchased intangibles subject to amortization, are
reviewed for impairment whenever events or changes in circumstances indicate that the carrying amount of an asset
may not be recoverable. Recoverability of assets to be held and used is measured by a comparison of the carrying
amount of an asset to estimated future undiscounted cash flows:expected to be generated by the asset. If the carrying
amount of an asset exceeds its estimated fair value, an impairment charge is recognized by the amount of the excess.
Assets to be disposed of would be separately presented in the balance sheet and reported at the lower of the carrymg
amount or fair value less costs to sell, and no longer depreciated.

Intangible assets with estimable useful lives are amortized over their respective estimated useful lives. The

Company determines the useful life and amortization method for definite-life mtanglble assets based on the -

guidance in Statement of Financial Accounting Standard (“SFAS™) No. 142, “Goodwill and Other Intangible
Assets”. For all periods through the quarter ended Septeniber 30, 2007, the straight-line method of amortization was
applied for the Medicare member network intangible asset as a better pattern could not be reliably determined based
on available information. Effective October 1, 2007, the Company began applying a 17-year accelerated method of
amortization for the Medicare member network intangible asset. Since the date of acquiring the member network
asset in 2005, the Company tracked actual attrition rates experienced within the member network and determined as
of October 1, 2007 that there was adequate historical data to make reliable estimates regarding future attrition rates
for amortization purposes. Based on its review of historical attrition rates, the Company believes the accelerated
method of amortization over the revised estimated life better approximates the distribution of economic benefits
realized from the member network intangible asset. The use of an-accelerated method prior to October 2007 would
have resulted in the recognition of amortization expense that is not materially different from the amounts recognized
under the straight-line method used by the Company during the same periods. The Company’s accounting for this
change related to the recapitalization asset resulted in incremental amortization expense of $250 during the quarter

73



HEALTHSPRING, INC. AND SUBSIDIARIES
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(in thousands, except share data)

ended December 31, 2007 over the amount of expense recognized using the straight-line method in prior quarters of
2007 and did not have a material effect on the Company’s reported income before income taxes, net income, or net
income per share for the quarter and year ended December 31, 2007. The Company monitors its actual attrition rates
and adjusts amortization schedules accordingly when necessary. Similarly, the Company is using a 20-year
accelerated method of amortization for the Medicare member network intangible acquired as part of the acquisition
of Leon Medical Centers Health Plans, Inc. on October 1, 2007.

(g) Income Taxes

The Company uses the asset and liability method of accounting for income taxes. Under this method, deferred
income taxes reflect the net tax effects of temporary differences between the carrying amounts of assets and
liabilities for financial reporting purposes and the amounts used for income tax purposes and net operating loss and
tax credit carryforwards. The amount of deferred taxes on these temporary differences is determined using the tax
rates that are expected to apply to the period when the asset is realized or the liability is settled, as applicable, based
on tax rates and laws in the respective tax jurisdiction enacted as of the balance sheet date.

The Company reviews its deferred tax assets for recoverability and establishes a valuation allowance based on
historical taxable income, projected future taxable income, applicable tax strategies, and the expected timing of the
reversals of existing temporary differences. A valuation allowance is provided when it is more likely than not that
some portion or all of the deferred tax assets will not be realized.

Effective January 1, 2007, the Company accounts for uncertain tax positions in accordance with FASB
Interpretation No. 48, “Accounting for Uncertainty in Income Taxes” (“FIN 48”). Accordingly, the Company
reports a liability for unrecognized tax benefits resulting from uncertain tax positions taken or expected to be taken
in a tax return. The Company recognizes interest and penalties, if any, related to unrecognized tax benefits in income
tax expense.

(h) Leases

The Company leases facilities and equipment under non-cancelable operating agreements, which include
scheduled increases in minimum rents and renewal provisions at the option of the Company. The lease term used in
all lease accounting calculations begins with the date the Company takes possession of the facility or the equipment
and ends on the expiration of the primary lease term or the expiration of any renewal periods that are deemed to be
reasonably assured at the inception of the lease. Rent holidays and escalating payment terms are recognized on a
straight-line basis over the lease term. For certain facility leases, the Company receives allowances from its
landlords for improvement or expansion of its properties. Tenant improvement allowances are recorded as a deferred
rent liability and recognized ratably as a reduction to rent expense over the remaining lease term.

(i) Goodwill and Indefinite-Life Intangible Assets

Goodwill represents the excess of cost over fair value of assets of businesses acquired. Goodwill and intangible
assets acquired in a purchase business combination and determined to have an indefinite useful life are not
amortized, but instead are tested for impairment at least annually. An impairment loss is recognized to the extent
that the carrying amount exceeds the asset’s fair value. This determination is made at the reporting unit level and
consists of two steps. First, the Company determines the fair value of the reporting unit and compares it to its
carrying amount. Second, if the carrying amount of the reporting unit exceeds its fair value, an impairment loss is
recognized for any excess of the carrying amount of the unit’s goodwill over the implied fair value of that goodwill.
The implied fair value of goodwill is determined by allocating the fair value of the reporting units in a manner
similar to a purchase price allocation, in accordance with SFAS No. 141, “Business Combinations.” The residual
fair value after this allocation is the implied fair value of the reporting unit’s goodwill. The Company has four
reporting units where goodwill is reported — Alabama, Florida, Tennessee and Texas. The determination of whether
or not goodwill has become impaired involves a significant level of judgment in the assumptions underlying the
approach used to determine the value of the Company’s reporting units. Changes in the assumptions including, but
not limited to, the Company’s strategy and economic and market conditions could significantly impact these
judgments and require adjustments to recorded amounts of goodwill.
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During the current year, the Company changed the timing of its annual goodwill and indefinite life intangibles
impairment testing from December 31 to October 1. This change in accounting principle is preferable because it
allows the Company to complete its annual goodwill and indefinite life intangibles impairment testing prior to its
year-end closing activities. This change did not delay, accelerate, or avoid an impairment charge. The Company
conducted an annual impairment test as of October 1, 2008 and concluded that the carrying value of the reporting
units did not exceed their fair value. In addition, no events have occurred subsequent to the 2008 testing date which
would indicate any impairment may have occurred.

(i) Medical Claims Liability and Medical Expenses

Medical claims liability represents the Company’s liability for services that have been performed by providers
for its Medicare Advantage and commercial HMO members that have not been settled as of any given balance sheet
date. The liability consists of medical claims reported to the plans as well as an actuarially determined estimate of
claims that have been incurred but not yet reported to the plans, or IBNR.

Medical expenses consist of claim payments, capitation payments, risk sharing payments and pharmacy costs,
net of rebates, as well as estimates of future payments of claims provided for services rendered prior to the end of
the reporting period. Capitation payments represent monthly contractual fees disbursed to physicians and other
providers who are responsible for providing medical care to members. Risk-sharing payments represent amounts
paid under risk sharing arrangements with providers, including independent physician associations (see Note 12).
Pharmacy costs (including Medicare Part D costs — see Note 3) represent payments for members’ prescription drug
benefits, net of rebates from drug manufacturers. Rebates are recognized when the rebates are earned according to
the contractual arrangements with the respective vendors. Premiums the Company pays to reinsurers are reported as
medical expenses and related reinsurance recoveries are reported as reductions from medical expenses.

(k) Derivatives

During the year ended December 31, 2008, the Company entered into two interest rate swap derivatives to
convert floating-rate debt to fixed-rate debt. The Company’s interest rate swap agreements involve agreements to
pay a fixed rate and receive a floating rate, at specified intervals, calculated on an agreed-upon notional amount. The
Company’s objective in entering into these interest rate financial instruments is to mitigate its exposure to
significant unplanned fluctuations in earnings caused by volatility in interest rates. The Company does not use any
of these instruments for trading or speculative purposes.

Derivative instruments used by the Company involve, to varying degrees, elements of credit risk, in the event a
counterparty should default, and market risk, as the instruments are subject to interest rate fluctuations. Credit risk is
managed through the use of counterparty diversification and monitoring of counterparty financial condition. All
derivative financial instruments are with firms rated by national rating agencies.

All derivatives are recognized on the balance sheet at their fair value. For all hedging relationships the Company
formally documents the hedging relationship and its risk management objective and strategy for undertaking the
hedge, the hedging instrument, the hedged item, the nature of the risk being hedged, how the hedging instrument’s
effectiveness in offsetting the hedged risk will be assessed prospectively and retrospectively, and a description of the
method of measuring ineffectiveness. To date, the two derivatives entered into by the Company qualify for and are
designated as cash flow hedges. Changes in the fair value of a derivative that is highly effective, and that is.
designated and qualifies as a cash flow hedge to the extent that the hedge is effective, are recorded in other
comprehensive income (loss) until earnings are affected by the variability of cash flows of the hedged transaction
(e.g. until periodic settlements of a variable asset or liability are recorded in earnings). Any hedge ineffectiveness
(which represents the amount by which the changes in the fair value of the derivatives differ from changes in the fair
value of the hedged instrument) is recorded in current-period earnings. Also, on a quarterly basis, the Company
measures hedge effectiveness by completing a regression analysis comparing the present value of the cumulative
change in the expected future interest to be received on the variable leg of our swap against the present value of the
cumulative change in the expected future interest payments on our variable rate debt.
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() Premium Revenue

Health plan premiums are due monthly and are recognized as revenue during the period in which the Company is
obligated to provide services to the members. The Company recognizes premium revenue for the Part D payments
received from CMS for which it assumes risk. The Company does not record revenue related to Part D payments
from CMS that represent payments for claims for which it assumes no risk (See Note 3).

The Company’s Medicare premium revenue is subject to adjustment based on the health risk of our members
under what is referred to as CMS’s risk adjustment payment methodology. Risk adjustment uses health. status
indicators to correlate the payments to the health acuity of the member, and consequently establish incentives for
plans to enroll and treat less healthy Medicare beneficiaries. CMS adopted this payment methodology in 2003, at
which time the risk adjustment methodology accounted for 10% of the premium payment to Medicare health plans,
with the remaining 90% being based on demographic factors. In 2006, the portion of risk adjusted payments was
75% and in 2007, was increased to 100% which remained unchanged for 2008. The PDP payment methodology is
based 100% on the risk adjustment model.

The Company’s Medicare premium revenue is subject to adjustment based on the health risk of its members.
This process for adjusting premiums is referred to as the CMS risk payment methodology. Under the risk adjustment
payment methodology, managed care plans must capture, collect, and report diagnosis code information to CMS.
After reviewing the respective submissions, CMS establishes the payments to Medicare plans generally at the
beginning of the calendar year, and then adjusts premium levels on two separate occasions on a retroactive basis.
The first retroactive risk premium adjustment for a given fiscal year generally occurs during the third quarter of such
fiscal year. This initial settlement (the “Initial CMS Settlement”) represents the updating of risk scores for the
current year based on the prior year’s dates of service. CMS then issues a final retroactive risk premium adjustment-
settlement for the fiscal year in the following year (the “Final CMS Settlement”). Prior to 2007, the Company was
unable to estimate the impact of either of these risk adjustment settlements, and as such recorded them upon
notification from CMS of such amounts. In the first quarter of 2007, the Company began estimating and recording
on a monthly basis the Initial CMS Settlement, as the Company concluded it had sufficient historical experience and
available risk data to reasonably estimate such amounts. In the fourth quarter of 2007, the Company estimated and
recorded the Final CMS Settlement for 2007, as the Company concluded such amounts were estimable. The Final
CMS Settlement for 2006 was recorded during the second quarter of 2007 when received from CMS. Premium
revenue for 2007 includes both Final CMS Settlements for 2007 and 2006. As of January 2008, the Company
estimates and records on a monthly basis both the Initial CMS Settlement and the Final CMS Settlement for the
2008 CMS plan year. All such estimated amounts are periodically updated as necessary as additional diagnosis code
information is reported to CMS and adjusted to actual amounts when the ultimate adjustment settlements are either
received from CMS or the Company receives notification from CMS of such settlement amounts.

(m) Member Acquisition Costs

Member acquisition costs consist primarily of broker commissions, incentive compensation, and advertising
costs. Such costs are expensed as incurred.

(n) Fee Revenue

Fee revenue primarily includes amounts earned by the Company for management services provided to
independent physician associations and health plans. The Company’s management subsidiaries typically generate
this fee revenue on one of three principal bases: (1) as a percentage of revenue collected by the relevant health plan;
(2) as a fixed per member, per month or “PMPM” payment or percentage of revenue for members serviced by the
relevant independent physician association; or (3) as fees the Company receives for offering access to its provider
networks and for administrative services it offers to self-insured employers. Fee revenue is recognized in the month
in which services are provided. In addition, pursuant to certain of the Company’s management agreements with
independent physician associations, the Company receives additional fees based on a share of the profits of the
independent physician association, which are recognized monthly as either fee revenue or as a reduction to medical
expense dependent upon whether the profit relates to members of one of the Company’s HMO subsidiaries.

76



HEALTHSPRING, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
(in thousands, except share data)

(o) Reinsurance

Certain of the Company’s HMO subsidiaries have reinsurance arrangements with respect to its commercial lines
of business with well-capitalized, highly-rated reinsurance providers. These arrangements include maximum
medical payment amounts per member per year and per such member’s lifetime. Premiums the Company pays to
reinsurers are reported as medical expenses and related reinsurance recoveries are reported as deductions from
medical expenses. Premiums paid and amounts recovered under these agreements have not been material in any
period covered by these consolidated financial statements.

(p) Net Income Per Common Share

Net income per common share is measured at two levels: basic net income per common share and diluted net
income per common share. Basic net income per common shares is computed by dividing net income available to
common stockholders by the weighted average number of common shares outstanding during the period. Diluted net
income per common share is computed by dividing net income available to common stockholders by the Welghted
average number of common shares outstanding after considering the dilution related to stock options and restricted
stock.

(q) Share Based Compensation

Effective January 1, 2006, the Company adopted the fair value recognition provisions of SFAS No. 123R
“Share-Based Payment” (“SFAS No. 123R”), using the modified prospective method. Under this method,
compensation costs are recognized based on the estimated fair value of the respective options and the period during
which an employee is required to provide service in exchange for the award. The Company recognizes share-based
compensation costs on a straight-line basis over the requisite service period for the entire award.

(r) Recent Accounting Pronouncements

In September 2006, the Financial Accounting Standards Board (“FASB”) issued SFAS No. 157, “Fair Value
Measurements” (“SFAS No. 157”). SFAS No. 157 establishes a common definition for fair value to be applied to
U.S. generally accepted accounting principles (“GAAP”) requiring use of fair value, establishes a framework for
measuring fair value, and expands disclosure about such fair value measurements. SFAS No. 157 was effective for
financial assets and financial liabilities for fiscal years beginning after November 15, 2007. Issued in February 2008,
FASB Staff Position (“FSP”) 157-1 “Application of FASB Statement No. 157 to FASB Statement No. 13 and Other
Accounting Pronouncements That Address Fair Value Measurements for Purposes of Lease Classification or
Measurement under Statement 13” removed leasing transactions accounted for under Statement 13 and related
guidance from the scope of SFAS No. 157. FSP 157-2 “Partial Deferral of the Effective Date of Statement 157”
(“FSP 157-2”), deferred the effective date of SFAS No. 157 for all nonfinancial assets and nonfinancial liabilities to
fiscal yea.rs beginning after November 15, 2008. .

The implementation of SFAS No. 157 for financial assets and financial liabilities, effective January 1, 2008, did
not have a material impact on the Company’s consolidated financial position and results of operations. The adoption
of this statement for nonfinancial assets and nonfinancial liabilities on January 1, 2009 did not have a material
impact on the Company’s financial statements.

On December 4, 2007, the FASB issued SFAS No. 141 (Revised 2007), “Business Combinations™ (“SFAS No.
141(R)”). SFAS No. 141(R) will significantly change the accounting for business combinations. Under SFAS No.
141(R), an acquiring entity will be required to recognize all the assets acquired and liabilities assumed in a
transaction at the acquisition-date fair value with limited exceptions. SFAS No.'141(R) also includes a substantial
number of new disclosure requirements. SFAS No. 141(R) applies prospectively to business combinations for which
the acquisition date is on or after the beginning of the first annual reporting period beginning on or after December
15, 2008, which is the year beginning January 1, 2009 for the Company. The provisions of SFAS No. 141(R) will
only impact the Company if it is party to a business combmatxon that is consummated after the pronouncement has
become effective. : :
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In December 2007, the FASB issued SFAS No. 160, “Noncontrolling Interests in Consolidated Financial
Statements — an amendment of ARB No. 517 (“SFAS No. 160”). This statement improves the relevance,
comparability, and transparency of the financial information that a reporting entity provides in its consolidated
financial statements by establishing accounting and reporting standards that require all entities to report
noncontrolling (minority) interests in subsidiaries in the same way, that is, as equity in the consolidated financial
statements. Additionally, SFAS No. 160 requires that entities provide sufficient disclosures that clearly identify and
distinguish between the interests of the parent and the interests of the noncortrolling owners. SFAS No. 160 affects
those entities that have an outstanding noncontrolling interest in one or more subsidiaries or that deconsolidate a
subsidiary. SFAS No. 160 is effective for fiscal years, and interim periods within those fiscal years, beginning on or
after December 15, 2008. The Company adopted SFAS No. 160 effective January 1, 2009. The adoption of this
statement did not have a material effect on the Company’s financial statements.

In March 2008, the FASB issued SFAS No. 161, “Disclosures about Derivative Instruments and Hedging
Activities” (“SFAS No. 161”). SFAS No. 161 requires enhanced disclosures about an entity’s derivative and
hedging activities and is effective for the Company as of the first quarter of fiscal 2009. The adoption of this
statement as of January 1, 2009 did not have a material impact on the Company’s financial statements.

In April 2008, the FASB issued FSP No. FAS 142-3, “Determination of the Useful Life of Intangible Assets,”
(FSP No. FAS 142-3), which amends the list of factors an entity should consider in developing renewal or extension
assumptions used in determining the useful life of recognized intangible assets under SFAS No. 142. The new
guidance applies to (1) intangible assets that are acquired individually or with a group of other assets and (2)
intangible assets acquired in both business combinations and asset acquisitions. Under FSP No. FAS 142-3,
companies estimating the useful life of a recognized intangible asset must consider their historical experience in
renewing or extending similar arrangements or, in the absence of historical experience, must consider assumptions
that market participants would use about renewal or extension. For the Company, this FSP will require certain
additional disclosures beginning January 1, 2009 and application to useful life estimates prospectively for intangible
assets acquired after December 31, 2008. The Company does not expect this standard to have a material impact on
its consolidated results of operations or financial condition.

(s) Reclassification

Certain amounts in previously issued financial staterhents were reciaésiﬁed to conform to 2008 presentations.
(2) Acquisitions
Leon Medical Centers Health Plans

On October 1, 2007, the Company completed the acquisition of all of the outstanding capital stock of Leon
Medical Centers Health Plans, Inc. (‘LMC Health Plans”) pursuant to the terms of a Stock Purchase Agreement,
dated as of August 9, 2007 (the “Stock Purchase Agreement”). LMC Health Plans is a Miami, Florida-based
Medicare Advantage HMO which included approximately 26,000 members as of the date of acquisition by the
Company. Pursuant to the Stock Purchase Agreement, the Company acquired LMC Health Plans for $355.0 million
in cash and 2,666,667 shares of the Company’s common stock, $.01 par value per share, which share consideration
has been deposited in escrow and will be released to the former stockholders of LMC Health Plans if Leon Medical
Centers, Inc. (“LMC?”) completes the construction of two additional medical centers in accordance with the
timetable set forth in the Stock Purchase Agreement. Such escrowed shares are excluded from the computation of
basic and diluted earnings per share until such time that all conditions for their release from escrow have been
satisfied.

As part of the transaction, the Company entered into an exclusive long-term provider contract (“the “Leon
Medical Services Agreement”) with LMC, which operates five Medicare-only medical clinics located throughout
Miami-Dade County. The Leon Medical Services Agreement is for an initial term of approximately ten years with
an additional five-year renewal term at LMC Health Plans’ option. LMC Health Plans has agreed that, during the
term of the agreement, LMC will be LMC Health Plans’ exclusive clinic-model provider, as defined in the
agreement, in the four South Florida counties of Miami-Dade, Palm Beach, Broward, and Monroe. LMC has agreed
that LMC Health Plans will be, during the term of the agreement, the exclusive HMO to whom LMC provides
medical services as contemplated by the agreement in the four-county area.
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Payments for medical services under the Leon Medical Services Agreement are based on agreed upon rates for
each service, multiplied by the number of plan members as of the first day of each month. There is a sharing
arrangement with regard to LMC Health Plans’ annual medical loss ratio (“MLR”) whereby the parties share equally
any surplus or deficit of up to 5% with regard to agreed-upon MLR benchmarks. The initial target for the annual
MLR is 80.0%, which increases to 81.0% during the term of the agreement.

The primary reasons for the acquisition of LMC Health Plans were to enable the Company to expand its
operations into a new market, to diversify its geographic presence, and to seek enhanced profitability and
shareholder value. The acquisition of the LMC Health Plans provided the Company with an immediate and sizeable
presence in the South Florida Medicare managed care market and a long-term provider contract with Leon Medical
Centers, an experienced and successful clinic model provider of health services to Medicare beneficiaries. The
purchase price was based upon arms-length negotiations between the Company and the sellers and resulted in a
premium to the fair value of net assets acquired (including identifiable intangible assets) and, correspondingly,
goodwill. Factors considered by the Company in agreeing to the purchase price included the historical and
prospective membership, reimbursement rates, earnings, cash flows and growth rates of LMC Health Plans and the
combined companies.

As further described in Note 14, in connection with funding the acquisition, on October 1, 2007, the Company
entered into a $400.0 million, five-year credit agreement which, subject to the terms and conditions set forth therein,
provided for $300.0 million in term loans and a $100.0 million revolving credit facility. The remainder of the cash
purchase price was funded through available cash and cash equivalents.

The acquisition was accounted for using the purchase method. The aggregate consideration for the acquisition
was $357,947, which included $2,947 of capitalized acquisition related costs. The contingent consideration
represented by the 2.7 million common shares placed in escrow are not included in the purchase price and are
excluded from outstanding and issued shares on the Company’s consolidated balance sheet as management has not
concluded that it is determinable beyond a reasonable doubt that the share release conditions will be met. The
Company acquired $357,947 of net assets, including $169,300 of identifiable intangible assets, and goodwill of
$248,178. The $169,300 of identifiable intangible assets recorded is being amortized over periods ranging from 15-
20 years. All intangible assets, including goodwill, are non-deductible for income tax purposes.

The following table summarizes the estimated fair value of the net assets acquired:

CASN et s ettt ettt et bttt en s $ 40,148
Property and QUIPIMENL.......c..tvueeereeiriiieini ittt e s sa e b b sa e beeb e s era s s b e ba b asaeets e s e e s aeneesns 1,736
Identifiable intangible assets..........ccoooveiirivniiniiannn, e ettt b 169,300
GOOAWILL....c.evvieieriee ettt sre e ere e snne e e eeteeeesereeeeirrareaeaseeeabtseaearbaresairteesaranaaenas 248,178
Other asSetS......covvevriernierriirrieccnnee s reenretrenesheesianeresenensessessssassassseitbesnentontistsinisies e e e s 850
TOtAl ASSELS ..eevrercerierreriririeieeciieesteerte s ireeee e sae e et e sand e bes smenenes eereriosseeasssasriessaseisesessnasenenssanesereresaneseisiss 460,212
Deferred tax Hability......coccovveeiciininieniiinneeereerresee et e s sanes eeverereeresteete st s e s ee e s nesnaas 66,634
Other current liabilities .........ccovvervveeeeenennen. ereeeenrrroaeareeeaaraaerabeeeeaanns Ceveereeretseeesrsasteastaraeesaetearnsenrraaeanns 33,240
LoNG-EITN LHADILEIES ....ceevee et ettt etos et et se b e sae e b st sbe bbb s bbb s sssas b aenenssasanaens 2,391
TOLAL HHADIIILIES .vvvvvveeiaeeeeteeseetetee et et ete st e e sie et et et st e e b e s see e ebesare st s b e saenesbsesesstsesatossestousentersesnesarresanan 102,265
INEL ASSELS ACQUITEM 1.vveerierieereererereeeeeetese e heretaete et e et eve e vestesaeasseesse s re s nesanesnnesar et s e b se bt s bt snessbesnbssrnsnnneans $357.947

As a result of completing negotiations with the seller regarding certain income tax matters, the Company
completed the final purchase accounting for this transaction during the third quarter of 2008 which resulted in the
recognition of an additional $2.0 million of goodwill and related adjustments to tax and other liability accounts.

A breakdown of the identifiable intangible assets, their assigned value and expected lives is as follows:

Estimated Life
Assigned Value ____ (Years)
Provider NEEWOTK .i.cveiveieierieiieteeeieeecre st see v resie e ia e be e e sa e e sreeseeesanas e evesone $ 126,700 15
Medicare meMbEr NEEWOIK ... cceeeeeieeeieeeiirieee e e ceareree e s s rnneaeaeeeesssssannaeesesns 42.600 20

Total amount of identified intangible ASSELS ..........cerrvererererrerereerereseerasassesesenescaes $ 169,300

79



HEALTHSPRING, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
(in thousands, except share data)

The results of operations for LMC Health Plans are included in the Company’s consolidated financial statements
for the period following October 1, 2007.

Valley Baptist Health Plans

Effective October 1, 2008, the Company acquired Medicare Advantage contracts from Valley Baptist Health
Plans (“Valley Plans”), operating in the Texas Rio Grande Valley counties of Hidalgo, Willacy, and Cameron, for
approximately $7.2 million in cash. The Valley Plans included approximately 2,900 members as of the acquisition
date. Additional cash consideration of up to $2.0 million is potentially payable to the seller based upon membership
levels retained as of April 1, 2009 and April 1, 2010. The Company accounted for this acquisition as an asset
acquisition and therefore 100% of the purchase price is allocated to the identified assets acquired. The final purchase
price allocation has not been completed and the purchase price has been preliminarily allocated at December 31,
2008 as follows: : -

Intangible assets:

PrOVIAET IEEWOTK o eveieveeereeeeeeeseeeeeseeeeeeetsestesseenssesseenseassaassaasassseesssesseenessssonnseasaasa s sa e s s e besaresbtsuneseesans s $ 2,707
Medicare MEmMDET NEEWOTK ......oeoeveeeieeeeeeerreresesttreeeseeesessaresesasseeseemresesrsesesstatesessranesassasasssasesesasnesessssssses 1,805
A CCOUNES TECEIVADIE . evvveeeeeeeeeeeeeeeeererereeessessesaseeeesassessasbasesrasanaesasseeeserasasessbaseeeabasseresnseasaesaaessastsesesnnaesastasnes 2,510
OLNET TECEIVADIES «.veveveeeveeeerererereeeeesesesstessssesessessbaassnesabaasssaeronseseatesssntsasseserraeasseabrsasstesaseentnesbsseates s st eanress 178
ASSELS ACAUITEM ...eveeieiteeeriiccies ettt bbb bbbt $ 7,200

(3) Accounting for Prescriptioh Drug Benefits under Part D

The Company recognizes prescription drug costs as incurred, net of estimated rebates from drug companies. The
Company has subcontracted the prescription drug claims administration to four third-party pharmacy benefit
managers.

To participate in Part D, the Company is required to provide written bids to CMS that include, among other
items, the estimated costs of providing prescription drug benefits. Payments from CMS are based on these estimated
costs. The monthly Part D payment the Company receives from CMS for Part D plans generally represents the
Company’s bid amount for providing insurance coverage, both standard and supplemental, and is recognized

“monthly as premium revenue. The amount of CMS payments relating to the Part D standard coverage for MA-PD
plans and PDPs is subject to adjustment, positive or negative, based upon the application of risk corridors that
compare the Company’s prescription drug costs in its bids to the Company’s actual prescription drug costs.
Variances exceeding certain thresholds may result in CMS making additional payments to the Company or the
Company’s refunding to CMS -a portion of the premium payments it previously received. The Company estimates
and recognizes an adjustment to premium revenue related to estimated risk corridor payments based upon its actual
prescription drug cost for each reporting period as if the annual contract were to end at the end of each reporting
period. Risk corridor adjustments do not take into account estimated future prescription drug costs. The Company
records a risk corridor receivable or payable and classifies the amount as current or long-term in the consolidated
balance sheet based on the expected settlement with CMS. The liabilities on the Company’s consolidated balance
sheets arise as a result of the Company’s actual costs to date in providing Part D benefits being lower than its bids.
The risk corridor adjustments are recognized in the consolidated statements of income as a reduction of premium
revenue.

Certain Part D payments from CMS represent payments for claims the Company pays for which it assumes no
risk. The Company accounts for these payments as funds held for (or due for) the benefit of members on its
consolidated balance sheets and as a financing activity in its consolidated statements of cash flows. The Company
does not recognize premium revenue or claims expense for these payments as these amounts represent pass-through
payments from CMS to fund deductibles, co-payments, and other member benefits.
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(4) Accounts Receivable

Accounts receivable at December 31, 2008 and 2007 consists of the following:

2008 2007

Medicare premium reCEIVADIES.......cocuiotiriieririeirteeeteiesresese sttt es et e s e bbb s enes $ 31,535 § 37,777

REDALES ....ccvvieieeeiiieeeiie e cettee e ettt e e eeteeeeetbaeeeebareeesabseeeassssas e nsaseesssesecsasesesssasesrsssesessaeessrsranans 25,603 14,471

DUE frOM PIrOVIAEIS...c.eeuiiiiiientietieieeiietetet et ete st et ieste st besin e b e st e besaessasasessebessanbestanasensases 17,409 2,976

OB .ttt ettt e st e e et eetbeeebeeebs e erb s e s te s ebbe s beseebe e tbseeaaseasbesanbaeenssesereeanresernearan 1.871 5.212

. : 76,418 60,436
Allowance for dOUDLIUL CCOUNTS.........eeeveieiieeireeeee st ccre e rre s reeesaae e ase e raesssseseressssneess (2.020) (1.409)

TOTAL..c.ve e eereeeeecreeet et eecbeeereeaeeeeeesaeeseeesesaseeseserssaraear e e baesre e sesanserseere e ss e seenseenaeanteese s raereannes $ 74398 $ 59.027

Medicare premium receivables at December 31, 2008 and 2007 include $27.6 million and $35.9 million,
respectively for receivables from CMS related to the accrual of retroactive risk adjustment payments. The Company
expects to collect such amounts outstanding at December 31, 2008 in the second half of 2009.

Rebates for drug costs represent estimated rebates owed to the Company from prescription drug companies. The
Company has entered into contracts with certain drug manufacturers which provide for rebates to the Company
based on the utilization of specific prescription drugs by the Company’s members. Accounts receivable relating to
unpaid health plan enrollee premiums are recorded during the period the Company is obligated to provide services to
enrollees and do not bear interest. The Company does not have any off-balance sheet credit exposure related to its
health plan enrollees. Due from providers amounts primarily include management fees receivable as well as
amounts owed to the Company for the refund of certain medical expenses paid by the Company under risk sharing
arrangements.

(5) Investment Securities
There were no investment securities classified as trading as of December 31, 2008 or 2007.

Investment securities classified as available for sale as of December 31, 2008 and 2007 consist of municipal
bonds and corporate debt securities. The cost of such securities as of December 31, 2007 approximates fair value.

Investment securities available for sale classified as current assets are as follows:

Gross Gross
Unrealized  Unrealized
Amortized Holding Holding Estimated
—Cost __Gains __ Losses _Fair Value
December 31, 2008:
MURICIPal DONAS ....eoiivvereerieeeeeeeteree e eveee et ere st e eveens $ 3,195 64 — 3,259

Investment securities available for sale classified as non-current assets are as follows:

Gross Gross
Unrealized  Unrealized
Amortized Holding Holding Estimated
Cost Gains Losses Fair Value
December 31, 2008:

Municipal BONAS ....ccceeeevevirierieeree ettt 24,874 262 (206) 24,930
Corporate debt SECUTIIES .....e.covrrecrieireereeteere et e e 5.533 o — 5.533
‘ $ 30407 262 (206) _. 30,463
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Investment securities held to maturity classified as current assets are as follows:

Gross Gross
Unrealized  Unrealized
Amortized Holding Holding Estimated
Cost Gains Losses Fair Value
December 31, 2008: :
U.S. Treasury SECUITLES ....couovererrernerereeicueremiinmnmisisisnenencnssennss $ 3,649 22 — 3,671
MURICIPAl DONAS w.eovrviririiriiinieisinii s 1,738 7 — 1,745 .
GOVEINMENE AZENCIES ...vverererereiereiersrrsesernisasrsrssssass st ssisrnies 10,761 134 — 10,895
Corporate debt SECUITHES .....ovuvreruiinmmninisissiserir s 8.602 15 (26) 8,591
$ 24750 ~__ 178 (26) 24,902
Gross Gross
Unrealized  Unrealized
Amortized Holding Holding Estimated
Cost Gains Losses Fair Value
December 31, 2007:
U.S. Treasury SECUITHES ....covrmrirerrurererniiriniinessssise s $ 400 — — 400
MUNICIPAL DOHAS «..vovriviciririeirieeei s 13,202 31 — 13,233
GOVEINMENt AZENCIES 1.vuvueeeslvererereessesrisiersesisisenmsns st 1,542 6 (1) 1,547
Corporate debt SECUrIties ...c.oevviviinieiacssiinacee eveeeresresbisbsesaarabens 1,450 1 e} 1,450
- $ 16,594 38 (2) 16,630
Investment securities held to maturity classified as non-current assets are as follows:
Gross Gross
Unrealized  Unrealized
Amortized Holding Holding Estimated
Cost Gains Losses Fair Value
December 31, 2008: ' ,
MUDICIPAT DONAS ..iveceeiverimnrrsisesssesssrise s e $ 7,500 97 (7D 7,526
GOVENMENt AZENCIES ..vorrvsivrrererererirsrieressessiesnrns st 3,081 243 — 3,324
Corporate debt SECUITHES ...vuvuururciiuinirieri it 9.505 85 (70) 9.520
$ 20,086 425 (141) 20,370
Gross Gross
Unrealized ° Unrealized
Amortized Holding Holding Estimated
Cost Gains Losses Fair Value
December 31, 2007:
U.S. Treasury SECUTIHIES ......corrrmrmresemsecsemsesmssssimsnssissssssisesssiesses $ 375 8 — 383
MUnicipal BONAS ....cvuvvrmririririerini e 2,595 22. — 2,617
Government agencies.............................................L ....................... 4,400 118 — 4,518
Corporate debt SECUTTHES ......vvuruurisreserierisiiinessimeni s 2,735 17 3) 2,749
' $ 10,105 165 _3 10,267

There have been no realized gains or losses on maturities of investment securities for the years ended December 31,

2008, 2007 and 2006.

Maturities of investments classified as available for sale, are as follows at December 31, 2008:

DUE WIthiIl ONI@ YEAT ...eercvererercurrarirrasisesesssss et e
Due after one year through five YEars.......cooeiiiiniiinins eveereeeaearessne e sareaaeas
Due after five years through e YEAIS .....c.vewueiimnmmmmssisssrsseis s
DU AFLET 1811 YATS cvvrervverersessrmsnssseesserssesassssssrss s a8
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Amortized.  Estimated
Cost Fair Value

$ 3,195 3,259
11,618 11,847
5,048 5,043
13,741 13,573

$ 33,602 _33.722
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Maturities of investments classified as held to maturity are as follows at December 31, 2008:

Amortized  Estimated

Cost Fair Value

Due within one year........ e e e eeeeaeta eraer et ertteitaetestesreteett et s et s et aarte i teeatserbaenneirrerareires $ 24,750 24,902
Due after one year through five YEars.......cccovevrininiiciiiiiicicic e 17,508 17,812
* Due after five years through ten YEars .........c.ccoeiiiiiiiiiiiiciiiieeiseee i e 1,582 1,511
DUE After T8N YEATS ....c.eeuiriieiieiceercrietetestee ettt e sa e 996 1,047
$ 44836 45,272

Gross unrealized losses on investment securities and the fair value of the related securities, aggregated by
investment category and length of time that individual securities have been in a continuous unrealized loss pos1t10n
at December 31, 2008, are as follows: :

Less Than

More Than
12 Months 12 Months Total

Unrealized -Fair Unrealized: Fair Unrealized Fair

; Losses . Value Losses Value Losses Value
Municipal bonds ................. $ 277 5,894 ‘ — L 277 5,894
Government agencies ......... — — — — — —
Corporate debt securities .... 95 10,959 1. 299 96 11,258
Total..ccouriecrirereeeeeeieecrennn, $ 372 16,853 ' 1 299 __373 17,152

Gross unrealized losses on investment securities and the fair value of the related securities, aggregated by
investment category and length of time that individual securities have been in a continuous unrealized loss position,
at December 31, 2007, are as follows:

Less Than More Than
12 Months 12 Months Total
Unrealized Fair. Unrealized Fair Unrealized Fair
Losses Value Losses -Value Losses Value

Municipal bonds.................. $ 7 1,306 — — 7 1,306
Government agencies ......... — — 1 500 1 500
Corporate debt securltles 4 744 1 499 5 1,243
Total...oeeoeieeiiceeeeeie s $ 11 2,050 2 999 13 3,049

Municipal Bonds and Government Agencies: The unrealized gains/losses on investments in municipal bonds
and government agencies were caused by interest rate changes. The contractual terms of these investments do not
permit the issuer to settle the securities at a price less than the amortized cost of the investment. Because the
Company has the ability and intent to hold these investments until a market price recovery or maturity, these
investments are not considered other-than-temporarily impaired.

Corporate Debt Securities: The unrealized losses on corporate debt securities were caused by interest rate
changes. The contractual terms of the bonds do not allow the issuer to settle the securities as a price less than the
face value of the bonds. Because the decline in fair value is attributable to changes in interest rates and not credit
quality, and the Company has the intent and ability to hold these investments until a market price recovery or
maturity, these investments are not considered other-than-temporarily impaired.

(6) Property and Equipment

A summary of property and equipment at December 31, 2008 and 2007 is as follows:

2008

2007

Furniture and eqQUIPIENI. .........coveveeeeertrierereeremserreremsiesesisistssissas et ss s ssss st eaesenssenssess $ 9,766 8,316
Computer hardware and software............ OV OO ST O PO RSO POTOTOPTROTOR 24,732 19,536
Leasehold iMProvVements...........ccveeveireriiiiiniiiniie st ss e sn et e 16.996 13,078
. 51,494 40,930
Less accumulated depreciation and amortiZation ............iveviciiineniinnee st (24.652) (16.814)
$ 26,842 24,116
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Depreciation expense on property and equipment for the year ended December 31, 2008, 2007, and 2006 was
$9,369, $6,175, and $2,626, respectively.

(7) Goodwill and Intangible Assets

Changes to goodwill during 2008 and 2007 are as follows:

Balance at DecembBEr 31, 20006 ........c.ocveverieverereeereeisiesseeesiesestereessesesireses st st s et $341,619
Purchase of LMC Health P1ans (S€€ NOLE 2)....c.ccvererremiiiiiiiieniiisieneis sttt 246,163
OO oot eee e eeeeeveesassasasaasesesaseeeseasesesesnesessnsbaseaissra e e sbbaeasasrare s sbbesesaassse b baesaas s s e e e s rar e e s rer et s s s b b s 219

Balance at December 31, 2007 ...cvooviiiiieeeieireerrereeceeeeeeserescesissssssnss st esnesssa e s s e aseeons e ereeeeier e 588,001
Acquisition of LMC Health Plans B ettt evveereentesneesrneeaeneaas 2.015

Balance at December 31, 2008 ........ooirveoeeeieeiereeeieteteeseeesesieere st saeens fr et $590.016

M As a result of completing negotiations with the seller regarding certain income tax matters, the Company
completed the final purchase accounting for this transaction during the third quarter of 2008 which resulted in an
additional $2.0 million of goodwill and related adjustments to tax and other liability accounts.

A breakdown of the identifiable intangible assets, their assigned value and accumulated amortization at December
31, 2008 and 2007 is as follows:

2008 2007

Accumulated Accumulated

Cost Amortization Cost Amortization
TEAAE TAINIE «.e.eeveeeeeeeeeeeeeeeeeeeeeeesateesseeetesesssesresesnnesssasssnaesnne $ 24,500 — $ 24,500 —
NON-COMPELE AZIELINENS ...ovvivieerrciesieiieieresteeeretese e 800 613 800 453
Provider NEIWOIKS.......ovivreeeeiieieeeieeeereeeesieresesreresesnessarene e 136,507 12,509 133,800 3,453
Medicare member NEIWOIKS ....oooevieieiieieceece e 93,933 22,583 92,128 13,028
Commercial customer relationships......c.cccvveeveevrcneiniinniniinn. — —_ 1,011 707
Management contract Tight..........covvmvmiininniiineees 1,555 363 1,554 259

257,295 36,068 253,793 17,900

Changes to the carrying value of identifiable intangible assets during 2008 and 2007 are as follows:

Balance at December 31, 2000 ......c.ooiivreeereeeeeieieeieereee et seesstesteeesesteses ettt sr ettt b s st e sr e e ena e $ 81,175
Acquisition of LMC Health Plans (See NOte 2)......c.ccoiiiimininine it 169,300
AMOTTIZALION EXPETISE ..vereveverirrreeresreresererteteataserestseessmsssassssssssssebatetases e s asasas et e s es et st s b et st bbbt (10,045)
Write-down of customer relationships in connection with impairment charge..........ccocveveeeincncinennne (4.537)

Balance at DecembEr 31, 2007 .......ooviiireeeeiiriiieeiieaineeseeesareesseeeessesssesssbaressasasanssrsnasassassssasssassastesastesnesnes 235,893
Acquisition of Valley P1ans (S€€ NOE 2) .....ccvuvuiiiririviniiviineieieesisssssiee st 4,512
ATNOTTIZALION EXPEIISE 1..vvreverieeeerenirienteerteteeseeaeeesiestsressestesetese s e s e s s eas b e e sbease st st e s s se st n e s s s e e et (19.178)

Balance at December 31, 2008 .......oviovieeiereeeeeieeeteee e e st be e e ase s et e st bs s en e eba e b g e b et s et e eas $221.227

The weighted-average amortization periods of the acquired intangible assets are as follow:

Weighted-Average
Amortization

Period (In Years)
Trade name indefinite
Non-compete agreCmeEnts ........coccvvvriveirerivreererineeseeans e eertebeeterhrerreabteeraan et tee et e e et st e anes 5.0
PrOVIAET NEIWOTKS .eveveeeeeeeiieeeieeessitrereeevesiisbeteeeeesesbarereseasesbararasesessnsnneressssassstraresssenasanransransanssns 14.8
Medicare MEMDBET NEEWOTKS ......oiiiviiiiiiieieereieetteeetieeiteeesseesstessssesssesesastessesssasssssassnressassesssasassananes 18.1
Management CONract TIZNE........coiiiiinii e 15.0
TOtal TNLANZIDIES .. v.vecvoeee et e _16.1

At December 31, 2008, all intangible assets are amortized using a straight-line method except for member
network intangible assets which are amortized using an accelerated method. Also see Note 1(f).
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Amortization expense on identifiable intangible assets for the year ended December 31, 2008, 2007, and 2006,
was $19,178, $10,045, and $7,528, respectively. In addition, the Company recorded a $4.5 million charge during
2007 for the impairment of intangible assets associated with commercial customer relationships in the Company’s
Tennessee health plan. This charge was the result of the Company’s expectation that significant declines in
commercial membership would occur as a result of its decision to implement premium increases upon renewal for

large group plans. The carrying value of the related intangible asset was $304 at December 31, 2007 and was fully
“amortized in March 2008 . v S

Amortization expense expected to be recognized during fiscal years subsequent to December 31, 2008 is as follows:

2000 ... i et enes eeoteesesateeearaeeeastaesentrtea bt aas e reeraaanseseanbaeeastaniiannreaaanrrneers Cveenes peviies $ 18 273
2000 et eee et e et ee et e e te s e s st aata s e bt ae et e s n e e bnseasaeasarsesi e se s n e e eer et e btee s seee st e e sae s nreeanesennesan 17,450
20T ] et eeeeeeeeeeeeeeeerassnesesieneneaatssos aaeesantnaaaaba st eabE e e oo rteee bt At aeabaaeaanbreeerarnreesesantsa e nnnees e enseesbnateseareses 16,669
200 et eeeeeeterearaaae e ee e e —ea e eeaatees ke arsea bt aa s rerresereaaraseastaeaatenaRserassdteabeeabaashas et reeenane s aneeasesnnaeiane 16,082
2003 it eeeeeeeeeeeeeeaeeeeataeeaaretesasaaees e taeeaannteesartateasar et e st e e baTee e by s ta e arateeannaneeearnteeesssntatasataeesesarasesesantess 15,183
RO EATEET ... nvveeeeeeeeeeeeeseererereereeeseisssseseessseesasssnstsssesetessssstesarsnsntaseasasassnsssssnsnnnestesssnasnnssenenereessenoabarnssssssensees 113.070

TOLALoeeeeeeeeeeeeeeeeseeseresesesesessunsesessessessonssssessesessassssessaseasssssaasssssssanssnaerasssaenesasaaassasnanesssanenesesbibtsesesnresssss $196,727

(8) Restricted Investments

Restricted investments at December 31, 2008 and 2007 are summarized as follows:

Gross Unrealized

Holding - ‘
Amortized Estimated
Cost Gains  _Losses Fair Value
December 31, 2008 , _
Certificates Of AEPOSIt..... v vreeereereerareeereererere e nes e aeverenennesesenis $ 6,195 16 — 6,211
Money market funds .........cc.cciniinninnnninnnianns everreiraeahereenet e s sane — — — —
U.S. governmental SECUrIties .......covvrvcrirurireiiinininiiiinirree e 5453 _146 — 5,599
TOALvcveeveeietireeirtr bt st $ 11648 _162 __ — 11,810
December 31, 2007 S T
Certificates Of dePOSit.......ccovereverrererernriiniriiiiniei i $ 4334 — — 4,334
Money market funds .......cccoonevvviiniininni s 1,500 — — 1,500
U.S. governmental SECUTIIES .......c.eevereereriruiriniiriniisriisnsseeseerssseseenes 4.261 87 — 4.348
TOUL ..ot eetie e s es e st ead foveseireneneieonen $ 10,095 .87 - — 10,182

(9) Stockholders’ Equity
Stock Repurchase Program

In June 2007, the Company’s Board of Directors authorized a stock repurchase program to buy back up to $50.0
million of the Company’s common stock over the subsequent 12 months. In May 2008, the Company’s Board of
Directors extended this program to June 30, 2009. The program authorizes purchases of common stock from time to
time in either the open market or through private transactions, in accordance with SEC and other applicable legal
requirements. The timing, prices, and sizes of purchases depends upon prevailing stock prices, general economic and
market conditions, and other considerations. Funds for the repurchase of shares have, and are expected to, come
primarily from unrestricted cash on hand and unrestricted cash generated from operations. The repurchase program
does not obligate the Company to acquire any particular amount of common stock and the repurchase program may
be suspended at any time at the Company’s discretion. As of December 31, 2008 the Company had repurchased -
2,841;182 shares of its common stock under the program in open market transactions for approximately $47.3
million, or at an average cost of $16.65 per share, and had approximately $2.7 million in remaining repurchase
authority under the program.
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Comprehensive Income

Comprehensive income consists of two components: net income and other comprehensive income (loss). Other
comprehensive income (loss) refers to revenues, expenses, gains and losses that under SFAS No. 130, “Reporting
Comprehensive Income,” are recorded as an element of stockholders’ equity but are excluded from net income. For
the years ended December 31, 2007 and 2006 the Company had no items of comprehensive income (loss) recorded
directly to stockholders’ equity. Accordingly, comprehensive income was equivalent to net income during 2007 and
2006.

In October 2008, the Company entered into two interest rate swap agreements, which were effective October 31,
2008 and which the Company has designated as cash flow hedges. The notional amount covered by the agreements
is $100.0 million and extends until October 31, 2010. The changes in the fair value of the interest rate swaps during
the year ending December 31, 2008 resulted in an other comprehensive loss of $3.3 million, or $2.0 million net of
income taxes. In addition, changes in the fair value of available for sale securities during the year ended December
31, 2008 resulted in unrealized gains recorded as other comprehensive income of $120, or $77 net of income taxes.

Initial Public Offering

On February 8, 2006, the Company completed an initial public offering, or IPO, of its common stock. In
connection with the PO, the Company sold 10.6 million shares of common stock at a price of $19.50 per share.
Total proceeds to the Company were approximately $188,400, net of $18,300 of offering costs. From the proceeds
of the offering and available cash, the Company repaid all of its long-term debt and accrued interest, including a
$1,100 prepayment penalty, totaling $189,900. Additionally, the Company issued approximately 12,600,000 shares
of common stock in exchange for all of the outstanding preferred stock, including cumulative dividends.

On October 10, 2006, the Company completed a secondary public offering of its common stock. In connection
with the secondary offering, certain stockholders of the Company, including funds affiliated with GTCR Golder
Rauner, LLC, sold 11,600,000 shares of common stock at a price of $18.98 per share. The Company did not receive
any proceeds from the sale of the shares in the secondary offering. :

(10) Share Based Compensation
Stock Options
The Company has options outstanding under its 2006 Equity Incentive Plan and its 2005 Stock Option Plan.

The Company adopted the 2006 Equity Incentive Plan, or 2006 Plan, effective as of February 2, 2006. A total of
6,250,000 shares of common stock were authorized for issuance under the 2006 Plan, in the form of stock options,
restricted stock, restricted stock units or other share-based awards. The outstanding options vest and become
exercisable based on time, generally over a four-year period, and expire ten years from their grant dates. Upon
exercise, options are settled with authorized but unissued Company stock. e ’

The weighted average fair value of options granted in 2008, 2007, and-2006 is provided below. The fair value for
all options as determined on the date of grant was estimated using the Black-Scholes option-pricing model with the
following assumptions: ’ e o ' '

2008 i 2007 2006

Weighted average fair value at grant date.........c.......... $ 121 $ 942 § 8.86
Expected dividend yield ............... eerviaenn peheesneeersensens o 0.0%, 0.0% 0.0%
Expected volatility ........cocoevereimnennneneesenscnscsiiinienns ‘ 36.2-43.6% 34.7-45.0% : 45.0%
EXpected terml....ccvurmnrrrieiecrnnsieesessen et e S years » 5 years 5 years

Risk-free iNtereSt TALES .uvvvervrreerirrereriveereerrrescsseesssniesns 2.50~3.23% 3.93-4.77%  4.54-5.08%
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Because the Company did not have publicly traded common stock prior to 2006, the expected volatility over the
term of the respective option used for 2006 option grants was based on industry peer information. During 2008 and
2007 the Company estimated a blended rate for volatility based on the Company’s actual volatility rates experienced
and the volatility rates of its peer group. Additionally, because of the Company’s limited history of employee
exercise patterns, the expected term assumption is based on industry peer information. The risk-free interest rate
was-based on a traded zero-coupon U.S. Treasury bond with a term substantially equal to the option’s expected
" term. The Company recognized a deferred income tax benefit of approximately $3,368, $3,001, and $2,242 for the
year ended December 31, 2008, 2007, and 2006, respectively, related to the share-based compensation expense. The
actual tax (expense) benefit realized from stock options exercised during 2008, 2007, and 2006 was $(199), $2, and
$30, respectively. There was no capitalized stock-based compensation expense in 2008, 2007, or 2006.

Nonqualified options to purchase an aggregate of 154,442 shares of common stock were outstanding under the -
2005 Stock Option Plan at December 31, 2008. These options vest and become exercisable generally over a five-
year period from the date of grant. The options expire ten years from the grant date. In the event of a change in
control of the Company, these options will 1mmed1ate1y vest and become exercxsable in full. No additional options
may be granted under the 2005 plan

An analysis of stock option activity for the year ended December 31, 2008 under the Company s stock incentive
plans is as follows: :

Weighted
Average
- Options Exercise Price
2006 Equity Incentive Plan: _ . ,
Outstanding at December 31, 2007 ) 3,271,000 $ 0 19.82
GIANLEA ..o ceeeeeeeeecerre e eeete e et e e e eetbeseessstaaessteaesesssesassnaesassssesesssssesesnnssnesssseseanan 837,564 18.72
Exercised .......ccccueueee. O e eteeaeerteestessteseesreeseesseesseertiesessneantasntesstisneresneertenstennes (58,125) 17.32
FOIfeited. .. .oveeeeeseeie ettt sttt s es b b sa e (276.660) 18.81
Outstanding at December 31, 2008 ; : 3773779 $_ 19.64
2005 Stock Option Plan
Outstanding at December 31, 2007 : 155,792  $ 2.50
Granted ...vieeeeieieeeereeie ettt st e reereereresastenne _— —
EXErciSed ...ccvivvuriereinicieieees sttt erertreeeesreesbeesbee st e serenreeraenansas (1,350) 2.50
FOTERITEM. ... ittt et st e st s sar e n — —
Qutstanding at December 31, 2008 154,442 $ 2.50
Weighted Weighted Intrinsic
Shares Average Average Value .. Aggregate
Under Exercise | Remaining Per Intrinsic
Option Price Contractual Term Share (1) ~ _ Value (1)
2006 Equity Incentive Plan:
Options vested and exercisable at December 31,
2008 ..ttt 1,431,417  $19.77 7.4 Years $ 0.20 $ 783
Options vested and unvested expected to vest at - ' o »
December 31, 2008 (2) ....cccocitvervccnncescivnnenies. 3,605,739 19.66 7.9 Years - 031, - 2454
2005 Stock Option Plan:
Options vested and exercisable at December 31, , '
2008 ...t 101,443 $.2.50 .  6.7Years . - $1747 . $1,772
Options vested and unvested expected to vest at o o
December 31, 2008 (2) ..veeveeeenienieieniieeeiecenrene 153,752 2.50 6.7 Years 17.47 2,686

(1) Computed per share amounts are based upon the amount by which the fair market value of the Company’s common stock at
December 31, 2008 of $19.97 per share exceeded the weighted average exercise price while the aggregate value amounts are
calculated using the actual exercise prices of options exercisable at the end of the period.

(2) The Company began estimating forfeitures under SFAS No. 123R upon adoption on January 1, 2006.
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The total intrinsic value of stock options exercised during 2008, 2007, and 2006 was $189, $412, and $84,
respectively. Cash received from stock option exercises for the years ended December 31, 2008, 2007, and 2006 -
totaled $1,010, $1,023, and $12, respectively. Total compensation expenses related to nonvested options not yet
recognized was $14,079 at December 31, 2008. The Company expects to recognize this compensation expense over
a weighted average period of 2.17 years.

Restricted Stock

During the year ended December 31, 2005, the Company sold 1,838,750 shares of restricted common stock to
certain employees at a price of $0.20 per share. Each employee’s shares of restricted common stock are subject to
the terms and conditions of a restricted stock purchase agreement. The restrictions on these shares lapse based on
time and in the event of certain changes in control. All the outstanding shares of restricted stock have the same
voting and dividend rights as the underlying shares of common stock. Pursuant to the restricted stock purchase
agreements, the Company has the right but not the obligation to purchase all or any portion of an employee’s
restricted stock if his or her employment is terminated. The purchase price for securities purchased pursuant to this
repurchase option will be:

* in the case of shares where the restrictions have not lapsed, the lesser of the original cost and the fair market
value of such shares; and

* in the case of shares where the restrictions have lapsed, the fair market value of such shares; provided that, if
employment is terminated with cause, then the purchase price shall be the lesser of the original cost and the
fair market value of such shares. :

Based on a valuation completed shortly after the recapitalization, the Company determined that the fair market
value of the common stock on the dates of purchase of the restricted stock was $1.58 per share. The difference
between the $0.20 per share purchase price and the $1.58 per share fair market value is amortized as compensation
expense over a period of four to five years (the period over which the restrictions lapse), as applicable.

Restricted stock awards in 2008, 2007, and 2006 were granted with a fair value equal to the market price of the
Company’s common stock on the date of grant. Compensation expense related to the restricted stock awards is
based on the market price of the underlying common stock on the grant date and is recorded straight-line over the
vesting period, generally ranging from one to four years from the date of grant. The weighted average grant date fair
value of our restricted stock awards was $19.16, $21.66, and $19.51 for the years ended December 31, 2008, 2007,
and 2006, respectively.

During the year ended December 31, 2008, the Company granted 108,895 shares of restricted stock to employees
pursuant to the 2006 Plan, 105,987 of which were outstanding at December 31, 2008. The restrictions relating to the
restricted stock awards made in 2008 lapse with respect to 50% of the shares on the second anniversary of the grant
date and with respect to 25% of the shares on each of the third and fourth anniversaries of the grant date.

During the year ended December 31, 2008, the Company awarded 29,130 shares of restricted stock to non-
employee directors pursuant to the 2006 Plan, all of which were outstanding at December 31, 2008. The restrictions
relating to the restricted stock awarded in 2008 lapse one year from the grant date. In the event a director resigns or
is removed prior to the lapsing of the restriction, or if the director fails to attend 75% of the board and applicable
committee meetings during the one-year period, shares will be forfeited. For purposes of stock compensation
expense calculations, the Company assumes vesting of 100% of the restricted stock awards to non-employee
directors over the one-year period.
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. Weighted Average
Grant Date Fair
_.Shares Value
Nonvested restricted stock at December 31, 2007 .....coevvviriiiiininininninnenieesnenene 634,966 $ 2.72
GIANLEQ .o eeveeeeeeeeeeeeeteereebesrsesseseesseeeseeestesasasas et sesnessbasnn e st ensnenanonsssnasans reveeres 138,025 19.16
VST eoreeeieeseeeeeseeeeetessesseseresesesestanteneons s sasseassassesesan et s s se e s s sa s s e e e besr e b e s s ene i (341,620) 3.38
Cancelled / Repurchased by the COMPANY .......cocoeerererrinninrernriniiisinisniissssines .__(30,072) 5.39
Nonvested restricted stock at December 31, 2008.........coooinviiiminiinninneniiccnne ‘401299 $ 7.67

The fair value of shares vested during the years ended December 31, 2008, 2007, and 2006 was $1,156, $1,025
and $1,128, respectively. Total compensation expense related to nonvested restricted stock awards not yet
recognized was $2,038 at December 31, 2008. The Company expects to recognize this compensation expense over a.
weighted average period of approximately 2.5 years. There are no other contractual terms covering restricted stock
awards under the 2006 Plan once the vesting restrictions have lapsed.

Share-Based Compensation

Share-based compensation is included in selling, general and administrative expense. Share-based compensatibn
for the years ended December 31, 2008, 2007, and 2006 consisted of the following:

Total

_Compensation Expense Related To: - Compensation

Restricted Stock ~ _Stock Options __Expense
Year ended December 31, 2008.......cceveeverereneneeneneeeinininns $ 1,472 $ 7,259 $ 8,731
Year ended December 31, 2007....c.oveceveeneninininnirinienrennnens $ - 1454 3 7,146 $ 8,600
Year ended December 31, 2006.......c.ceeruevenerrercivecniinceenens $ 951 $ 4,699 $ 5,650

(11) Net Income Per Common Share

The following table presents the calculation of the Company’s net income per common share available to
common stockholders — basic and diluted, for the years ended December 31, 2008, 2007, and 2006:

: 2008 2007 2006
Numerator: .
Net income available to common stockholders ........ooveiiiiniiiininenns $ 118,952 $ 86,460 $ 78,815
Denominator: : )
Weighted average common shares outstanding — basic.........c..coc.... 55,904,246 57,249,252 54,617,744
Dilutive effect of Stock OPtionS......covevureiiiiiniriiiesiniinerceeniins 85,418 92,625 96,360
Dilutive effect of unvested shares.........coeeviennicnnsloniniiiiinnnn, 15,438 6319 _ 6.269
Weighted éverage common shares outstanding — diluted.................. 56,005,102 _ 57,348,196 _ 54,720,373
Net income per share available to common stockholders:
BASIC vt eete st ettt bs b n e $ A3 $ 1.51 $ 1.44
DiHIUEA «..voveeveveeeeree et eseesss et sb e e e nenes $ 212 § 151 8 1.44

~ Diluted earnings per share (“EPS”) reflects the potential dilution that could occur if stock options or other share-
based awards were exercised or converted into common stock. The dilutive effect is computed using the treasury
stock method, which assumes all share-based awards are exercised and the hypothetical proceeds from exercise are
used by the. Company to purchase common stock at the average market price during the period. The incremental
shares (difference between shares assumed to be issued versus purchased), to the extent they would have been
dilutive, are included in the denominator of the diluted EPS calculation. Options on 3.8 million shares, 3.3 million
shares, and 2.7 million shares were antidilutive and therefore excluded from the computation of EPS for the years
ended December 31, 2008, 2007, and 2006, respectively.
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As discussed in Note 2 — “Acquisitions”, approximately 2.7 million shares of common stock held in escrow are
excluded from the computation of basic and diluted earnings per share until such time that all conditions for their
release from escrow have been satisfied.

(12) Related Party Transactions
Renaissance Physician Organization

Renaissance Physician Organization (RPO) is a Texas non-profit corporation the members of which are
GulfQuest L.P., one of the Company’s wholly owned HMO management subsidiaries, and 14 affiliated independent
physician associations, comprised of over 1,000 physicians providing medical services primarily in and around
counties surrounding and including the Houston, Texas metropolitan area. Texas HealthSpring, LLC, the
Company’s Texas HMO, has contracted with RPO to provide professional medical and covered medical services
and procedures to members of its Medicare Advantage plan. Pursuant to that agreement, RPO shares risk relating to
the provision of such services, both upside and downside, with the Company on a 50%/50% allocation. Another
agreement the Company has with RPO delegates responsibility to GulfQuest L.P. for medical management, claims
processing, provider relations, credentialing, finance, and reporting services for RPO’s Medicare and commercial
members. Pursuant to that agreement, GulfQuest L.P. receives a management fee, calculated as a percentage of
Medicare premiums, plus a dollar amount per member per month for RPO’s commercial members. In addition, RPO
pays GulfQuest, L.P. 25% of the profits from RPO’s operations. Both agreements have ten year terms that expire on
December 31, 2014 and automatically renew for additional one to three year terms thereafter, unless notice of non-
renewal is given by either party at least 180 days prior to the end of the then-current term. The agreements also
contain certain restrictions on the Company’s ability to enter into agreements with delegated physician networks in
certain counties where RPO provides services. Likewise, RPO is subject to restrictions regarding providing coverage
to plans competing with Texas HealthSpring, LLC’s Medicare Advantage plan. :

For the years ended December 31, 2008, 2007, and 2006, GulfQuest L.P. earned management and other fees
from RPO of approximately $18,883, $16,313, and $15,630, respectively. These amounts are reflected in
management and other fee income in the accompanying consolidated statements of income.

Texas HealthSpring, LLC incurred medical expense to RPO of approximately $126,583, $109,489, and $99,459
for the years ended December 31, 2008, 2007, and 2006, respectively, related to medical services provided to its
members by RPO. The 50%/50% risk sharing mechanism with respect to the common membership pool of RPO and
Texas HealthSpring, LLC resulted in the Company accruing for amounts to RPO of approximately $2,934, $4,204,
and $5,910 for the years ended December 31, 2008, 2007 and 2006, respectively. GulfQuest, L.P.’s 25% share of
RPO’s profits were approximately $12,907, $10,285, and $10,494 for those same respective periods. These amounts
are reflected as components of medical expense in the accompanying consolidated statements of income. Amounts
payable from the Company’s subsidiaries to RPO in connection with these various relationships were $3,937 and
$4,123 as of December 31, 2008 and 2007, respectively.

Transaction Involving Herbert A. Fritch

In December 2007, Herbert A. Fritch, the Company’s Chairman of the Board of Directors, and Chief Executive
Officer, acquired a 15.8% membership interest in Predators Holdings, LLC (“Predators Holdings™), the owner of the
Nashville Predators National Hockey League team. In addition, in December 2007 Mr. Fritch loaned Predators
Holdings $2,000 and, in January 2009, collateralized a letter of credit in the amount of $3,400 in favor of Predators
Holdings. Mr. Fritch is a member of the executive committee of Predators Holdings. A subsidiary of Predators
Holdings manages the Sommet Center in Nashville, Tennessee where the hockey team plays its home games. The
Company is a party to a suite license agreement with another subsidiary of Predators Holdings pursuant to which the
company leases a suite for Predators games and other functions. In 2008 and 2007, the Company paid $135 and
$130, respectively, under the license agreement for the use of the suite (including 16 tickets, but not food and
beverage concessions, for each Predators’ home game).
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Transaction Involving Benjamin Leon, Jr.

'On October 1, 2007, the Company completed the acquisition of all the outstanding capital stock of LMC Health
Plans (see Note 2). Prior to the closing, Benjamin Leon, Jr., who was subsequently elected as a director of the
Company, owned a majority of LMC Health Plans’ outstanding capital stock.

Medical Services Agreement N I

On October 1, 2007, LMC Health Plans entered into the Leon Medical Services Agreement with LMC pursuant
to which LMC provides or arranges for the provision of certain medical services to LMC Health Plans’ members.
The Leon Medical Services Agreement is for an initial term of approximately ten years with an additional five-year
renewal term at LMC Health Plans’ option. Mr. Leon is the majority owner and chairman of the board of directors
of LMC. ~

Payments for medical services under the Leon Medical Services Agreement are based on agreed upon rates for
each service, multiplied by the number of plan members as of the first day of each month. Payments made to LMC
by the Company for medical services for the year ended December 31, 2008 were $138,907, and from October 1,
2007 to December 31, 2007 were $28,895. There is also a sharing arrangement with regard to LMC Health Plans’
annual medical loss ratio (“MLR”) whereby the parties share equally any surplus or deficit of up to 5% with regard
to agreed-upon MLR benchmarks. The initial target for the annual MLR is 80.0%, which increases to 81.0% during
the term of the agreement. The Company had accrued $11,474 and $787 for amounts due from LMC under the Leon
Medical Services Agreement at December 31, 2008 and 2007, respectively.

Office Space Agreement

On October 1, 2007, LMC Health Plans entered into an Office Space Agreement with LMC whereby LMC
Health Plans is permitted to use certain space under lease by LMC. In lieu of reimbursing LMC for its portion of the
leased space, LMC Health Plans paid the landlord directly. Such lease expense totaled $736 and $127 for the years
ending December 31, 2008 and 2007 respectively. The Office Space Agreement terminated on December 31, 2008.

Other

At December 31, 2008 and 2007, the Company had current assets (lohg term liabilities) of $753 and ($5,047),
respectively recorded on its consolidated balance sheets for amounts due from (owed to) the sellers of LMC Health
Plans under working capital settlement provisions included in the Stock Purchase Agreement.
(13) Lease Obligations

The Company leases certain facilities and equipment under noncancelable operating lease arrangements with
varying terms. The facility leases generally contain renewal options of five years. For the years.ended December 31,

2008, 2007, and 2006, the Company recorded lease expense of $7,569, $6,371, and $5,108, respectively.

Future non-cancellable payments under these lease obligations as of December 31, 2008 are as follows:

2009 et ee— ettt et e e et e ateate e abeseteeroteiattaenteeaaeeaasteaastaastaartsesrasenaeesaserennesasienaseeeen $ 7,401
2000 e e h eyttt e e s e ttab bt eeta e bt e bt e eatasaataette e eseerneeabbeaaabaaasaseaaransaearateserseeaneearseenbeanaes 6,957
00T e ettt e et e sttt st e s bt e o ae e e tse et e e aratea e e e beeatbeaabeaesteentaeartae e aeearteannbe e rtaaneaenabes 4,059
2002 ettt et e et e et e e et eaa et e et e ettt e R eeeateaeasbeasbeaesseasbasaraeeareeartaeasbeeatteeaae s raaesaneeas 3,723
2003 ettt e e — e e ea e e e vt e esratstsaaiteaea st eeaaras e aateeeeatreeeantteeearbaaeartteeaasaraesaranaeeantaeeannnan 3,301
TREICALITET ...ttt ettt e e e et e e e e e eeeeseneeeeeeesessbaraesesesessbabaseseseasensasesesaesaasssbeseseassassnraranasesassnnees 5.634

$ 31,075
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(14) Long-Term Debt

Long-term debt at December 31, 2008 and 2007 consists of the following:

. , 2008 2007
SEIIOL SECULE TEIIIL IOAIL 1vvvrvveresveeeeeeese e eseeseseese e esessssaseessssssasessses s esssessessnsseemsesssanesss $ 268,013 $ 296,250
Less: current portion of 1ong-term debt ..o (32.277) ___(18.,750)

Long-term debt, 1ess CUITent POTtiON. ......ccuecuevuririuernisiisisiniins s $ 235736 $ 277,500

In connection with funding the acquisition of LMC Health Plans, on October 1, 2007, the Company entered into
a $400.0 million, five-year credit agreement (the “Credit Agreement”) which, subject to the terms and conditions set
forth therein, provides for $300.0 million in term loans and a $100.0 million revolving credit facility.

Proceeds from the $300.0 million in term loans, together with the Company’s available cash on hand, were used
to fund the acquisition of LMC Health Plans and transaction expenses related thereto. The $100.0 million revolving
credit facility, which is available for working capital and general corporate purposes including capital expenditures
and permitted acquisitions, was undrawn as of December 31, 2008. As a result of covenant restrictions, available
borrowings under the credit facility at December 31, 2008 were limited to $95.0 million.

Borrowings under the Credit Agreement accrue interest on the basis of either a base rate or the London
InterBank Offered Rate (“LIBOR”) plus, in each case, an applicable margin (initially 250 basis points for LIBOR
advances) depending on the Company’s debt-to-EBITDA leverage ratio. The LIBOR rate plus the applicable margin
as of December 31, 2008 was 5.56%. The Company also pays commitment fees on the unfunded portion of the
lenders’ commitments under the revolving credit facility, the amounts of which will also depend on the Company’s
leverage ratio. The Credit Agreement matures, the commitments thereunder terminate, and all amounts then
outstanding thereunder are payable on October 1, 2012.

The net proceeds from certain asset sales, casualty/condemnation events, and incurrences of indebtedness
(subject, in the cases of asset sales and casualty/condemnation events, to certain reinvestment rights), and a portion
of the net proceeds from equity issuances and the Company’s excess cash flow, are required to be used to make
prepayments in respect of loans outstanding under the Credit Agreement. The Company expects to make a
prepayment in the amount of $2.3 million on or before April 15, 2009 under such excess cash flow provisions. Such
prepayment amount is included in the current portion of long-term debt outstanding at December 31, 2008.

In October 2008, the Company entered into two interest rate swap agreements relating to the floating interest rate
component of the term loan agreement under its Credit Agreement. The total notional amount covered by the
agreements is $100.0 million of the currently $268.0 million outstanding under the term loan agreement. Under the
swap agreements, the Company is required to pay a fixed interest rate of 2.96% and is entitled to receive LIBOR
every month until October 31, 2010. The actual interest rate payable under the Credit Agreement in each case
contain an applicable margin, which is not affected by the swap agreements. The interest rate swap agreements are
classified as cash flow hedges, as defined by SFAS No. 133, “Accounting for Derivative Instruments and Hedging
Activities.” See Note 22 for a discussion of fair value accounting related to the swap agreements.

The term loans are payable in quarterly principal installments. Maturities of long-term debt under the Credit
Agreement are as follows:

001 TSP O O OO OO OO O OU TSP P PSPPI S PSPPSR $ 32,277
o0} OO OV PO TSP OO OO O PRSP SPP PRSI I EE SR ISP PRI 32,146
1 1 1 SO OO OO OO OO PO O O ORI O SO PE ST PP SIS SISO PP ISR 75,007
() SO OO rOO U PO OO PSPPI P PSP TIPSR S ISR SLEI IS 128,583

$268,013

The net proceeds from certain asset sales, casualty/condemnation events, and incurrences of indebtedness
(subject, in the cases of asset sales and casualty/condemnation events, to certain reinvestment rights), and a portion
of the net proceeds from equity issuances and the Company’s excess cash flow (as defined in the Credit Agreement),
are required to be used to make prepayments in respect of loans outstanding under the Credit Agreement.
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Loans under the Credit Agreement are secured by a first. priority lien on substantially all assets of the Company
and its non-HMO subsidiaries, including a pledge by the Company and its non-HMO subsidiaries of all of the equity
interests in each of their domestic sub51dlar1es _ ;

The Credit Agreement_ c’ontajns conditions precedent to extensions of credit and representations, warranties, and covenants,
including financial covenants, customary for transactions of this type. Financial covenants include (i) a maximum leverage ratio
comparing total indebtedness to consolidated adjusted EBITDA, (ii) minimum net worth requirements for each HMO
subsidiary calculated with reference to applicable regulatory requirements, and (iii) maximum capital expenditures.

The Credit Agreement also contains customary events of default as well as restrictions on undertaking certain specified
corporate actions including, among others, asset dispositions, acquisitions and other investments, dividends and stock
repurchases, changes in control, issuarice of capital stock, fundamental corporate changes such as mergers and
consolidations, incurrence of additional indebtedness, creation of liens, transactions with affiliates, and certain subsidiary
regulatory restrictions. If an event of default occurs that is not otherwise waived or cured, the lenders may terminate their
obligations to make loans and other extensions of credit under the Credit Agreement and the obligations of the issuing banks
to issue letters of credit and may declare the loans outstanding under the Credit Agreement to be due and payable.

In connection with entering into the Credit Agreement, the Company incurred financing costs of approximately $10.6
million which were recorded in the fourth quarter of 2007. These costs have been deferred and are being amortized over
the term of the debt agreement using the interest method. The unamortized balance of such costs at December 31, 2008
totaled $7.6 million, and is included in other assets on the accompanying consolidated balance sheet.

(15) Medical Claims Liability

The Company’s medical claims liabilities at December 31, 2008 and 2007 consisted of the following:

. . . : 2008 2007
Medicare medical liabilities.........ccovvureiiiivnneinninnn. reiveesseeionsasasenasioesiossssastasesesessinnsneeneansasasnneie $126,208 - $116,048
Commercial medical liabilities .........ocviiiniiiiiiiiiii el et . 554 3415
Pharmacy Habilities ......c.couceveveeemerierceeninreerie e oo eestosessesisnes ettt 63.382 35,047

Total ..o eereererens et e et e s e ae e be s sansanratenanens $190,144 $154.510

Medical claims liability represents the lability for services that have been performed by providers for the
Company’s Medicare Advantage and commercial HMO members. The liability includes medical claims reported to
the plans as well as an actuarially determined estimate of claims that have been incurred but not yet reported to the
plans, or IBNR. The IBNR component is based .on the Company’s historical claims data, current enrollment, health
service utilization statistics, and other related information.

The following table presents the components of the medical claims liability as of the dates indicated:

December 31,

2008 2007
Incurred but not reported (IBNR) ........cocioieiiiiieicisieietenieeeesieseaesessessesseseseesesesseeeseseesessenne $ 97,364 $ 97,237
Reported Claims ......coeeeeeevinrioeeercieerecceee et ettt 92.780 57.273
Total medical claims Hability..........cccoooevriiiiiniiiiiiniscinie s et naeaees ~ 8$190,144  $154,510

The Company develops its estimate for IBNR by using standard actuarial developmental methodologies, including the
completion factor method. This method estimates liabilities for claims based upon the historical lag between the month -
when services are rendered and the month claims are paid and takes into consideration factors such as expected medical cost
inflation, seasonality patterns, product mix, and membership changes. The completlon factor is a measure of how complete
the claims paid to date are relative to the estimate of the total claims for services rendered for a given reporting period.
Although the completion factors are generally reliable for older service periods, they are more volatile, and - hence less
reliable, for more recent periods given that the typical billing lag for services can range from a week to as much as 90 days
from the date of service. As a result, for the most recent two to four months, the estimate for incurred claims is developed
from a trend factor analysis based on per member per month claims trends experienced in the preceding months. The
liability includes estimates of premium deficiencies. At December 31, 2008 and 2007, the Company determined that no
premium deficiency liabilities were required.
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On a monthly basis, the Company re-examines the previously established medical claims liability estimates
based on actual claim submissions and other relevant changes in facts and circumstances. As the liability estimates
recorded in prior periods become more exact, the Company increases or decreases the amount of the estimates, and
includes the changes in medical expenses in the period in which the change is identified. In every reporting period,
the Company’s operating results include the effects of more completely developed medical claims liability estimates
associated with prior periods.

The following table provides a reconciliation of\changes in the medical claims liability for the Company for the
years ended December 31, 2008, 2007 and 2006:

2008 2007 2006

Balance at beginning 0f Period.........ccoerimincrniosiinnnisnsenecesenceins $ 154,510 $ 122,778 § 82,645
Acquisition of LMC Health Plans .........ccooiiiiicniiiii — 16,588 —
Incurred related to: , . '
Current Period.......covuiiieiririeiieiennesescsen i eeeerenteeeeenenens o 1,719,522(1) 1,245,271 1,017,100
PriOT PETIOA (2) cvvvreerimcreeereceiscrnminriniessrsssssss s ssssssssssesssssissesens (11,631) (19,278) (8.574)
Total INCUITEd. ... .veeiienreeeeerieeerrieeeeerer et e s rasrte e snase s 1,707.891 1,225.993 1,008,526
Paid related to: :
CUITENE PETIOW. ... eveercirrecircienicnciraesie e bbb scaes 1,531,629 1,108,949 894,684
PLOT PETIOQ ....vuvrrecievrecnsiineiiscreiesssass s frrverereeeatenes 140,628 101,900 - 73.709
Total PAIA...cveeveeeereciiniiiree e 1.672.257 1,210,849 968.393
Balance at the end of the Period ... $ 190.144 $ 154,510 $ 122778

(1) Approximately $10.1 million paid to providers under risk sharing and capitation arrangements related to 2007
premiums is excluded from the amount in the 2008 incurred related to prior period amount below because it
does not relate to fee-for-service medical claims estimates and is included in the incurred related to current
period amounts. Most of this amount is the result of approximately $29.3 million of additional retroactive risk
adjustment premium payments recorded in 2008 that relate to 2007 premiums (see — “Risk Adjustment
Payments”). Similar type amounts in prior periods are presented in a manner consistent with 2008 and were not
significant.

(2) Negative amounts reported for incurred related to prior periods result from fee-for-service medical claims
estimates being ultimately settled for amounts less than originally anticipated (a favorable development).

(16) Income Taxes

Income tax expense consists of the following for the periods presented:

Year Ended December 31,
2008 2007 2006

Current:

FOATAL ..ot eeeeeeieereereesseeesaese et e e sae s e sesae e ebeses st seses b sbe s e e ss b e b e ss st sansaanene s $65,401 $48232  $39,836

State AN TOCAL. ... et te e s et este st st s et e e b 3,719 2,617 3.179
Total CUTTENt PIOVISION .....ueeverecececererricsircreiensesrsessiesenens et eaenerene 69.120 50.849 43,015
Deferred: :

FEAETAL ..ottt te e et et essesess e e sae e s e e e e seem b s s e besba b annasas s e e st e b ne s (1,708)  (2,860) 1,337

State and 10Cak........iceeeeeceeee e eeerent e ete e et enes 100 306 (541)
Total deferred PrOVISION .......cccceuererrmrierieis et (1.608) _(2.,554) 796
Total provision fOr INCOME TAXES .......ovreritereriesissseseisisreea et ee $67,512 $48.295 $43.811
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A reconciliation of the U.S. federal statutory rate (35%) to the effective tax rate is as follows for the periods
presented:

.__Year Ended December 31,

) 2008 2007 2006
U.S. Federal statutory rate on income before i income BAKES e moeeeeeoeeeeeese s $65,263  $47,164  $43,626
State income taxes, net of federal tax effect........cocveeveinereiinicecrni 2482 1,900 1,715
Permanent diffErences .......covverivereeneerienierceneeneeeseseeee et aseas O (240) (345) (162)
Change in Valuatlon allowance........cccccveeeniiie eerteereesteeraeerasereeabeenbeetesateeraenesareianens 3 (128) (128)
OBRET oot e ' 4 (296) - _(1.240)
Income tax eXPense.....cccveerererecirerunennins errrereeereiveesate e e e e s e i e te et s beenneere et e nas §67,51 $48295 $432811

The tax effects of temporary dlfferences that give rise to significant portlons of the deferred tax assets and
liabilities at December 31, 2008 and 2007 is as follows:

2008 2007
Deferred tax assets: ’
Medical claims liabilities, principally due to medical loss liability discounted for tax
PUTPOSES «..cvvvevererrarerertsesesesseaessessasesissssassas e bssssa s s e s s as b ba e a s e b n bbbttt $ 1245 § 1,018
Property and equipment..........c.cooevvivieiveninissienensecieneans ree et eveereene 1,305 451
Accrued compensation, including share-based compensation .........c.ceveeveeveerinneeneiencenns 12,988 4,631
Allowance for doubtfill ACCOUNES ....c.ceevrererieieeriiiiiiiiiiiiie s 714 498
Federal net operating 10SS CAITYOVET ........cccuiiiiiiiirinierieseeere et sans 1,859 1,906
State net OPerating 10SS CAITYOVET .....ccrveeriirviiiiiiiiininiiienr et se s ssassse s ssasdeassens 18 995
Interest rate swap (other comprehensive 10S8) .......ccciiiiiiviinivininniieeisieeeeeea 1,274 —
_Other liabilities and aCCrUALS..........oceeeeeriiireriereerterreeeiriretes s ea st ss e s re e sbne s e ses 958 631
Total gross deferred tax assels ..o eeeesieenes 20,361 10,130
Less valuation allOWANCE ......c.ververeereeeieee s et ceasssassaessas e s e s s sr e anasnebansesans (330) (327)
DELEITEA 1AX ASSEIS . uvviiiiieeeieeeeeeeertteceiteeerirtreseseeeeserneeesassieessnnnesessstsssosssnnsssssnesssrasens 20,031 9,803
Deferred tax liabilities:
INEANGIDIE @SSELS.....cvreeeveeeeerrececinereeni sttt et s bbb et a s b e et sae s enes (94,460)  (98,060)
Unrealized gains from available for sale securities (other comprehensive income)........... 42) —
Accrued compensation, due to timing of deduction.........cc.ocoeeeriimiierinieriniesneeenenan, (1,403) —
Revenue, due to timing of inCome INCIUSION.........cocvviriviiviniirininirirmeeie et (9.543) —
Total net deferred tax Habilities ........cccooecininininiiiiiiiiice e $(85,417) $(88,257)

The above amounts are classified as current or long-term in the consolidated balance sheets in accordance with
the asset or liability to which they relate or, when applicable, based on the expected timing of the reversal. Current
deferred tax assets at December 31, 2008 and 2007 were $4,198 and $2,295, respectively. Non-current deferred tax
liabilities at December 31, 2008 and 2007 were $89,615 and $90,552, respectively.

The Company records a valuation allowance to reduce its net deferred tax assets to the amount that is more likely
than not to be realized. As of December 31, 2008 and 2007, the Company carried a valuation allowance against
deferred tax assets of $330 and $327, respectively. To the extent the valuation allowance is reduced that was
previously recorded as a result of business combinations, the offsetting credit will be recognized first as a reduction
to goodwill, then to other intangible assets, and lastly as a reduction in the current period’s income tax provision. As
of December 31, 2008, the Company had $327 of valuation allowance remaining from the 2005 recapltahzauon
which could potentially result in future reductions to goodwill. :

The Company currently benefits from federal and state net operating loss carryforwards. The Company’s
consolidated federal net operating loss carryforwards available to reduce future tax income are approximately $5.3
million and $5.4 million at December 31, 2008 and 2007, respectively. These net operating loss carryforwards, if not
used to offset future taxable income; will expire from 2009 through 2022. State net operating loss carryforwards at
December 31, 2008 and 2007 are approximately $0.4 million and $23.6 million, respectively. These net operating
loss carryforwards, if not used to offset future taxable income, will expire from 2020 through 2023. In addition, the
Company has alternative minimum tax credits which do not have an expiration date.
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Overall, the Company’s utilization of these various tax attributes, at both the federal and state level, may be
limited due to the ownership changes that resulted from the recapitalization transaction, as well as previous
acquisitions. This limitation is incorporated in the above table by the valuation allowance recorded against a portion
of the deferred tax assets, The Company also recognized goodwill resulting from the recapitalization transaction that
is reflected in the accompanying consolidated balance sheets. A portion of this goodwill is deductible for federal and
state income tax purposes. ' ’

Income taxes payable of $2,938 and $4,904 at December 31, 2008 and 2007, respectively, are included in other
current liabilities on the Company’s consolidated balance sheets. In addition, income taxes payable of $1,183 and
$405 at December 31, 2008 and 2007, respectively, are included in other long-term liabilities on the Company’s
consolidated balance sheets. The increase in other long-term liabilities relates to the finalization of certain tax
matters associated with the acquisition of LMC Health Plans which were recorded through goodwill, as well as
certain FIN 48 matters.

The Company adopted FASB Interpretation No. 48, “Accounting for Uncertainty in Income Taxes — an
interpretation of FASB Statement No. 109” (“FIN 48”) on January 1, 2007. The adoption of FIN 48 did not have a
material effect on the Company’s consolidated financial position or results of operations.

A reconciliation of the beginning and ending amount of unrecognized tax benefits is as follows:

2008 2007
Unrecognized tax benefits balance at beginning of Year ...........coeceerrieiininiinininieneneins $ 405 $ 740
Increases in tax poOSitions fOr PIIOT YEALS .....ccocveieeerierrireriecri e ssresesiesiesar s e desrenne 17 12
Decreases in tax positions fOr PriOr YEAIS ........cocevteveeriererierertercrrererieee st st seeseesnesans s ssaans — (80)
Increases in tax positions fOr CUITENt YEAr .......occccceveruiriinrireireiricricite e 90 90
Settlements .......ccccceeeeruenn Leeeerterere e beaateehe e e eahe e st e et e e e e R e e b e e R e et s n e e s e e e et s s e b e et b e e n s an s eas — —
Lapse of statute of HMitations.......ccoccevereererientriirei ettt sae e st s ns 107 (357)
Unrecognized tax benefits balance at end of year ..........cccccvvevrvcrenrerininncncciniiie e $§ 405 § 405

The Company’s continuing accounting policy is to recognize interest and/or penalties related to income tax
matters as a component of tax expense in the condensed consolidated statements of income. Accrued interest and
penalties were approximately $0.1 million as of December 31, 2008 and December 31, 2007. The Company had net
unrecognized tax benefits of $0.3 million as of December 31, 2008 and December 31, 2007, respectively, all of
which, if recognized, would favorably affect the Company’s effective income tax rate. In addition, the Company
does not anticipate that unrecognized tax benefits will significantly increase or decrease within the next twelve
months.

In many cases the Company’s uncertain tax positions are related to tax years that remain subject to examination
by the relevant taxing authorities. The Company files U.S. federal income tax returns as well as income tax returns
in various state jurisdictions. The Company may be subject to examination by the Internal Revenue Service (“IRS”)
for calendar years 2005 through 2007. Additionally, any net operating losses that were generated in prior years and
utilized in these years may also be subject to examination by the IRS. Generally, for state tax purposes, the
Company’s 2004 through 2007 tax years remain open for examination by the tax authorities under a four year statute
of limitations. There are currently no federal or state audits in process.

(17) Retirement Plans

The cost of the Company’s defined contribution plans during the years ended December 31, 2008, 2007 and
2006 was $2,438, $1,666 and $1,118, respectively. Amounts include the costs for contributions made by LMC
Health Plans since October 1, 2007, the date the Company acquired LMC Health Plans. Employees are always
100% vested in their contributions and vest in employer contributions at a rate of 50% after the first two years of
service and 100% after the third year of service. Effective January 1, 2009, employees will be 100% vested in
employer contributions after two years of service.
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(18) Segment Information

Beginning with the year ended December 31, 2008, the Company began reporting its business as managed in
four segments: Medicare Advantage, stand-alone Prescription Drug Plan, Commercial, and Other. Medicare
Advantage (“MA-PD”) consists of Medicare-eligible beneficiaries receiving healthcare benefits, including
prescription drugs, through a coordinated care plan qualifying under Part C of the Medicare Program. Stand-alone
Prescription Drug Plan (“PDP”) consists of Medicare-eligible beneficiaries receiving prescription drug benefits on a
stand-alone basis in accordance with Medicare Part D. Commercial consists of the Company’s commercial health
plan business. The Commercial segment was insignificant as of December 31, 2008 as a result of the non-renewal of
coverage during 2007 and 2008 by employer groups in Tennessee, which was expected. The Other segment consists
primarily of corporate expenses not allocated to the other reportable segments. The Company identifies its segments
in accordance with the aggregation provisions of SFAS No. 131, “Disclosures about Segments of an Enterprise and
Related Information”, which aggregates products with similar economic characteristics. These characteristics
include the nature of customer groups as well as pricing and benefits. These segment groupings are also consistent
with information used by the Company’s chief executive officer in making operating decisions.

The accounting policies of each segment are the same and are described in Note 1. The results of each segment
are measured and evaluated by earnings before interest expense, depreciation and amortization expense, and income
taxes (or “EBITDA”). The Company has not historically allocated certain corporate overhead amounts (classified as
selling, general and administrative expenses) or interest expense to our segments. The Company evaluates interest
.expense, income taxes, and asset and liability details on a consolidated basis as these items are managed in a
corporate shared service environment and are not the responsibility of segment operating management.

Revenue includes premium revenue, management and other fee income, and investment income.

Asset and equity details by reportable segment have not been disclosed, as the Company does not internally
report such information.

Financial data by reportable segment for the years ended December 31 is as follows:

MA-PD PDP Comrhercial Other Total
Year ended December 31, 2008
REVENUE .....cevevieivivinieeeeeereeesisessessassioneeeenses . $1,913,945  $268,708 $ 5,144 § 523 $2,188,320
EBITDA ............. ertebeaberteeteereereetreteaenresnentennans 283,136 15,099 2) (64,098) 234,135 -
Depreciation and amortization expense............ 23,512 12 — 5,023 28,547
Year ended December 31, 2007 ,
REVENUE .....ooveevivereeerieieriesie st seenees $1,407,763 $118,926 $ 46,648 § 1,788 $1,575,125
EBITDA ...ttt sreeeneseeeens 193,469 12,410 5,912 (48,813) 162,978
Depreciation and amortization expense............ 12,488 — — . 3,732 16,220
Year ended December 31, 2006
REVEMUE ....oovcve et v e re s $1,086,580 $101,382 $120,504 § 496 $1,308,962
EBITDA ..ottt seene s eeenes 137,208 22,057 8,465 (24,234) 143,496
Depreciation and amortization expense............ 9,409 — — 745 10,154

A reconciliation of reportable segment EBITDA to net income included in the consolidated statements of income for
the years ended December 31 is as follows:

2008 2007 2006
EBITDA ..ottt ettt eset e e te st e e e e sa st sesenennenesnen $234,135 $162,978  $143,496
INCOME tAX EXPENSE «..cevvivieniiriiiiiiiiicieni et eaend eveeeeeens - (67,512) (48,295) (43,811)
Interest eXPense .........coivvvmneninineceeriiesrennen arerreirageaes ererine et eere e e sanens (19,124) (7,466) (8,695)
Depreciation and amortization............coviveiriinivniinieninieceree s resesenes (28,547) (16,220) (10,154)
Impairment of intangible assets ..........coeeveeimiivnnnninnieveieeean, AT — (4,537) —
NEEINCOIMIE .vviveeireiceieieietietesrese e eesestese et es e sesesesanesesesenebesbasssnssasinssensannanens $118.952 $ 86460 $ 80,836

97



HEALTHSPRING, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
(in thousands, except share data)

(19) Statutory Capital Requirements

The HMOs are required to maintain satisfactory minimum net worth requirements established by their respective state
departments of insurance. At December 31, 2008, the statutory minjmum net worth requirements and actual statutory net worth
were $17,537 and $93,812 for the Tennessee HMO; $1,112 and $44,350 for the Alabama HMO; $7,474 and $10,989 for the
Florida HMO; and $29,541 (at 200% of authorized control level) and $62,523 for the Texas HMO, and $40 and $7,713 for the
accident and health subsidiary, respectively. Each of these subsidiaries were in compliance with applicable statutory requirements
as of December 31, 2008. Notwithstanding the foregoing, the state departments of insurance can require the Company’s HMO
subsidiaries to maintain minimum levels of statutory capital in excess of amounts required under the applicable state law if they
determine that maintaining additional statutory capital is in the best interest of the Company’s members. In addition, as a condition
to its approval of the LMC Health Plans acquisition, The Florida Office of Insurance Regulation has required the Florida plan to
maintain 115% of the statutory surplus otherwise required by Florida law until September 2010.

The HMOs are restricted from making dividend payments to the Company without appropriate regulatory notifications and
approvals or to the extent such dividends would put them out of compliance with statutory capital requirements. At
December 31, 2008, $341.0 million of the Company’s $372.4 million of cash, cash equivalents, investment securities and
restricted investments were held by the Company’s HMO subsidiaries and subject to these dividend restrictions.

(20) Commitments and Contingencies

The Company is from time to time involved in routine legal matters and other claims incidental to its business, including
employment-related claims, claims relating to the Company’s relationships with providers and members, and claims relating to
marketing practices of sales agents that are employed by, or independent contractors to, the Company. When it appears probable
in management’s judgment that the Company will incur monetary damagesin connection with any claims or proceedings, and
such costs can be reasonably estimated, liabilities are recorded in the consolidated financial statements and charges are recorded
against earnings. Although there can be no assurances, the Company does not believe that the resolution of such routine matters
and other incidental claims, taking into account accruals and insurance, will have a material adverse effect on the Company’s
consolidated financial position or results of operations.

The Company and its health plans are subject to periodic and routine audits by federal and state regulatory authorities. In
connection with its recent study of risk score coding practices by Medicare Advantage plans, CMS announced that it would audit
Medicare Advantage plans, primarily targeted based on risk score growth, for compliance by the plans and their providers with
proper coding practices. The Company’s Tennessee Medicare Advantage plan has been selected by CMS for a review of 2006
risk adjustment data used to determine 2007 premium rates, which the Company currently expects to begin in early 2009. CMS
has indicated that payment adjustments will not be limited to risk scores for the specific beneficiaries for which errors are found
but may be extrapolated to the entire plan. There can be no assurance that the Company’s other plans will not be randomly
selected or targeted for review by CMS or, in the event that a plan is selected for a review, that the outcome of such a review will
not result in a material impact to the Company’s results of operations and cash flows.

(21) Concentrations of Business and Credit Risks

The Company’s primary lines of business, operating health maintenance organizations and managing independent physician
" associations, are significantly impacted by healthcare cost trends.

The healthcare industry is impacted by health trends as well as being significantly impacted by gbvemment regulations.
Changes in government regulations may significantly affect management’s medical claims estimates and the Company’s
performance.

Approximately 99.8% and 97.0% of the Company’s premium revenue in 2008 and 2007, respectively, was derived from a
limited number of contracts with CMS, which are renewable annually and are terminable by CMS in the event of material breach
or aviolation of relevant laws or regulations. In addition, substantially all of the Company’s membership in its stand-alone PDP
results from automatic enrollment by CMS of members in CMS regions where the Company’s Part D premium bid is below the
relevant benchmark. If future Part D premium bids are not below the benchmark, or the Company violates relevant laws,
regulations or program requirements relating to Part D, CMS may not assign additional PDP members to the Company and may
reassign PDP members previously assigned to the Company.
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Financial instruments that potentially subject the Company to concentrations of credit risk consist primarily of
investment securities and derivatives and receivables generated in the ordinary course of business. Investment
securities are managed by professional investment managers within guidelines established by the Company that, as a
matter of policy, limit the amounts that may be invested in any one issuer. The Company seeks to manage any credit
risk associated with derivatives through the use of counterparty diversification and monitoring of counterparty
financial condition. Receivables include premium receivables from CMS for estimated retroactive risk adjustment
payments, premium receivables from individual and commercial customers, rebate receivables from pharmaceutical
manufacturers, receivables related to prepayment of claims on behalf of members under the Medicare program and
receivables owed to the Company from providers under risk-sharing arrangements and management services
arrangements. The Company had no significant concentrations of credit risk at December 31, 2008.

(22) Fair Value of Financial Instruments

The Company’s 2008 and 2007 consolidated balance sheets include the following financial instruments: cash
and cash equivalents, accounts receivable, investment securities, restricted investments, accounts payable, medical
claims liabilities, interest rate swap agreements, funds due (held) from CMS for the benefit of members, and long-
term debt. The carrying amounts of accounts receivable, funds due (held) from CMS for the benefit of members,
accounts payable and medical claims liabilities approximate their fair value because of the relatively short period of
time between the origination of these instruments and their expected realization. The fair value of the investment
securities and restricted investments as determined generally by quoted market prices are presented at Notes 5 and 8.
The fair value of the Company’s long-term debt (including the current portion) was $251.9 million at December 31,
2008 and consists solely of non-tradable bank debt. The carrying value of our debt at December 31, 2007 was
estimated by management to approximate fair value based upon the terms and nature of the obligations.

The fair value of the Company’s interest rate swap agreements are derived from a discounted cash flow analysis
based on the terms of the contract and the interest rate curve. The Company has designated its interest rate swaps as
cash flow hedges which are recorded in the Company’s consolidated balance sheet at fair value. The fair value of the
Company’s interest rate swaps at December 31, 2008 reflected a liability of approximately $3.3 million and is
included in other long term liabilities in the accompanying consolidated balance sheet.

Effective January 1, 2008, the Company adopted SFAS No. 157 for the Company’s financial assets. SFAS No.
157 defines fair value, expands disclosure requirements, and specifies a hierarchy of valuation techniques. The
following are the levels of the hierarchy and a brief description of the type of valuation information (“inputs”) that
qualifies a financial asset for each level:

Level Input Input Definition
Level I Inputs are unadjusted quoted prices for identical assets or liabilities in active markets at the

measurement date. :

Level II Inputs other than quoted prices included in Level I that are observable for the asset or liability
through corroboration with market data at the measurement date.

Level 111 Unobservable inputs that reflect management’s best estimate of what market participants would use
in pricing the asset or liability at the measurement date.

‘When quoted prices in active markets for identical assets are available, the Company uses these quoted market
prices to determine the fair value of financial assets and classifies these assets as Level 1. In other cases where a
quoted market price for identical assets in an active market is either not available or not observable, the Company
obtains the fair value from a third party vendor that uses pricing models, such as matrix pricing, to determine fair
value. These financial assets would then be classified as Level 2. In the event quoted market prices for similar assets
were not available, the Company would determine fair value using broker quotes or an internal analysis of each
investment’s financial statements and cash flow projections. In these instances, financial assets would be classified
based upon the lowest level of input that is significant to the valuation. Thus, financial assets might be classified in
‘Level 3 even though there could be some significant inputs that may be readily available.
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HEALTHSPRING, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
(in thousands, except share data)

The following table summarizes fair value measurements by level at December 31, 2008 for assets measured at
fair value on a recurring basis (in thousands):

Level 1 Level 2 Level 3 Total

Assets

Investment securities: available fOr SAle .......ooovivieeieeererieeereeeeeereeeeeereeeenenee $ — $ 337228 — $ 33722
Liabilities

Derivative — INErest Tate SWAPS .....c.ceervrrerrrerrsrereeiseresisseensssaessssesessssesesanas $ — 8§ 32558 — § 3255

The fair values of the Company’s available for sale securities is determined by pricing models developed using
market data as provided by a third party vendor. The fair value of our interest rate swaps is determined from a
discounted cash flow analysis based on the terms of the contract and the interest rate curve as provided by a third
party vendor. ’

(23) Quarterly Financial Information (unaudited)
Quarterly financial results may not be comparable as a result of many variables, including non-recurring items
and changes in estimates for medical claims liabilities, risk adjustment payments from CMS, and certain amounts

related to the Part D program.,

Selected unaudited quarterly financial data in 2008 and 2007 is as follows:

For the Three Month Period Ended

March 31, June 30, September 30, December 31,
2008 2008 2008 2008
TOtAl TEVENUES .....ovevevecececrceerereeeecesse e ceeteseseeses e $552,709"7 566,874 527,899 540,838
Income before inCome taxes .....vevvveecieeereveeeeeeeeeenaen. 32,976 63,163 45,995 44,330
NEt INCOME......c.veeeeerierieteecreeere et ee v ee s 21,058 40,222 29,360 28,312
Income per share — basiC.......ccocveveeeesierecicrecrrnrenenn, - $ 037 0.72 0.53 0.51
Income per share — diluted........cccovervvvereveireinenane. $ 037 0.72 0.53 0.51
: For the Three Month Period Ended
March 31, June 30, September 30, December 31,
) 2007 2007 2007 2007
TOLAl TEVENUES «...ovvvverervereieesereeceessee s $356,338 383,730% 366,500 468,557%
Income before inCOME taxes.........oeveevvevevicreverereeeeenes 22,074 36,764 34,939 . 40,978
NEt INCOME. ....urereerreeeetecreerreteeee ettt s eaesenesaesmeens 14,090 23,802 22,365 26,203
Income per share — basicC......c.ccoeveiveeereeirinreiiiercnn, $ 025 042 0.39 0.46
Income per share — diluted.............ccoovvvvivreirveereneene. $ 025 0.42 0.39 0.46

(1) Revenue for the quarter ended March 31 and June 30, 2008 includes $12.0 million and $17.3 million,
respectively, for the Final CMS Settlement associated with the 2007 Medicare plan year for which the Company
received notification from CMS of such amounts in the second quarter of 2008.

(2) Revenue for the quarter ended June 30, 2007 includes $15.5 million for the Final CMS Settlement associated
with the 2006 Medicare plan year for which the Company received notification from CMS of such amounts in
the second quarter of 2007. Revenue for the quarter ended December 31, 2007 includes the accrual of $23.0
million for estimated Final CMS Settlement for the 2007 Medicare plan year.
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SCHEDULE I — CONDENSED FINANCJAL INFORMATION OF HEALTHSPRING, INC.
(PARENT ONLY)
BALANCE SHEETS
December 31, 2008 and 2007
(in thousands)

‘ 2008 2007
Assets
Current assets: o _ ' '
Cash and cash eqUIVAIENES .........corrvumreeseerissimmsnisseessesisessonees et ssesaeans $ 8483 § 23,159
Prepaid expenses and Other CUITENE BSSELS .......cerremsrrrssssermmimmsesssssss s 2,097 641
DIEEEITEA TAX ASSELS 1rvvereeresrreresssssseeessesesssssssssssssssesiassssra s R — .95
TOtAl CULTENIE ASSELS w.vvveveerrrerececrrassenssssssssssisnmsassaasssssassssensssens vereerersaersaens A 10,580 . 23,895
Investment in SUDSIAIATIES. ......v.orveeereemsrrsssseresssrssisssimississssssrassssssoness ereeeeeenenenans e , 985,990~ 922,571
PrOPETtY ANd GQUIPIIEIIE, DIEL ...vvvvrsesereeerssssssssessssrmsssssmmisss s s ©5552 11471
TNtAngible ASSELS, NEE...vvuruerermsiimirmusrisseissrisinsssmssss s et eesennaae e ne st rne s aes 187 C 347
Deferred financing fee eereretreseonenaaereas e rereraravoa et tesetesens e e everreseenens 7,550 9,992
DEEEITEA TAX ASSELS ..o evrrssersesvecenersssss v es s e 5,538 3,758
Due from subsidiaries ...........ccouvees 20439 _5.832
‘ TOLAL BSSELS...rveveremesereessesessesssseasesssesssaesssesset s bR SesES RS 0 $1,035.836  $977.866
Liabilities and Stockholders’ Equity ' A ’
Current liabilities: ’ .
Accounts payable, accrued expenses AN OthET....e et rereneeeaennees $ 11,347 $ 9,125
Current portion of long-term debt........... eveseeseessssesesassaessssran it asa s b e 32,277 18,750
Deferred tax HADIIIEES ....cvocerereermeriemsssssesscesessissimsi st s s 634 —
Total CUITENt HHADIIIEIES ... .vevererererecrrrersrrsesessrescssinsssiss s senenes e 44,258 27,875
Deferred rent and other long-term Habilities.......oooveerciremnmmsimemsismcrsissmsmsssseeseeses 4,964 1,136
Long-term debt, less current T LTS DRI SRR BRI S S 235,736 277,500
TOtAL HHADATIEIES cvvvvreeverervrsersesseescereasaseressssssssseseasens b s sbss st st 284.958 306,511
Stockholders’ equity: .
COITUNION SEOCK .. eververaerasssrerescrsesssassasssssrsaets s ass eSS S s 578 576
Additional paid in CAPILAL......ccvveserveesserisemimsssisssssesmsss st 504,367 494,626
RELAINEA GATTUIES «.vvoevvereeserescnssersssesssrssesssesssesmassisssmss s ssss b s 295,170 176,218
Accumulated other comprehensive 108, NEt ..ot (1,955) —
TIEASUIY SEOCK . c.revuirmrurrisensticrisimsrnsrasssis e SSRU O VRROOIPIPRO (47.282) (65)
Total StOCKNOIAETS’ EQUILY.....vsevreverrsnusrrscrsessssrmisnsssscismsensitssss st 750,878 671.355
Total liabilities and stockhOlders’ EQUILY .......covveueusesreriimiurmsmnnnensescscmsnrnenssnesees $1,035.836  $977,866

See accompanying report of independent registered public accounting firm.
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SCHEDULE I — CONDENSED FINANCIAL INFORMATION OF HEALTHSPRING, INC.
(PARENT ONLY)
CONDENSED STATEMENTS OF INCOME
(in thousands)

Year ended Year ended Year ended
December 31, December 31, December 31,
2008 2007 2006
Revenue:
INVESHMENE INCOME ...eeeeeverreneerernesesseeeeseesssseressesasesseseesssssnnsssasanes $ 485 $ 1725 $ 478
TOLAL TEVEIIUE ..evveeeeerererereeeerreessesesseeesasessssassssassnssassossanssasassasses 485 1,725 478
Operating expenses:
Salaries and DENELILS .....ooveeveieeerereeeecrenristeie et 20,200 15,249 13,401
AdMINISrative EXPENSES .ccevvererereersmseseseresseeissrsisassssssssseesesssases 12,790 12,237 9,026
Depreciation and amoTrtization............ocremmrsecnims 74,018 3,480 746
IDLELESE EXPENSE .cecverevirrrrrarssnsessiscesistiass s st 19,118 7.465 330
Total OPErating EXPENSES.......vueseuureessusirmmrirsssrsistscrsisiassssnssasess 56.126 38.431 23.503
Loss before equity in subsidiaries” earnings and income taxes .. (55,641) (36,706) (23,025)
Equity in subsidiaries’ €armings ... 153.522 108.897 93,591
Tncome befOre iNCOME tAXES ..ooveevvervenvirrierinirereeseetisissessesaneenees 97,881 72,191 70,566
INCOME taX DENETIE ....vvvirceeeerteeeercecrirt et v 21.071 14.269 10,270
INEE ITICOIIE .. veeeeeveeeeereeereereesseeeeesasresstnasssssesasestbessssssassesuesasss © 118,952 86,460 80,836
Preferred divIdends......oveoeereeveerreeereniieinresieestesessrssiensass s — — (2.021)
Net income available to common stockholders ..........ccoceveenene ©§ 118952 $ 86,460 $ 782815

See accompanying report of independent registered public accounting firm.

102



SCHEDULE I — CONDENSED FINANCIAL INFORMATION OF HEALTHSPRING, INC.
(PARENT ONLY)
CONDENCED STATEMENTS OF CASH FLOWS
(in thousands)

Year ended Year ended Year ended
December 31, December 31, December 31,
2008 2007, __ 2006
Cash flows from operating activities: -
NEE INCOMIC. c.vervireeririeresrereesrsaessesensesestessesassesnensesesnsanssassassssesesnes $ 118952 $ 86460 $ 80,836
Adjustments to-reconcile net income to net cash provided by
(used in) operating activities:
Depreciation and amOrtization.........coeeeeeeremnccrsinneninniniiinnne: 4,018 3,480 745
Equity in subsidiaries” €armings........covoeeernccrnsinnsivniinninneines (153,522) (108,897) . (93,591)
Distributions and advances from/(to) subsidiaries, net............... 83,453 - . 18,613 - (124,193)
Share-based cOMPENSALION.......ccerviiviriirmiiinieininie s 3,860 4,236 5,650
Deferred tAXES ....veeveereeieereeeeeseeesreeeeesieear et a e e enes (1,051) (824) (4,294)
Amortization of deferred financing COSt.......coceeeeriiiiiiiiinnnn © 2,442 ‘ 752 130
Write-off of deferred financing fee........oooeenniiininiincncnncs — 651 —
Tax shortfall from stock award transactions .........c.cceeeereriveencicn. 283) - - — ' —
Incréase (decrease) due to change in: ‘ : ‘ ‘
Prepaid expenses and other current assets.............coeveeeinnens (726) 147 1,793
Accounts payable, accrued expenses, and other current :
THADITEIES ... vveveerevrereereraerereeesneereeseresesisntonnnsoreesiasassasnanesseneones o 1,691 828 - 4,953
Other long-term Liabilities.......ccovrvinireeeincncniniiniinnen, 1,796 __907 229
Net cash provided by (used in) operating activities ........... . 60, 630 S 6353 (127.742)
Cash flows from investing activities: ‘ EREER v '
Purchase of property and eqUIpment.....o...ccceciinieinmienncncsnessinenns (948) (10,199) (4,950)
Acquisitions, net of cash acquired .........cccevereveesiiiinininnn, = __(317.799) ' —
Net cash provided by (used in) investing activities ............ ' (948) (327.998) (4.950)
Cash flows from financing activities: , ‘
Proceeds from issuance of debt .........ccivvevvreerienienrcnninieneicneiene — 300,000 —
Payments 0N debt.........ccomriiiininmnesicn s (28,237) (3,750) —
Proceeds from issuance of common and preferred stock ................ — — 188,493
Deferred financing COStS ......ooveerinremeienieiinenn e S — (10,610) (932)
Purchase Of treasury StOCK ....ccccceeeiirecreremirinirnrnersiisssseseessssonsenens S (47,217) (12) " (13)
Proceeds from stock options eXercised........covvurrrirersneenescnencncaens 1,012 - 1,023 12
Tax benefit from stock Options eXETCISed ..........crwwerrrirerrrrrrssrsenes 84 2 ' 30
Net cash(used in) provided by financing activities.............. (74,358) 286,653 187,590
Net (decrease) increase in cash and cash equivalents (14,676) (34,992) 54,898
Cash and cash equivalents at beginning of year ............cooveveverereracnne - 23,159 58.151 3.253

Cash and cash equivalents at end of Year .........ccoovvvvnniecnincsnnnnns $ 8,483 $ 23159 § __58,151

See accompanying report of independent registered public accounting firm.
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Item 9. Changes in and Disagreements with Accountants on Accounting and Financial Disclosure
None.

Item 9A. Controls and Procedures

Evaluation of Disclosure Controls and Procedures

Our senior management carried out an evaluation required by Rule 13a-15 under the Securities Exchange Act of
1934, as amended (the “Exchange Act”), under the supervision and with the participation of our Chief Executive
Officer (“CEO”) and Chief Financial Officer (“CFO”), of the effectiveness of our disclosure controls and procedures
as defined in Rule 13a-15 and 15d-15 under the Exchange Act (“Disclosure Controls”). Based on the evaluation, our
senior management, including our CEO and CFO, concluded that, as of December 31, 2008, our Disclosure Controls
are effective in timely alerting them to material information required to be included in our reports filed with the
SEC.

Changes in Internal Control Over Financial Reporﬁng

There have been no changes in our internal control over financial reporting identified in connection with the
evaluation that occurred during the quarter ended December 31, 2008 that has materially affected, or is reasonably
likely to materially affect, our internal control over financial reporting.

Management’s Report on Internal Control Over Fi inancial Reporting

Management of the Company is responsible for establishing and maintaining adequate internal control over financial
reporting as defined in Rules 13a-15(f) and 15d-15(f) under the Exchange Act. The Company’s internal control over
financial reporting is designed to provide reasonable assurance regarding the reliability of financial reporting and the
preparation of financial statements for external purposes in accordance with U.S. generally accepted accounting
principles. The Company’s internal control over financial reporting included those policies and procedures that:

(i) pertain to the maintenance of records that, in reasonable detail, accurately and fairly reflect the transactions and
dispositions of the assets of the Company;

(i) provide reasonable assurance that transactions are recorded as necessary to permit preparation of financial
statements in accordance with generally accepted accounting principles, and that receipts and expenditures of the
Company are being made only in accordance with authorizations of management and directors of the Company; and

(iii) provide reasonable assurance regarding prevention or timely detection of unauthorized acquisition, use or
disposition of the Company’s assets that could have a material effect on the financial statements.

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

Management assessed the effectiveness of the Company’s internal control over financial reporting as of

December 31, 2008. In making this assessment, we used the criteria set forth by the Committee of Sponsoring

Organizations of the Treadway Commission (COSO) in Internal Control—Integrated Framework. Based on our

assessment and those criteria, we determined that the Company’s internal control over financial reporting was
effective as of December 31, 2008.

The effectiveness of the Company’s internal control over financial reporting as of December 31, 2008 has been

audited by KPMG LLP, an independent registered public accounting firm, as stated in their report set forth in the
Report of Independent Registered Public Accounting Firm in Part 11, Item 8 of this Annual Report on Form 10-K.
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Item 9B. Other Information
None.
PART II1

Item 10. Directors, Executive Officers and Corporate Governance

Information with respect to the directors of the Company, set forth in the Company’s definitive proxy statement,
to be filed with the SEC on or before April 9, 2009 for the Company’s 2009 Annual Meeting of Stockholders to be
held on or about May 19, 2009 (the “Proxy Statement”), under the caption “Proposal 1 — Election of Directors,” is
incorporated herein by reference. Pursuant to General Instruction G(3), information concerning executive officers of
the Company is included in Item 1 of this Annual Report on Form 10-K under the caption “Executive Officers of the
Company.”

Information with respect to compliance with Section 16(a) of the Securities Exchange Act of 1934, set forth in
the Proxy Statement under the caption “Section 16(a) Beneficial Ownership Reporting Compliance,” is incorporated
herein by reference.

Information with respect to our code of ethics, set forth in the Proxy Statement under the caption “Corporate
Governance — Code of Business Conduct and Ethics,” is incorporated herein by reference.

Item 11. Executive Compensation

Information required by this item, set forth in the Proxy Statement under the caption “Executive and Director
Compensation,” is incorporated herein by reference.

Item 12. Security Ownership of Certain Beneficial Owners and Management and Related Stockholder
Matters

Information with respect to security ownership of certain beneficial owners and management and related
stockholder matters and our equity compensation plans, set forth in the Proxy Statement under the captions
“Security Ownership of Certain Beneficial Owners and Management” and “Executive and Director Compensation,”
is incorporated herein by reference.

Item 13. Certain Relationships and Related Transactions and Director Independence

Information with respect to certain relationships and related transactions and director independence, set forth in
the Proxy Statement under the captions “Certain Relationships and Related Transactions,” “Security Ownership of
Certain Beneficial Owners and Management” and “Corporate Governance,” is incorporated herein by reference.
Item 14. Principal Accountant Fees and Services

Information with respect to the fees paid to and services provided by our independent registered public
accounting firm, set forth in the Proxy Statement under the caption “Fees Billed to the Company by KPMG LLP
During 2008 and 2007,” is incorporated herein by reference.

Information with respect to our audit committee and audit committee financial expert, set forth in the Proxy

Statement under the caption “Corporate Governance-Board Committee Composition,” is incorporated herein by
reference.
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PARTIV
Item 15. Exhibits and Financial Statement Schedules
(a) Financial Statements and Financial Statement Schedules

(1) All financial statements filed as part of this report are listed in the Index to Consolidated Financial
Statements on page 72 of this report. '

(2) All financial statement schedules required to be filed as part of this report are listed in the Index to
Financial Statements on page 72 of this report.

(3) Exhibits — See Index to Exhibits at end of this report, which is incorporated herein by reference.
(b) Exhibits

See the Index to Exhibits at end of this report, which is incorporated herein by reference.
(¢) Financial Statements

We are filing as part of this report the financial schedule listed on the index immediately preceding the financial
statements in Item 8 of this report.
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SIGNATURES

Pursuant to the requirements of Section 13 or 15(d) of the Securities Exchange Act of 1934, the registrant has duly
caused this report to be signed on its behalf by the undersigned, thereunto duly authorized.

HEALTHSPRING, INC.

Date: February 25, 2009 By: /s/ Kevin M. McNamara
Name: Kevin M. McNamara -
Title: Executive Vice President and Chief
Financial Officer

Pursuant to the requirements of the Securities Exchange Act of 1934, this report has been signed below by the
following persons on behalf of the registrant and in the capacities and on the dates indicated.

Signature . . Title Date
/s/ Herbert A. Fritch Chairman of the Board of Directors and Chief ~ February 25, 2009
Herbert A. Fritch Executive Officer (Principal Executive Officer)
/s/ Kevin M. McNamara Executive Vice President and Chief Financial February 25, 2009
Kevin M. McNamara Officer (Principal Financial and Accounting

Officer)

/s/ Bruce M. Fried . Director ' February 25, 2009
Bruce M. Fried . :
/s/ Robert Z. Hensley Director February 25, 2009
Robert Z. Hensley '
/s/ Benjamin Leon, Jr. Director February 25, 2009
Benjamin Leon, Jr. ' S
/s/ Sharad Mansukani " Director ' February 25, 2009
Sharad Mansukani : - \ : : :
/s/ Russell K. Mayerfeld . Director February 25, 2009
Russell K. Mayerfeld
/s/ Joseph P. Nolan , Director February 25, 2009
Joseph P. Nolan '
/s/ Martin S. Rash , .. Director February 25, 2009
Martin S. Rash :
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Exhibits

3.1
32
4.1
4.2
43

4.4

10.1
10.2
10.3
10.4
10.5
10.6
10.7
10.8
10.9
10.10
10.11
10.12
10.13
10.14
10.15
10.16

10.17

10.18

10.19

10.20

10.21

10.22

INDEX TO EXHIBITS

Description
Form of Amended and Restated Certificate of Incorporation of HealthSpring, Inc. (1)

Form of Second Amended and Restated Bylaws of HealthSpring, Inc. (1)
Reference is made to Exhibits 3.1 and 3.2
Specimen of Common Stock Certificate )

Registration Agreement, dated as of March 1, 2005, by and among HealthSpring, Inc., GTCR Fund VIII,
L.P., GTCR Fund VIII/B, L.P., GTCR Co-Invest II, L.P., and each of the other stockholders of
HealthSpring, Inc. whose names appear on the schedules thereto or on the signature pages or joinders to
the Registration Rights Agreement (1)

Registration Rights Agreement, dated as of October 1, 2007, by and between HealthSpring, Inc. and the
former stockholders of Leon Medical Centers Health Plans, Inc. (2)

Form of HealthSpring, Inc. Amended and Restated Restricted Stock Purchase Agreement™ (1)
HealthSpring, Inc. 2005 Stock Option Plan* (1)

Form of Non-Qualified Stock Option Agreement (Option Plan)* (1)

HealthSpring, Inc. 2006 Equity Incentive Plan, as amended* (3)

Form of Non-Qualified Stock Option Agreement (Equity Incentive Plan)* (4)

Form of Incentive Stock Option Agreement (Equity Incentive Plan)* (4)

Form of Restricted Stock Award Agreement (Employees and Officers) (Equity Incentive Plan)* (5)
Form of Restricted Stock Award Agreement (Directors) (Equity Incentive Plan)* (4)

HealthSpring Inc. Amended and Restated 2008 Management Stock Purchase Plan*

Form of Restricted Stock Award Agreement (Management Stock Purchase Plan)*

Non-Employee Director Compensation Policy* (6)

Amended and Restated Employment Agreement between Registrant and Herbert A. Fritch* (1)
Amended and Restated Employment Agreement between Registrant and Kevin M. McNamara* (1)
Employment Agreement between Registrant and Gerald V. Coil* (7)

Form of Indemnification Agreement (1)

Stock Purchase Agreement, dated August 9, 2007, by and among Leon Medical Centers Health Plans, Inc.,
the stockholders of Leon Medical Centers Health Plans, Inc., as sellers, NewQuest, LLC, as buyer, and
HealthSpring, Inc. (8)

Medical Services Agreement, dated as of October 1, 2007, by and between Leon Medical Centers, Inc. and
Leon Medical Centers Health Plans, Inc. (2)

Credit and Guaranty Agreement, dated as of October 1, 2007, by and among HealthSpring, Inc., as borrower,
certain subsidiaries of HealthSpring, Inc., as guarantors, the lenders party thereto from time to time, and
Goldman Sachs Credit Partners L.P., as administrative agent, lead arranger and collateral agent (2)

Contract H4454 between Centers for Medicare & Medicaid Services and HealthSpring of Tennessee, Inc.
(renewed effective as of January 1, 2009) (1)

Contract H4513 between Centers for Medicare & Medicaid Services and Texas HealthSpring I, LLC
(renewed effective as of January 1, 2009) (1)

Contract H0150 between Centers for Medicare & Medicaid Services and HealthSpring of Alabama, Inc.
(renewed effective as of January 1, 2009) (1)

Contract H1415 between Centers for Medicare & Medicaid Services and HealthSpring of Illinois (renewed
effective as of January 1, 2009) (1)
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Exhibits Description

10.23 ~ Contract H4407 between Centers for Medicare & Medicaid Services and HealthSpring of Tennessee, Inc.

(d/b/a HealthSpring of Mississippi) (renewed effective as of January 1, 2009) (1)

1024  Contract H5410 between Centers for Medicaré & Medicaid Services and HealthSpring of Florida, Inc.

(f/k/a Leon Medical Centers Health Plans, Inc.) (renewed effective as of January 1, 2009) (9)

10.25  Amended and Restated IPA Services Agreement dated March 1, 2003 by and between Texas

HealthSpring, LLC and Renaissance Physician Organization, as amended (1)

10.26  Full-Service Management Agreement dated April 16, 2001 by and between GulfQuest L.P. and

Renaissance Physician Organization, as amended (1)

10.27  Agreement dated May 28, 1993 between Baptist Hospital, Inc. and DST Health Solutlons Inc. (f/k/a CSC

Healthcare Systems, Inc.), as amended (1)

10.28  Master Service Agreement dated June 13, 2003 between OAO HealthCare Services, Inc. and Teruest

LLC, on behalf of GulfQuest, L.P. (1)

10.29 Stand-Alone PDP Contract between Centers for Medicare & Medicaid Services and HealthSpring, Inc. and

HealthSpring of Alabama, Inc. (renewed effective as of January 1, 2009) (10)

10.30 ~ Stand-Alone PDP Contract between Centers for Medicare & Medicaid Services and HealthSprlng, Inc. and

Texas HealthSpring I, LLC (renewed effective as of January 1, 2009) (10) -

10.31 Stand-Alone PDP Contract between Centers for Medicare & Medicaid Services and HealthSpring, Inc. and

HealthSprlng, Inc. d/b/a HealthSprmg of M1ssrss1pp1 (renewed effective as of January 1, 2009) (10)

10.32  Stand-Alone PDP Contract between Centers for Medicare & Medicaid Services and HealthSpring, Inc.

d/b/a HealthSpring of Illinois (renewed effective as of January 1, 2009) (10)

10.33 Stand-Alone PDP Contract between Centers for Medicare & Medicaid Services and HealthSpring of

Florida, Inc. (f/k/a Leon Medical Centers Health Plans, Inc.) (renewed effectlve as of J. anuary 1,2009) (9)

10.34  Novation Agreement for Change of Ownershlp of a Medicare Prescnptlon Drug Plan Line. of Business,

dated as of December 12, 2007, by and among Texas HealthSpring I, LLC, HealthSpring of Tennessee,
Inc., and the Centers for Medicare and Medicaid Services (9)

18.1 KPMG LLP letter regarding preferability of change in method for Annual Impa1rment Testing of goodwill

and indefinite life intangibles

21.1 Subsidiaries of the Registrant

23.1 Consent of KPMG LLP -

24.1 Power of attorney (included on the signature page) -

31.1 Certification of Chief Executive Officer pursuant to Section 302 of Sarbanes-Oxley Act of 2002
31.2 Certification Chief Financial Officer pursuant to Section 302 of Sarbanes-Oxley Act 0of 2002
32.1 Certlﬁcatlon of Chief Executive Officer pursuant to Sectlon 906 of Sarbanes-Oxley Act 0of 2002
32.2 Certification of Chief Financial Officer pursuant to Section 906 of Sarbanés-Oxléy Act of 2002
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Indicates management contract or compensatory plan contract or arrangement

Previously filed as an Exhibit to the Company’s Registration Statement on Form S-1 (Frle No. 333 128939) filed October 11, 2005, as
amended.

Previously filed as an Exhibit to the Company’s Current Report on Form 8-K, filed October 4, 2007.
Previously filed as an Exhibit to the Company’s Qua.rterly Report on F orm 10- Q, ﬁled May 14, 2007 .
Previously filed as an Exhibit to the Company’s Quarterly Report on Form 10-Q, filed November 2, 2007
Previously filed as an Exhibit to the Company’s Quarterly Report on Form 10-Q, filed May 2, 2008.
Previously filed as an Exhibit to the Company’s Quarterly Report on Form 10-Q, filed August 14, 2007.
Previously filed as an Exhibit to the Company’s Current Report on Form 8-K, filed December 27, 2006. °
Previously filed as an Exhibit to the Company’s Current Report on Form 8-K, filed August 14, 2007.
Previously filed as an Exhibit to the Company’s Annual Report on Form 10-K, filed February 29, 2008.

(10) Previously filed as an Exhibit to the Company’s Annual Report on Form 10-K, filed March 31, 2006.
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Exhibit 31.1

SECTION 302 CERTIFICATION BY CHIEF EXECUTIVE OFFICER

I, Herbert A. Fritch, Chief Executive Officer of HealthSpring, Inc., certify that:

1.

2.

I have reviewed this Annual Report on Form 10-K of HealthSpring, Inc.;

Based on my knowledge, this report does not contain any untrue statement of a material fact or omit to state a
material fact necessary to make the statements made, in light of the circumstances under which such statements

“were made, not misleading with respect to the period covered by this report;

Based on my knowledge, the financial statements, and other financial information included in this report, fairly
present in all material respects the financial condition, results of operations and cash flows of the registrant as
of, and for, the periods presented in this report;

The registrant’s other certifying officer and I are responsible for establishing and maintaining disclosure
controls and procedures (as defined in Exchange Act Rules 13a-15(e) and 15d-15(e)) and internal control over
financial reporting (as defined in Exchange Act Rules 13a-15(f) and 15d-15(f)) for the registrant and have:

(a) Designed such disclosure controls and procedures, or caused such disclosure controls and procedures to be
designed under our supervision, to ensure that material information relating to the registrant, including its
consolidated subsidiaries, is made known to us by others within those entities, particularly-during the
period in which this report is being prepared;

(b) Designed such internal control over financial reporting, or caused such internal control over financial
reporting to be designed under our supervision, to provide reasonable assurance regarding the reliability of
financial reporting and the preparation of financial statements for external purposes in accordance with
generally accepted accounting principles;

(c) “Evaluated the effectiveness of the registrant’s disclosure controls and procedures and presented in this
report our conclusions about the effectiveness of the disclosure controls and procedures, as of the end of the
period covered by this report based on such evaluation; and

(d) Disclosed in this report any change in the registrant’s internal control over financial reporting that occurred
during the registrant’s most recent fiscal quarter (the registrant’s fourth fiscal quarter in the case of an
annual report) that has materially affected, or is reasonably likely to materially affect, the registrant’s
internal control over financial reporting; and '

The registrant’s other certifying officer and I have disclosed, based on our most recent evaluation of internal
control over financial reporting, to the registrant’s auditors and the audit committee of the registrant’s board of
directors (or persons performing the equivalent functions):

(a) Allsignificant deficiencies and material weaknesses in the design or operation of internal control over
financial reporting which are reasonably likely to adversely affect the registrant’s ability to record, process,
summarize and report financial information; and

(b) Any fraud, whether or not material, that involves management or other employees who have a significant
role in the registrant’s internal control over financial reporting.

February 25, 2009

/s/ Herbert A. Fritch
Herbert A. Fritch
Chief Executive Officer
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Exhibit 31.2
SECTION 302 CERTIFICATION BY CHIEF FINANCIAL OFFICER
L, Kevin M. McNamara, Chief Financial Officer of HealthSp'ring, Inc, certify that:
1. Thave reviewed this Annﬁal Report on Form 10-K of HealthSpring, Inc.;

2. Based on my knowledge, this report does not contain any untrue statement of a material fact or omit to state a
material fact necessary to make the statements made, in light of the circumstances under which such statements
were made, not misleading with respect to the period covered by this report;

3. Based on my knowledge, the financial statements, and other financial information included in this report, fairly
present in all material respects the financial condition, results of operations and cash flows of the registrant as
of, and for, the periods presented in this report; , : : S »

4. The registrant’s other certifying officer and I are responsible for establishing and maintaining disclosure
controls and procedures (as defined in Exchange Act Rules 13a-15(e) and 15d-15(¢)) and intérnal control over
financial reporting as defined in Exchange act rules 13a-15(f) and 15d-15(f)) for the registrant and have:

(a) Designed such disclosure controls and procedures, or caused such disclosure controls and procedures to be
designed under our supervision, to ensure that material information relating to the registrant, including its
consolidated subsidiaries, is made known to us by others within those entities, particularly during the
period in which this report is being prepared;

(b) Designed such internal control over financial reporting, or caused such internal control over financial
reporting to be designed under our supervision, to provide reasonable assurance regarding the reliability of
financial reporting and the preparation of financial statements for external purposes in accordance with
generally accepted accounting principles;

(c) Evaluated the effectiveness of the registrant’s disclosure controls and procedures and presented in this
report our conclusions about the effectiveness of the disclosure controls and procedures, as of the end of the
period covered by this report based on such evaluation; and

(d) Disclosed in this report any change in the registrant’s internal control over financial reporting that occurred
during the registrant’s most recent fiscal quarter (the registrant’s fourth fiscal quarter in the case of an
annual report) that has materially affected, or is reasonably likely to materially affect, the registrant’s
internal control over financial reporting; and

5. The registrant’s other certifying officer and I have disclosed, based on our most recent evaluation of internal
control over financial reporting, to the registrant’s auditors and the audit committee of the registrant’s board of
directors (or persons performing the equivalent functions):

(a) All significant deficiencies and material weaknesses in the design or operation of internal control over
financial reporting which are reasonably likely to adversely affect the registrant’s ability to record, process,
summarize and report financial information; and

(b) Any fraud, whether or not material, that involves management or other employees who have a significant
role in the registrant’s internal control over financial reporting.

February 25,2009
/s/ Kevin M. McNamara

Kevin M. McNamara
Executive Vice President and Chief Financial Officer
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Exhibit 32.1

CERTIFICATION PURSUANT TO
18 U.S.C. SECTION 1350,
AS ADOPTED PURSUANT TO ,
SECTION 906 OF THE SARBANES-OXLEY ACT OF 2002

In connection with the Annual Report of HealthSpring, Inc. on Form 10-K for the period ending December 31, 2008
(the “Report™); I, Herbert A. Fritch, Chief Executive Officer of HealthSpring, Inc., certify, pursuant to 18 U.S.C.
Section 1350, as adopted pursuant to Section 906 of the Sarbanes-Oxley Act of 2002, that:

1. The Report fully complies with the requirements of Section 13(a) or 15(d) of the Securities Exchange Act of
1934; and . :

2. The information contained in the Report fairly presents, in all material respects, the financial condition and
results of operations of the Company.

/s/ Herbert A. Fritch -
Herbert A. Fritch

Chief Executive Officer
February 25, 2009
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Exhibit 32.2

CERTIFICATION PURSUANT TO
18 U.S.C. SECTION 1350,
AS ADOPTED PURSUANT TO
SECTION 906 OF THE SARBANES-OXLEY ACT OF 2002

In connection with the Annual Report of HealthSpring, Inc. on Form 10-K for the period ending December 31, 2008
(the “Report”), I, Kevin M. McNamara, Chief Financial Officer of HealthSpring, Inc., certify, pursuant to 18 U.S.C.
Section 1350, as adopted pursuant to Section 906 of the Sarbanes-Oxley Act of 2002, that:

1. The Report fully complies with the reqliiirements of Section 13(a) or 15(d) of the Securities Exchange Act of
1934; and

2. The information contained in the Report fairly presents in all material respects, the financial condition and
results of operations of the Company. !

/s/ Kevin M. McNamara

Kevin M. McNamara

Executive Vice President and Chief Financial Officer
February 25, 2009
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