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ABOUT HEALTHSPRING
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_ HealthSpring, based in Nashville, Tennessee, is one of the "& .

__ country’s largest Medicare Advantage coordinated care § "
plans. HealthSpring currently owns and operates Medicare |

i

Advantage plans in Alabama, Delaware, Florida, Georgia, =
\‘“’K&%@*l\.; < . . .. A ' 37&%:‘;%
| llinois, Maryland, Mississippi, New Jersey, Pennsylvania, =

: - - - - - - \\é‘ﬁi; . - -
Tennessee, Texas, and Washington D.C. and also offers a | - - .

e

national stand-alone Medicare prescription drug plan. For = «R
more information, visit www.healthspring.com.
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Chairman’s Letter

Actual HealthSpring
Members

Fellow Stockholders: 1 have been thinking of the phrase, “The more
things change, the more they stay the same,’ and its applicability to HealthSpring in 2010.
2010 began with anxious anticipation of change for our industry and company, primarily
because of the passage in early 2010 of health insurance and Medicare reform. As the
year began, political and regulatory challenges, reimbursement rate pressures, shortened

enrollment periods, and a sluggish merger-and-acquisition environment all seemed to

threaten our strategic initiatives and our growth prospects.  Herbert A. Fritch
Chairman and
Chief Executive Officer

Yet, thanks to an adaptive management team and the resilience of the company’s employees, by 2010 year end our

company had achieved records in almost every meaningful financial and operating measure. Our total revenue of
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MEDICARE ADVANTAGE $3.1 billion and earnings per share of $3.39 were up by 18%

MEMBERSHIP
(AT YEAR END) and 41%, respectively, over 2009. HealthSpring celebrated
é its one-millionth Medicare member in 2010 - ending the
<
o
o ear with approximately 305,000 members in our Medicare
_ y pp y
o § _ Advantage plans and over 724,000 members in our stand-
T 2
° alone prescription drug plans, representing growth of 61%

and 131%, respectively, compared with the end of 20009.
Despite the many changes external to HealthSpring, 2010 was

an excellent year for membership and earnings growth.

2 g3 2
] ] ] ;
The merger-and-acquisition environment also changed for
the better in 2010, at least for us. Our acquisition of Bravo
Health, Inc. in November was a 2010 highlight. Bravo Health
not only contributed one month of revenue and earnings to
""""" - our 2010 financial results; the acquisition also introduced us
STAND-ALONE PDP to new geographies in Pennsylvania and the Mid-Atlantic
MEMBERSHIP ) - . -

(AT YEAR END) region and expanded our existing presence in Texas, bringing
§ with it over 100,000 Medicare Advantage members and over
=
™~

— 300,000 PDP members. Bravo Health's approach to healthcare

delivery, like ours, is grounded in tightly managed provider

o § networks and aligned plan-provider-member incentives that
< 2

§ - reward cost-effective, high quality healthcare. Integration of

Bravo Health's operations with ours is progressing smoothly,

and it already feels like a seamless component of the

2008
2009

HealthSpring fabric.

<o
—
o
N
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2010 definitely turned out to be a year of change. Let me

assure you, however, of the things that did not change: our
commitment to providing for the highest quality of medical
care to our members; our commitment to partnering with
our contracted providers to improve the quality and efficiency
of healthcare delivery; and our commitment to innovation
in developing and managing improved healthcare delivery
systems in response to changing political and economic
conditions. The more things change, the more they stay the

same.

20710 ANNUAL REPORT TO STOCKHOLDERS

360° PHYSICALS PROVE
EFFECTIVE AT IDENTIFYING
PREVIOUSLY UNDIAGNOSED
HEALTH CONDITIONS

HealthSpring ~ expanded its  360°
Physicals initiative in 2010. This initiative
targets a segment of HealthSpring’s
at-risk membership for comprehensive
in-home or in-office physicals conducted
by advanced nurse practitioners or
physicians.

360° Physicals provide early access to
preventive care for members and have
proven effective at identifying previously
undiagnosed conditions. This allows the
member’s primary care physician to be
aware of these conditions and quickly
take appropriate preventive action.

During 2010, 360° Physicals identified
nearly six new health conditions per
member, on average. Our 360° Physicals
initiative is one more way HealthSpring is
striving to improve the health and quality
of life for our members.

HEALTHSPRING’S EXPANDING
360° PHYSICALS INITIATIVE
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LivingWell

Health Center 1y ® HEALTHSPRING

| encourage you to review the detailed financial and operating
results, and management’s discussion and analysis of those

results, in the Form 10-K accompanying this Annual Report.

I'll use the balance of this letter to comment further on some

of the good news of 2010 and several opportunities and

challenges going forward.

As I wrote this letter last year, | expressed concerns on behalf
of the company and our industry regarding changes to our
business threatened by implementation of the Patient

Protection and Affordable Care Act (PPACA), passed into law by

2010 ANNUAL REPORT TO STOCUKHOLDERS

LIVINGWELL AND BRAVO
HEALTH ADVANCED

CARE CENTERS PROVIDE
MEMBERS WITH ENHANCED
CARE SERVICES

LivingWell Health Centers are
primary care centers operated
exclusively for HealthSpring members. A
The centers offer members an
expanded care team dedicated to
preventive care as well as additional
on-site medical and health services.
We believe the centers improve
member satisfaction, service levels,
and clinical outcomes and provide for
a more satisfying and cost-efficient
healthcare delivery system for the
physician.

The LivingWell model has recently
been expanded to include LivingWell
Physician Practices, which
incorporate the principles of the larger
stand-alone centers while allowing
members to continue to see their

primary care physician in a physician

office setting.

Bravo Health Advanced Care
Centers are  physician-directed
patient care centers designed to
address immediate and complex
health issues at the point of need.
Serving as a link between the hospital
and the primary care provider, the
centers are innovative physician
practices equipped to deliver care
beyond what is practical in most
physicians’  offices. The centers
currently serve exclusively Bravo
Health members at three locations:
North Philadelphia, West Philadelphia,
and Baltimore.



TOTAL REVENUE Congress in early 2010. PPACA implemented immediately a

(IN MILLIONS)
shortened enrollment period for Medicare Advantage plans,

beginning with enroliment for 2011 plan years. AlthougH

=]

\E we continue to view the reduced enroliment period as both

v
unnecessarily restrictive to Medicare beneficiaries and a
challenge to our business, | was happy to report better than
expected 2011 enroliment. Medicare Advantage membership
across all of our plans during the reduced selling period

1 B increased by about 8% over 2010 year end - our best open

o o

e 3

[a] ~N

Members




@

iced enroll

.

gy

restrictive to Medicare
beneficiar
toourb

enrollment results ever. Although | applaud our sales efforts,
I believe our favorable enrollment is also a testament to the
continued strong desire of the Medicare population for the
value—added services that Medicare Advantage plans like
ours offer. Evidenced by the growth in Medicare Advantage
enrollment industry-wide (an estimated current Medicare
Advantage membership of 12.1 million compared with
11.3 million at year-end 2009), the program is thriving despite

the buffeting legislative reforms and political rhetoric.

Notwithstanding recent Congressional efforts to repeal
PPACA, we are not expecting that as a likely scenario. We
are encouraged, however, by Congress’ and CMS’ apparent
willingness to consider further examination and modification

of some of the shortcomings we see in the reform law. In

2010 ANNUAL REPORT TO STOCKHOLDERS
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2011 MARKETING CAMPAIGN
GENERATES RECORD
BENEFICIARY INTEREST

Regulatory changes for 2011 Medicare
Advantage enrollment meant that
plans faced an abbreviated selling
period. This increased the importance
of HealthSpring’s Annual Enrollment
Period (AEP) marketing efforts from
October to December 2010.

Based on the previous success of its
current campaign — now in its third
year - HealthSpring felt the theme
of “More from Medicare. More from
life.” would continue to resonate
with Medicare beneficiaries. As in
prior years, the 2011 AEP television
campaign featured the testimony
of actual HealthSpring members,
powerfully  demonstrating  our
competitive advantages and
innovative approaches to care

coordination.

Once again, the award-winning
campaign  yielded record-setting
results, 2011 AEP television-generated

continued on page 9
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the meantime, we are focusing the company’s resources on
innovation in healthcare delivery systems and other strategic

opportunities created by reform.

In particular, the development of Accountable Care
Organizations, or ACOs, is a significant strategic initiative for
our company. Writing to you last year, | indicated that our
history and experience with managing large, primary care
physician groups should position us well to take a leading
role in the design and development of ACOs. In advance
~of regulations regarding government-backed ACOs, we
have been meeting with insurance, hospital, and physician
organizations to discuss privately managed ACO delivery
models. The primary tenets of the models under discussion
involve high physician engagement and aligned incentives
among providers (including hospital systems), both of which
are very familiar to us. We hope to be in position to announce

pilot ACO projects soon.

In addition, we continue to believe a primary consequence
of health insurance reform and increasing Medicare rate
pressures will be the consolidation of Medicare Advantage
plans. We feel thaf with our size, financial strength, and
industry expertise, HealthSpring is in position to be a
consolidator. As mentioned previously, the Bravo Health

acquisition has already had a positive impact on our

2010 ANNUAL REPQRT TO STOCKHOLDERS

2011 MARKETING CAMPAIGN
GENERATES RECORD
BENEFICIARY INTEREST

continued from page 7

inquiries were over 150% higher than
the prior year. In addition, responses
to HealthSpring’s corresponding AEP
direct mail campaign generated new
records for consumer response and
efficiency.

Overall, the unprecedented success of
HealthSpring’s 2011 AEP marketing
campaign allowed us to successfully
navigate the tightened enrollment
window and, we believe, sets the stage
for continued success in expanding our
membership through the remainder
of 2011 and future enrollment periods.




-NormakF.
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operating and financial results. We continue to view growth
by ‘acquisition as a significant component of our long-term
strategy. We hope to be in a position to be opportunistic
as potential acquisitions of Medicare Advantage plans
present themselves, including by maintaining a flexible
capital structure in order to compete for the more attractive

acquisition opportunities.

Change was good to HealthSpring in 2010—and the
company’s culture, priorities, and commitment to managing
the delivery of quality care to our members and to improving

value for our stockholders remained the same.

It is my honor to serve as your Chairman of the Board and
Chief Executive Officer. It is my pleasure to write this letter
sharing the good news of our company’s outstanding
2010 performance. It is my obligation to acknowledge, as
in years’ past, the contributions and continued good will
of our members, providers, and employees. And it is my
commitment that we will, collectively, use our best efforts to

grow our business and improve our results on your behalf.

Sincerely,

Herbert A. Fritch

Chairman of the Board and Chief Executive Officer

April 4, 2011

2010 ANNUAL REPORT 7O STOCKHOLDERS

DRIVE TO FIVE: HEALTHSPRING
EMBRACES NEW CMS
STAR RATINGS PROGRAM

The Centers for Medicare and
Medicaid  Services (CMS)  has
formdlized its rating system for
Medicare Advantage plans on a
one- to five-star scale, with five stars
representing the highest rating under
CMS quality measures. This scale
is intended to provide to Medicare
beneficiaries an overall measure of
the quality of care, access to care,
responsiveness, and  beneficiary
satisfaction provided by a health
plan. Ratings are posted on CMS’
website to help beneficiaries choose
among the Medicare Advantage
plans offered in their area and are
also used by CMS in its oversight of
plans. In addition, healthcare reform

legislation mandates using these

quality ratings to identify and reward
higher-quality plans.

HealthSpring has embraced the star
ratings program with our “Drive to
Five" initiative pursuant to which the
company is focused on the quality
and other measures supporting the
star ratings, taking specific steps that
are designed to meet CMS’ criteria.
This deliberate approach is already
paying off, with our 2011 star ratings
comparing favorably to other plans in

our markets.
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SPECIAL NOTE REGARDING FORWARD-LOOKING STATEMENTS

Statements contained in this Annual Report on Form 10-K that are not historical fact are forward-looking
statements that the Company intends to be covered by the safe harbor provisions: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,”‘“p’lafls,”,45‘/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 Centers for Medicare and Medicaid Services, 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.



PART1
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 primarily 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. Medicare premiums,
including premiums paid pursuant to our stand-alone prescription drug plans, accounted for'substantially all of our
revenue in 2010, S ‘ IR R s R

Our concentration on Medicare, and the Medicare Advantage program in particular, provides us with-
opportunities to understand the complexities of the Medicare program, 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 create coordinated care structures of comprehensive networks of
local hospitals and physicians. We attempt to center our networks on a primary care physician, or PCP, who is
experienced and effective in managing the healthcare needs of the Medicare population and align to our incentives
with those of the PCP through a payment structure that rewards cost-effective care and improved outcomes.

Asof Pqéembe; 31,2010, we oper/atre(.’/i” Medlcare ’Adyantage plans in Alarba”mam,” Peléwgre, Florida, Georgia,: ;,‘j’ i
Illinois, Maryland, Mississippi, New Jersey, Pennsylvania, Tennessee, Texas, and the Dis,t;iét of Columbia. As of -
December 31, 2010, our Medicare Advantage plans had over 304,000 members. ’

We offer prescription drug benefits in accordance with Medicare Part D to our Medicare Advantage plan
members, in addition to providing other medical benefits, which we refer to as our “MA-PD” plans. We also operate
both national and regional stand-alone prescription drug plans in accordance with Medicare Part D, which we refer
to as our “PDPs.” As of December 31, 2010, our PDPs had over 724,000 members, substantially all of which were
automatically assigned to us by The Centers for Medicare and Medicaid Services, or CMS, in connection with
CMS’s annual premium bid process. R ‘ i

Our corporate headquarters are located at 9009 Carothers Parkway, Suite 501, Franklin, Tennessee 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. »

Bravo Health Acqui‘sitidli‘ o

On November 30, 2010, HealthSpring acquired all the of the outstanding stock of Bravo Health, Inc. (“Bravo
Health”), an operator of Medicare Advantage coordinated care plans in Pennsylvania, the Mid-Atlantic region, and
Texas, and a Medicare Part D stand-alone prescription drug plan in 43 states and the District of Columbia.
HealthSpring acquired Bravo Health for approximately $545.0 million in cash, subject to a post-closing positive or
negative adjustment based on a calculation relating to, among other things, the statutory net worth of Bravo Health’s
regulated subsidiaries as of the closing. Any such positive adjustment, which is expected to be paid by HealthSpring
in June 2011, will not exceed $10.0 million. HealthSpring’s acquisition of Bravo Health was funded by borrowings
of approximately $480.0 million under a new credit facility and the use of cash on hand. As of November 30, 2010,
Bravo Health had 105,455 Medicare Advantage members and 300,969 PDP'members. '



The Medicare Program and Medicare Advantage

Medicare is the health insurance program primarily for United States citizens aged 65 and older; qualifying
disabled persons, and persons suffering from end-stage renal disease. Medicare is funded by the federal- government.
and administered by CMS: de s b ; :

The Medicare program, created in 1965, offers both: hospital insurance, known.as-Medicare Part Ajand 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 copayments. 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 certain other
preventive tests and services. Beneficiaries that enroll in Medicare Part B pay-a-monthly premium, which was
$96.40 for most beneficiaries in 2010, 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 $155.00 in 2010. 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. b ;

Initially, Medicare was offered only on a fee-for-service basis, which continues as an option for Medicare
beneficiaries today. According to CMS data, there were approximately 47.4 million people eligible for Medicare in
December 2010. 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, although legislation
permits the Secretary of the Department of Health and Human Services to extend fee-for-service coverage to certain -
additional preventive services that are reasonable and necessary for the prevention or early detection of an illness or
disability. s : :

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 private fee-for-service, or PFFS, plan, a preferred provider organization, or PPO, ora
coordinated care plan such as our Medicare Advantage plans. 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 that are at least
comparable to:those offered under the traditional Medicare fee-for-service program in exchange for a fixed monthly
premium payment per member from CMS. CMS reimburses health plans participating in the Medicare Advantage
program pursuant to a risk adjustment payment methodology based on various clinical and demographic factors,
including hospital inpatient diagnoses, additional diagnosis data from hospital outpatient services and physician
visits, gender, age, and eligibility status. All Medicare Advantage plans are required to capture; collect, and report
the necessary diagnosis code information to CMS on a regular basis, which information is subject to review and
audit for accuracy by CMS. The monthly premium varies based on the county-in'which a:‘member resides; as-
adjusted to reflect the member’s demographics and risk scores. Individuals who elect to participate in the Medicare
Advantage program typically receive greater benefits than traditional fee-for-service Medicare beneficiaries,
including additional preventive services and vision benefits. Medicare Advantage plans typically have lower
deductibles and copayments 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 monthly premiums. In some geographic areas, however,
and for plans with greater benefits or more open access to providers, members may be required to pay a monthly
premium. PFFS plans and PPOs allow their members more flexibility in selecting providers outside of a designated
network than coordinated care Medicare Advantage plans such as ours allow, which typically require members to
coordinate care through a PCP. PFFS plans and PPOs may, however, require higher copayments than coordinated
care Medicare Advantage plans.



The 2003 Meédicare Modernization Act

In December 2003; Congress passed the Medicare Prescription Drug; Improvement and Modernization Act,
which is known as the Medicare Modernization Act;or MMA. MMA: increased the amounts payable to Medicare
Advantage plans such as ours and added a Medicare Part D prescription drug benefit, as further described below: In
addition, MMA allowed various new Medicare Advantage products, including PFFS plans and regional PPOs that
allow enrollees increased flexibility in selecting providers outside a designated network. : ;

One of the goals of MMA was to reduce the costs of the Medicare program by increasing participation in the
Medicare Advantage program. According to CMS data, enrollment in Medicare Advantage plans has increased from
5.3 million in December 2003 (pre-MMA) to approximately 11.9 million members in'December 2010. Under MMA;
Medicare Advantage plans are required to use increased payments to-improve the healthcare benefits that-are. -
offered, reduce premiums, or strengthen provider networks. - £ il

Prescription Drug Benefit. As part of 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 31,2010, -
approximately 28.2 million senior citizens were receiving their prescription drugs under the Medicare program, 17.9
million of which were in stand-alone prescription drug 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 specified low-income :
beneficiaries, including dual-eligible beneficiaries. = : N ,

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 PDPs while fee-for-service beneficiaries are able to purchase a PDP
from a list of CMS-approved PDPs available in their area, including our PDPs. Our Medicare Advantage members
were automatically enrolled in our MA-PD plans as of January 1, 2006 unless they chose another provider’s
préscription 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 PDPs, as described below.

Under the standard Part D drug coverage for 2011, beneficiaries who are not eligible for low income subsidies
pay a $310 annual deductible, coinsurance payments equal to 25% of the drug costs between $310 and the annual
coverage limit of $2,840, and all drug costs between $2,840 and $6,447.50, which is.commonly referred to as the
Part'D #gap.” After a beneficiary incurs $4,550 in out-of-pocket drug expenses, 95% of the beneficiary’s remaining’

out-of-pocket drug costs for that year are covered by the plan or the federal government. MA-PDs are not required 7 A

to mirror these limits, but are required to provide; at a minimum; coverage that is actuarially equivalent to the
standard drug coverage prescribed by law. The deductible, copay, and coverage amounts are adjusted by CMS on an.
annual basis. Beginning in 2011, PPACA (as defined below) provides for certain pharmaceutical manufacturer
discounts and federal subsidies; phased in over time; to'cover the costs of prescription drugs purchased in the gap,
gradually reducing the beneficiary’s coinsurance rate in the gap from 100% to 25% by 2020: As an 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
prescription drug plan. We currently offer prescription drug benefits through our national and regional PDPs 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 generally receive higher
premiums from CMS for dual-eligible members, primarily because a dual-eligible member tends to have a higher
risk score corresponding to his or her higher medical costs. Pursuant to MMA; dual-eligible individuals receive their:
drug coverage from the Medicare program rather than the Medicaid program. MMA provides Part D subsidies and e
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. Beginning in 2011,
PDPs may also waive de minimis premium amounts bid in excess of the low income benchmark in order to avoid
the reassignment. of members. G L

Medicare Premium Rates. 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 a
calculation derived from CMS’s estimated fee-for-service expenses and adjusted annually for medical inflation and
other adjustment factors, is known as the “benchmark” amount. On average, in many counties, including some in
which ourmembers reside, the benchmark amount is substantially higher than CMS’s current estimate of per
beneficiary fee-for-service expenses. 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 €MS 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. ‘

The Medicare Improvements for Patients and Providers Act of 2008

In July 2008, Congress passed the Medicare Improvements for Patients and Providers Act of 2008, commonly
referred to as MIPPA. 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 the 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; or CBO, 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. " gt

Patient Protection and Affordable Care Act of 2010

In March 2010, the Patient Protection and Affordable Care Act, as amended by the Health Care and Education
Reconciliation Act of 2010 (collectively, “PPACA”) was signed into law. PPACA changes how health care services
are covered, delivered, and reimbursed through, among other things, significant reductions in the growth of
Medicare program payments. In addition, PPACA reforms certain aspects of health insurance, expands existing
efforts to tie Medicare and Medicaid payments to performance and quality, and contains provisions intended to
strengthen fraud and abuse enforcement. PPACA contains provisions that have and will continue to impact
Medicare Advantage programs and PDPs such as ours. f



It is:difficult to predict with any reasonable certainty the impact on the Company of PPACA due-to the law’s
complexity, lack of implementing regulations or interpretive guidance, gradual-and potentially delayed ;
implementation; pending court challenges; and possible:amendment. Implementation.of PPACA; particularly those ,
provisions expanding health insurance coverage, could be delayed or-even blocked due:to court challenges and
efforts to repeal or amend the law. Court challenges:and legislative efforts could also-revise or eliminate all or
portions of PPACA.:More than 20 challenges to PPACA have been filed in federal courts. Some federal district
courts have upheld the constitutionality of PPACA or dismissed cases on procedural grounds: Others have found the
requirement that individuals maintain health.insurance or pay a penalty:to be unconstitutional and have either
declared PPACA void in‘its entirety or left the remainder of the law intact. These-lawsuits are subject to appeal and
it is unclear how federal lawsuits challenging the constitutionality of PPACA will be resolved or what the effect will
be on any resulting changes to the law. : s

Assuming PPACA: is.implemented as-enacted; Medicare Advantage and PDP programs will be 1mpacted ina
variety of ways, 1nclud1ng the followmg ~ :

Reduced Medtcare Premlum Rates Begmmng with the 2011 contract year; PPACA provides for 81gn1ﬁcant
reductions to:payments to:Medicare Advantage plans. As required by PPACA, Medicare Advantage basic capitation
rates for 2011 will remain-at 2010 levels: Coupled with negative risk factor adjustments, and other adjustments, the
net effect will be a slight decline in 201 1:Medicare Adyantage premium rates as compared to 2010 rates (before - - -
taking into-account any positive effect from increased risk-based rate adjustments), notwithstanding the CMS-
acknowledged anticipated rise in medical cost trends: Moreover, PPACA makes:the, coding intensity adjustment
permanent, resulting in a mandated minimum: reducnon in risk scores 0f 4.71% in 2014 1ncreas1ng by at least 0.25%
annually until 2019, when the risk score reduction‘shall not be less than:5.7%. e

Beginning in 2012, PPACA mandates that Medicare Advantage “benchmark” rates transition over a period of
two to six years to Medicare fee-for-service parity {generally targeted as CMS’s calculated average capitation cost
for Medicare Part'A and Part B benefits in each:county): PPACA divides counties in quartiles:based on such
counties’ costs for fee-for-service Medicare: For counties in the highest cost quartile, the Medicare Advantage
benchmark rate will equal 95% of the calculated Medicare fee-for-service costs: The Company estimates that over
80% of its current membership resides.in the highest cost quartile-counties and; accordingly, the premiums for such
members will be transmoned under PPACA to 95% of Medicare fee-for-service costs:

Reduced Enrollment Permd Medicare beneficiaries oenerally have a limited annual enrollment penod durmg
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 bengficiaries are not
permitted to change their Medicare benefits:

- Beginning w1th 2012 plan years, PPACA changed the annual enrollment penod which for 2012 will begin on
October 15,2011 and end on December 7, 2011. Prekusly, open:enrollment was from November 15 to ;
December 31. Also beginning on January 1, 2011, PPACA mandates that persons enrolled in Medicare Advantage
may disenroll only during the first 45 days of the year, and only may enroll in traditional Medicare fee-for-service
rather than another Medicare Advantage plan. Prior law allowed a member to disenroll:during the first 90-days of
the year and enroll in another Medicare Advantage plan which has been a traditional source of growth for our plans’
membership.

Minimum MLRs. Beginning in- 2014, PPACA prescribes a minimum medical:loss ratio,;;or MLR; of 85%:for the
amount of premium revenue to be expended onmedical costs: Financial and other penalties may:result from failing
to achieve the minimum MLR ratio; including requirements to-refund shortfalls-in medical costs'to CMS and
termination of a plan’s Medicare Advantage contract for-prolonged failure. For the year ended December 31, 2010,
our reported Medicare Advantage plan MLR as traditionally calculated was substantially:below 85%: On
November 22, 2010, the Department of Health & Human Services, or DHHS, issued rules clarifying the definitions
and minimum MLR requirements, but only as applicable to certain commercial health plans. Although these rules
are not applicable to Medicare Advantage plans, they determine MLR by adding a plan’s total reimbursement for
clinical services plus its total spending on quality improvement activities and dividing the total by earned premiums
(after subtracting specific identified taxes and other fees). There can be no assurance that CMS will not interpret the
MLR requirement in the same manner for Medicare Advantage plans, however.




CMS Star Ratings. CMS currently rates Medicare Advantage and Part D plans on certain quality metrics using a
five-star rating system. Under PPACA, beginning in 2012, Medicare Advantage plans with a rating of four or five
stars will be eligible for a “quality bonus” in their basic capitation premium rates (1.5% in 2012, phasing to 5% in
2014 and beyond). On November 10, 2010, CMS announced an acceleration of the bonus program, described as the
“Quality Bonus Payment Demonstration:” All Medicare Advantage plans-are automatically enrolled in this three
year demonstration program, which begins in 2012, Under the Quality Bonus Payment Demonstration, bonus ox
payments will be made to plans with at least a three star rating (scaling from 3.0% for three stars'to 5.0% for five
stars). For 2011, which determines bonus payments for 2012, the Company has 12 plans with 3.0 stars, one plan
with 3.5 stars, and two plans with 4.0 stars. Also beginning in 2012, a plan’s star ratings will affect the rebate
- available to a plan. The rebate is based on the difference between a plan’s bid and the relevant benchmark set by
CMS. Currently, if the bid comes in below the benchmark; then the plan is given 75% of that difference, which is
called a “rebate.” The rebate can be used to decrease members’ costs or add benefits to the plan. Under PPACA,
plans with the highest star rating (4.5 or higher) will have their rebate percentage reduced to 70% by 2014, plans
with a star rating of 3.5 or 4.0 will have their rebate percentage reduced to 65% by 2014, and plans with a star rating
of 3.0 or below will have their rebate percentage reduced to 50% by:2014. e

Federal Premium Tax. Beginning in 2014, PPACA imposes an annual aggregate non-deductible tax of $8.0
billion (increasing incrementally to $14.3 billion by 2018) on health insurance premiums, including Medicare -
Advantage premiums. The Company’s share of the new tax each year will be based on our pro rata percentage of
premiums compared to the industry as a whole. B L : :

Fraud and Abuse Enforcement. PPACA includes provisions for increased fraud and abuse enforcement,
including additional federal funding of $350 million over the next 10 years to fight healthcare fraud, waste, and
abuse. In addition, PPACA expands the Recovery Audit Contractor, or RAC, program to include Medicare
Advantage and PDP plans. Under the RAC program, CMS contracts with third-parties to conduct post-payment

reviews on a contingency fee basis to detect and correct improper payments.
Products and Services

As of December 31, 2010, we offered Medicare Advantage health plans, including MA-PD; in local service
areas in 11 states and the District of Columbia and national and regional stand-alone PDPs. 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. 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 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. We offer prescription drug benefits in accordance with Medicare Part D to.our Medicare

Advantage plan members, in addition to providing other medical benefits.

Most of our Medicare Advantage members pay no monthly premium but are subject in. some.cases to
copayments and deductibles, depending upon the market and benefit. Our Medicare Advantage members are:
required to use a PCP within our network of providers, except in limited cases, including emergencies, and generally
must receive referrals from their PCP 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 copayment plans,
or SNPs, to dual-¢ligible individuals and to institutions and chronic care plans targeting individuals with chronic
conditions such as diabetes in certain 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 county, age; gender, and eligibility:status; and is further adjusted based on the member’s risk score.
During 2010, our Medicare Advantage (including MA-PD) per member per month; or PMPM; premiums across our
service-areas (not: mcludmg Bravo Health service areas) ranged from approximately $665 to approximately $1,245.
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.

PDPs. On January 1, 2006, we began offering. prescription drug benefits on a stand-alone basis in accordance
with Médicare Part D in each of our markets, which we expanded to all 50 states and the District of Columbia in
2007. Our PDPs offers in-network prescription drug coverage, subject to limitations in certain circumstances, and
use specific prescription drug formularies. Under our PDP program, memberspay a rnonthly premium ‘depending
upon their residence in the relevant CMS PDP region. For 2011, our PDP monthly premiums range from $24.40 to
$51.00. Different out-of-pocket costs, in the form of federal subsidies, may apply for specified low income and other
beneficiatiés: For PDP. members who do not qualify fora federal subsidy; our PDPs have a-$310 in-network annual
deductible, after which members pay 25% of the costs of prescription drugs until total drug costs reach $2,840. After
exceeding this amount, members receive a discount on brand name drugs and pay 93% of the plan’s costs for all
generic drugs until out-of-pocket costs reach $4,550. After annual out-of-pocket costs reach $4,550, members pay
the greater of 4:$2.50 copay. for generic drugs and $6:30 copay for all other drugs or 5% coinsurance. Members may
purchase prescription drugs from an out-of-network pharmacy only in certain limited circumstances. In such
instances, the cost sharing at a network pharmacy will apply, plus the difference between the out-of-network
pharrnacy price and in-network pharmacy price.

For 2010, our PDP bid was below the benchmark in 24 of the 34 CMS PDP reglons For 2011, our PDP bids
were below the relevant benchmarks, and therefore we retained existing membership and were quahﬁed for auto-
assignment of new members, in 26 of the 34 CMS PDP regions. In addition, under CMS’s de minimis rules, our
PDPs also retained existing membership‘in 4 of EMS’s regions. Of our December 31,2010 PDP membership of
724,394, approximately 33.1% reside in the 11 states or the District of Columbia where we offer Medicare
Advantage plans. Substantially all of our stand-alone PDP members result from CMS’s a551gnment of dual—el1g1bles

Medicaid-Texas STAR+PLUS Program. In May 2010, the Texas Health and Human Servwes Comm1sswn
(“HHSC”) announced that Bravo Health’s Texas health plan was one of two plans selected under the Texas
Medicaid STAR+PLUS program to provide health care coverage to seniors and other persons with dlsab1ht1es in the
six-county serv1ce area in and around Fort Worth; Texas: Although the program, as originally de31gned

in December 2010 that Bravo Health was being placed on temporary enrollment suspensmn because of HHSC’s
concerns about Bravo Health’s ability to accurately process acute and long term services and support claims. Since
that time, Bravo Health has worked diligently with HHSC and successfully passed several HHSC readiness reviews.
Accordingly, the Company now expects to begin serving STAR+PLUS members on May 1, 2011. At that time,
STAR+PLUS members in the service area Wlll be prov1ded the opportumty to choose between our and the other
health plan R , :

Our Medlcare Plans

We operate our health plans, including our PDPs, primarily through our health maintenance organization, or
HMO, and accident and health insurance subsidiaries. Each of such subsidiaries is regulated by the department of
insurance, and in some cases the department of health, in each state in which it operates. 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: admlmstratlve services agreements Management services provxded to-the
regulated subsidiaries mclude con =

° negonatron momtormg, and quality assurance of contracts w1th third party healthcare prov1ders
e medical management, credentialing, marketing, and product promotion;

e support services and administration;

» financial services; and

» claims processing and other general business office services.
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The following table summarizes ourklc\}lédicare Advantage (including MA-PD) and PDP membership as of the
dates indicated:

: December 31, :
=2010(1) ;22009 2008

Medicare ’Advant,’c’zge’ Membership

Alabama ' i ' 130,148 . 31,330 29,022
FIOTIA@. ..o vttt 37,022 32,606 27,568
Pennsylvania 63,044 — L
Tennessee : 65,533 58,252 49,933
Texas ;... S ek ; : ; 71,105 51,201 43,889
Other (2) ‘ ereeesenn . cecuenenenaen 37752 15,852 11.670
Total............ reeerateeaenes eevioseeaseusearteseestsesirtesaten et e gasenn oo 304,604 189,241 162,082
Medicare Stand-Alone PDP Membership...............c.c.looeisio 724,394 313,045 ' 282429

(1). The Company acquired Brayo Health on November 30, 2010. Bravo Health membership as of November 30;
2010 consisted of 105,455 Medicare Advantage members and 300,969 PDP. members: ;

(2) For 2010,,' includes Delaware, Georgia, IlIinCis, Maryland, Mississippi, New Jersey, and the District of
Columbia. For 2009 and 2008, includes Illinois and Mississippi.

Se’t,"fc},i'th/léelrbr\#i’)s’a ,de;'scription of each of thepnmary ,ina’,l"kc?ts in which we dffer_rdrulx" Medigare Advantage plané;”
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 service area to substantially all of the state. In 2008, we reduced our Medicare Advantage service area in
Alabama from 33 to 21 counties. As of December 31, 2010, we had approximately 30,100 Medicare Advantage
members in Alabama.

In 2006, we discontinued offering commérci‘al benefits to new indiﬁduals and small group employers in ;
Alabama. As of December 31, ZOIO; there were approximately 300 commercial members participating in our large
group employer plan in Alabama: '

Based upon the number of members, we believe we are the third largest Medicare Advantage provider in
Alabama. Our primary competitors include Blue Cross Blue Shield of Alabama, Humana Inc,, UnitedHealth Group,
and VIVA Health, Inc., a member of the University of Alabama at Birmingham Health System.

Florida

~ On October 1, 2007, we acquired LMC Health Plans, which had approximately 25,800 members as of that date.
As of December 31, 2010, LMC Health Plans had approximately 37,000 members. As part of the acquisition, we
entered into an exclusive long-term provider contract with Leon Medical Centers, Inc. (“LMC”), which currently
operates seven Medicare-only medical clinics located in Miami-Dade County and has over a 14-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. In 2009, we began offering Medicare Advantage plans in two
counties in the Florida panhandle, which are managed with our Alabama operations given their proximity to Mobile,
Alabama.

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



Pennsylvania

We began operations in Pennsylvania when we acquired Bravo Health on November 30, 2010. As of
December 31, 2010; we had approximately 63,000 Medicare Advantage members in 10 Pennsylvania counties, most
of whom. resxde in'the greater Philadelphia area. Based upon the number of members, we believe we are the Iargest
Medicare Advantage provider in Philadelphia. We believe our primary competitors in our service areas in '
Pennsylvama 1nclude Aetna Inc.; Highmark Inc., and Independence Blue Cross:

T ennessee

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
approx1mately 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 Qur Tennessee market is
primarily divided into three major service areas, including Nashville/Middle Tennessee, Memphis/West Tennessee

" and Chattanooga/East Tennessee

As of December 31; 2010, we had approxnnately 65,500 Medlcare Advantage mernbers n 32 Tennessee
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 PCPs offering”
enhanced benefits or a separate network with reduced benefits and a monthly premium. Beginning with the 2010
benefit year, this method of network t1er1ng was expanded to include East and West Tennessee. In 2010, we also -
commenced operatlons of Medicare Advantage plans in three counties in Northern Georgla which we consider to be -
part of the Chattanooga service area.

Based upon the number of members, we believe we are the largest Medicare Advantage provider in the State of
Tennessee. We believe our primary competitors in our service areas in Tennessee include Blue Cross Blue Shleld of
Tennessee Humana Inc UnltedHealth Group, and Windsor Health Group, Inc

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 in greater rnetropohtan Houston from a managed care plan in state receivership. =

As of December 31, 2010, we had approx1mately 71,100 Medicare Advantage members in 44 Texas counties.
Our Texas market is primarily divided into three major service areas in and around the greater Houston and Dallas
— Fort Worth areas and the Rio Grande Valley. 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 and
consisting of approx1mately 2,700 members and entered into a contract with Valley Baptist Health System to
provide services to the members. In 2009, we expanded to 13 counties in and around Dallas — Fort Worth and the
county around Lubbock. In 2010, our acquisition of Bravo Health resulted in our entrance into the two new market
areas of San Antonio and El Paso and additional counties in the Dallas/Fort Worth service area. The Bravo Health
acquisition increased the total number of Texas counties in whlch we offer Medicare Advantage plans by six and
added approx1mately 23,000 new Medicare Advantage members - ;

We believe our primary gpmpentors in our Texas service areas include Humana Inc., KelseyCare Advantage,
UnitedHealth Group, and Universal American Corp. ‘
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Medical:Health: Servmes Management and Provider Networks

To achleve our goal of ensuring hlgh quahty, cost—effectwe healthcare we have estabhshed various quahty
management programs. Our quality programs focus on key quality areas to enhance the delivery and quahty of care
within our networks and to our members. We monitor our progress on these initiatives by reference; in part, to
Healthcare Effectiveness Data and Information Set (HEDIS) and National Committee for Quality: Assurance
(NCQA) quality standards. Our quality management programs integrate comprehensive case management, quality of
care, andutilization management programs into one overall program to better coordinate the care of our members.

We have implemented case management programs that provide more efficient and effective use of healthcare
resources for our members. These programs are designed to improve outcomes for members with chronic. COHdIthIlS
through use of evidence-based guldehnes coordinating fragmented healthcare systems to reduce healthcare”
duplication, providing “gate-keeping” services, and improving collaboration with physicians. A key focus of these
programs is the coordination of care transitions among care settings and targeted reduction in readmissions. We
utilize on-site critical care mtensmsts hospitalists, and concurrent review nurses who manage the transitions to and.
from outpatient care, hosp1tahzat10n rehabilitation, or home care. Our chronic care program focuses on care
management, both telephonic and in-person; and treatment of our members with specific high risk or co- -morbid
chronic conditions such as congestive heart failure, respiratory and asthma-related conditions, end stage renal
disease, diabetes, and certain other condmons

We have initiated a program designed to prov1de comprehensive examinations for our members by medical
providers within the community. This process allows the member to be evaluated for care and case management
concerns and be referred for further care w1thm the communlty This program has been actlve in certain of our
markets for almost two years -

In 2009 we began contractmg behav1oral health services networks, rather than outsourcing such services on a
turnkey basis, in order to better coordinate the medical and behavioral aspects of care for our population. We now
have contracted with an extensive network of behavioral health providers, developed a centralized telephonic case
management unit, and placed community-based case managers within key areas of our markets to provide face-to-
face services to our members

‘We have information technology systems that support our quahty 1mprovement 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 analytwal reviews and to enhance our
preventlve care and case managernent programs.

Additionally, we mtemally monitor and evaluate, and seek to’enhance, the pe1 formance of our providers. Our
related programs mclude : STIG A ;

o 'rev1ew of unhzanon of preventlve measures anei case manacement reso’ur’ce’s and related ontcomes
o member sati‘sfactio’n surveys;

. patient‘ safety initiatives; ‘

= integration of pharmacy services;

* pharmacy patient safety initiatives;

*  review of grievances and appeals by members and providers; -
s orientation visits to, and site audits of; select providers;
° ongoing provider and member education programs; and

» medical record reviews.
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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 primary:care physicians; acute care hospitals;.and spec:lahsts and other
ancillary: prov1ders participating in our Medxcare Advantage networks as:of December 31 2010 i

Specialists

and Other

ey ; . - Primary Care Ancillary

Market ; ' .. Physicians Hosgltals Providers
Alabama........ ~ I " 646 46 2,848
Florida ............ ; R - 126 17 8717
Pennsylvania.., ; o 2,953 53 8,608
Tennessee ....... : o T 1,609 60 7,519
Texas........... AT 3,084 1427 10,808
Other (1) i SO IS o ©2.988 - 88 8.681
] 7 G O RS IUEEESE B E SoOots LRI R E ML R S HE A : 11,406 406 39.341

(1) Includes Georgia, Illinois, Maryland, Mississippi, New: Jersey, and the DlStI'lCt of Columbia.

We mamtam a partnershlp-for-quahty program that offers ﬁnanmal mcentlves to medlcal practlces that meet
clinical care improvement goals, along with onsite resources and support that typlcally includes IT support and an-
in-office practice coordinator, usually a nurse that is dedicated to serving our members. Bravo Health has been
operating a similar “network quality improvement program” designed to measure and reward PCPs’ improvements
in quality metrics. We believe these initiatives are leading to significant, broad based improvement in the quality and
consistency of care provided to our members, along with increases in key preventive measures (including
mammograms; diabetic exams; and vaccinations)-and decreases in members’ emergency: room visits;
hospitalizations, and. total medical expenses:. G

We currently operate three LivingWell Health Centers. The first center opened in Middle Tennessee in
December 2006. A second center opened in-Mobile, Alabama in October 2007. The third center opened in August
2008 in Houston, Texas. The centers are 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. Members receive care from an expanded care team, which includes:their physician, nurse:practitioner, a 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 the centers improve member satisfaction, service levels, and clinical outcomes and provide for
a more satisfying and cost-efficient manner for the physician to deliver care: We continue to believe and see
evidence that the member experience in LivingWell Health. Centers will give us an advantage over our competitors
not offering clinics. More recently, HealthSpring opened three LivingWell “practices.” These practices incorporate
the principles of the larger stand-alone centers, while allowing the member to continue to see-their PCP in a
physician office setting. The Living Well practices provide similar services of a nurse practitioner, a pharmacist, and
nurse educator to the member, as well as, we believe, increased access to care, better coordination of care, and
enhanced quality through adherence to evidence-based guidelines, monitoring of key health metrics, and education
on medication compliance and use. o

In November 2010, we completed our acquisition of Bravo Health. Bravo Health utilizes approaches to
physician engagement and services that are similar to ours. Bravo Health Advanced Care Centers, or ACCs, similar
in concept to our Living Well Health Centers, are free-standing outpatient facilities supporting Bravo Health’s PCPs
and participating hospitals. The ACCs, through their on-staff physician hospitalists, are capable of providing
complex and immediate acute care for many conditions as:an alternative to hospital emergency departments. They
are also supported by Bravo Health’s telephonic case management, disease management, and social work programs.
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Generally, we contract for pharmacy Services through unrelated pharmacy benefits managers, or PBMs; who are
reimbursed at a discount to the “average wholesale price” or “maximum allowable cost” for the provision of covered
outpatient:drugs. We-also. pay. our PBMs claims.processing, administrative; and other program-related fees. Pursuant
to contracts-between the. Company-and pharmaceutical companies, we are entitled to share in drug manufacturers’,
rebates based on pharmacy utilization relatmg to.certain quahfymg medications.

Physmlan Engagement Strategy v
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
our markets. 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: ~ i

In some markets we have entered mto semi-exclusive arrangements wrth provrder orgamzatrons or networks
For example, in Texas we have partnered with Renaissance Physician Organization, or RPO, a large group of 13
independent physician associations with-over-1,300 physicians, including approximately. 450 PCPs; and
approximately 33,000 enrolled members located primarily-in and around the Houston, Texas metropolitan area. In
South Florida, pursuant to our exclusive arrangement with LMC, LMC provides services to,our members at its seven
medical clinics, including primary care, specialty care, dental, vision, radiology, and pharmacy services, as well as
transportation for our members to and from the clinics. These arrangements increase our level of engagement with
our providers and allow us. to offera hrgh quahty of care to.our members while more effectrvely managmg our -
medlcal expense. :

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-address administrative and resource issues
commonly experienced by physicians; particularly PCPs; and 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, together with additional I'T support, and offering additional clinical
and:point-of-zcare support. 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, monitorthe
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.

Quality Assurance

As part of our quality assurance program, we have implemented processes designed to ensure bompliance 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. Qur-participating hospitals must also meet specific criteria, including
accreditation criteria established by CMS. Additionally, we are focusing on:ensuring that our providers are educated
on industry quality. measures (such as HEDIS and NCQA) particularly as they pertain to the. CMS five-star ratings
system:
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Provider Arrangements and Payment Methods

“We attemipt to structure our providet arrangements and payment’ methods in a manner'that encourages the
medical'providerto 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 physman withus and our: members and i nnprove both clinical and financial outcomes.

We generally pay our prov1ders under one of three payment methods

» - fee-for-service, based on‘a negotiated fixed-fee schedule where we are fully resp0n51b1e for managlncy
1nst1tut10nal and professmnal risk; | L6

. capitation based on a PMPM payment, where physicians generally assume the professional risk, orona
case-rate or per diem basis, where a hospital or health system generally assumes the 1nst1tut10nal 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 physwlan group based on actual experlence measured agamst pre determmed sharmg ratios. :

Under any of these payment methods, we may also supplement provider payments w1th 1ncent1ve 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 specrﬁed encounter data on a timely basis: ' We also seek to implement ﬁnanmal 1ncent1ves :
relating to quality of care measures or other operational matters where approprlate S

We have a risk-sharing arrangernent with EMC; our exclusive chnlc model provider in:South Flonda whereby
we annually adjust such advance amounts:based on our annual 1nst1tut10na1 and professional MLR for LMC Health
Plan members: ‘ ~ “

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 obligated to pay the amount that the hospital would
have réceived from CMS under traditional fee-for-service Medicare. In'non-Medicare cases or where specifically
prov1ded in a provider contract, we may be obhgated to pay the full rate billed by the provider.

Sales and Marketmg 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 PDPs and have relied primarily on
auto-assignmerts of dual-eligibles by CMS. As of December 31,2010, our sales force consisted of approximately
2,500 appointed third party agents and 200 internal licensed sales employees. For certain of our markets, our third
party agents are not exclusive to our plans. All of our third party sales agents are compensated on a commission
basis that we believe is in accordance with CMS regulations.
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Our sales and marketing programs ificlude an integrated multimedia advertising campaign that features the
Company’s actual members. 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. In
addition to traditional 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 hold
educational meetings in churches and community centers and in coordination with government agencies. Consistent
with applicable requirements, 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.

Our marketing and sales activities are regulated by CMS and other governmental agencies. CMS has oversight
over all, and 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. CMS"
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. Additionally, 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. All Medicare Advantage plans are
required to have the plan type included in‘the planname: i ‘ &

The activities of our third-party brokers and agents are also heavily regulated. CMS requires all agents, brokers,
and other third parties to be trained annually and to complete annual testing regarding Medicare Advantage
marketing rules. We require background checks and maintain active and ongoing training and oversight of all
employed and contracted sales representatives, agents, and brokers. , s :

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 beneficiaries, institutional beneficiaries and others
who qualify as disabled or 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.:Since MMA, the annual
enrollment period has been from November 15 through December 31 each year. Medicare Advantage beneficiaries '
have also had an additional election period from January 1 to March 31 of each year to make one equivalent
election. However, beginning with 2012 plan years, the annual enrollment period will be from October 15 to -
December 7, as'mandated by PPACA. Also beginning on January 1, 2011, PPACA mandates that persons enrolled
in Medicare Advantage may disenroll only during the first 45 days of the year, and only may enroll in traditional
Medicare fee-for-service, rather than another Medicare Advantage plan.

Competition

Our principal competitors for contracts, members, and providers vary by local service area and are generally
national, regional, and local commercial managed care organizations, including PDPs, targeting Medicare recipients
including, among others, UnitedHealth Group, Humana Inc., and Universal American Corp. In addition, MMA
caused a number of other managed care organizations, some of which were already in our service areas, to decide to
enter the Medicare Advantage market. Moreover, the implementation of Medicare Part D prescription drug benefits
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 primary factors influencing a Medicare recipient’s choice among health plan options are:

* additional premiums, if any, payable by the beneficiary;

¢ Dbenefits offered;

e location and choice of héalthcare providers, including specific referral requirements for specialist care;
¢ customer service and administrative efficiency;

* reputation for quality care and quality ratings; and

* financial stability of the plan.
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A number of these competitive eleménts are partially dependent upon and can be positively affected by financial
resourcesiavailable 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 nat1onal market and in‘our'markets; greater market share, larger
contractmg scale and lower costs. i SRR ~

Regulation s 6 i | i sttt
Overview

As a managed care orgamzatlon our operations are and will contmue 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 affectmg 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 pnmanly
for the benefit of the members. of{and providers to the health plans. .

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

In addmon, in order to operate our Medlcare Advantage plans and our PDPs, 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 hcensmg ‘
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 planis licensed: Each plan also undergoes periodic
reviews of 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 participatein those reimbursement programs, there can be no assurance that our Medicare plans w1ll
continue'to-qualify for participation. o ; : ;

PDP sponsors are required to. be licensed under state law as risk- bearmg 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 subm1tt1ng a “single state waxver” in such states. As of January 1,201 1, we had obtained licenses.
for om:natlonal PDP to operate as a nsk-bearmg entity in 44 states and the District of Columbla and single state
waivers for 6 states that will expire on December 31, 2011. In addition, as of January 1, 2011, we had obtained
licenses for our Bravo.Health regional PDP:to operate as a risk-bearing entity.in 35 states and the District of :
Columbia:.and single state waivers:for 10 states that will expire on: December 31,:2011.-Although the Company
believes it will be able to obtain licenses or additional waivers in each jurisdiction in which our PDPs operate there
can be no assurance that we will be successful in doing so.
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Federal Regulation Fiii b e

Medicare. 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. CMS may, and does, audit any health plan
operating under:a Medicare contract to determine the plan s compllance with federal regulatrons and contractual
oblrgatrons / i e %

Addmonally, the marketmg activities of Medlcare plans are strictly reaulated 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. 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 ona:Medicare Advantage plan’s énrollment of new:members for a specrﬁed perlod fines, and crv1l
monetary penal’aes i : S e

Fraud and Abuse Laws The federal anti-kickback statute 1mposes criminal-and c1v11 penaltles for paymg 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, whrch apply regardless of the source of
reimbursement. ; :

The federal anti=kickback statute contains two:statutory:safe harbors addressing certain risk-sharing
arrangements. In addition, the OIG has adopted regulatory 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 requlrernents of'the safe harbors and
do-not violate:the federal anti- krckback 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 Meédicare regulations. Our ability to'maintain compliance with these regulations depends, in part,
on our receipt of timely and accurate information from our-providers.: Although we strive to.conduct our operations
in compliance with these regulations, we are subject to audit and review. It is possible that regulatory authorities
maychallenge our provider arrangements and operations, and there can be no assurance that we would prevail if
challenged:: :

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 prohibits a
person or entity from knowingly presenting, or causing to be presented; a false or fraudulent request for payment
fromvthe federal government, or making a false statément or using afalse record:to ‘get a claim approved. The Fraud
Enforcement and:Recovery Act of 2009 expanded the scope of the False Claims Act by, among other things;
creating liability for knowingly and impropetly-avoiding repayment of an overpayment received from the
government and broadening protections for “whistleblowers”: The False Claims ‘Act'defines the term “knowingly”
broadly. The federal government has taken the position,; and:some courts 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.
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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 entity has defrauded the federal government. The
private person may share in any settlement or judgment that may result from that lawsuit: When a private person
brings a qui tam action under the False Claims Act, the defendant often will not be made aware of the lawsuit until
the government commences its own investigation or makes a determination that it will intervene. 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 on behalf of the government in state court. : :

HIPAA Administrative Simplification and 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. The American Recovery and Reinvestment Act 0f 2009, or
ARRA, broadened the scope of the HIPAA privacy and security regulations. In addition, ARRA extended 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. '

As required by ARRA, the Department of Health & Human Services, or DHHS, published an interim final rule
on August 24, 2009 that requires covered entities to report breaches of unsecured protected health: information to
affected individuals without unreasonable delay, but not to exceed 60 days of discovery of the breach by a covered
entity or its agents, Notification must also be made to DHHS and, in certain situations involving large breaches, to
the media. Various state laws and regulations may also require us to notify affected individuals in the event of a data
breach involving:individually identifiable information. gE

Violations of the HIPAA privacy and security regulations may result in civil and criminal penalties, and ARRA
has strengthened the enforcement provisions of HIPAA, which may result in increased enforcement activity. Under
ARRA, DHHS is required to conduct periodic compliance audits of covered entities and their business associates.
ARRA broadens the applicability of the criminal penalty provisions to employees of covered entities and requires
DHHS to impose penalties for violations resulting from willful neglect. 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, 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 federal or state privacy-
related laws that are more restrictive than the privacy regulations issued under HIPAA or apply to other types of
personal information, such as financial information. These laws vary and could impose additional penalties.

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.

Pursuant to HIPAA, DHHS 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 known as ICD-10 code sets and related changes to the formats used for certain electronic
transactions. Use of the ICD-10 code sets is not mandatory until October 1, 2013. We believe that use of the ICD-10
code sets will require significant administrative changes to our operations.
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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 émployers'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

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 areasof
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
thmgs that we have an adequate provider network and that our systems are capable of processing providers’ claims
in a timely fashion and 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 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 deemis ‘appropriate for that state. Currently, our Maryland, Pennsylvania, and Texas HMOs and regulated
insurance subsidiaries are subject to statutory RBC requirements. 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 risks 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, lncludmg regulatory control
through rehabilitation, or liquidation proceedmgs

All Medicare Advantage and PDP agents and brokers must’be licensed by their respectwe states. In addition,
where apphcable Medicare Advantage and PDP: organizations must also comply with state’'appointment laws.
Medicare Advantage and PDP organizations report 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 hcensed agent, broker, or
other th1rd party representmg the organlzatlon pursuant to'a'state’s 1nvest1gat1on

Technology

We have developed and implemented information technology solutions that we believe are critical to providing
accurate data for and about our members and for 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, and planning and analysis.
These systems also support various member and provider service functions, including enrollment, member eligibility
verification, claims status inquiries, and referrals and authorizations. We continue to enhance our in-house case
management software functionality and expand electronic medical records to improve the quality of care. We
recently implemented a new member management system as well as a new provider portal for better cooperation and
communication between Company departments and providers.
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We have also.continued to enhance our enterprise. infrastructure; [P telephony system; and call-center platform to
increase call cénter functionality as well as virtualized enterprise capability and redundancy. We have also enhanced
our data security and compliance by upgrading our web filtering platform and beginning implementation of an
identity and access' management system. We continue our custom development of an internal data warehouse; which
enhances our abllrty to analyze data as well as rapldly respond to changing market regulatory, and operational
requlrements S : Ty

Employees -

As of December 31, 2010, we had approﬁrimafely 3,200 employees, substantially all of whom were full-time.
None of our employees are presently covered by a collective bargaining agreement. We consider relations with our
employees to be generally good.

Service Marks

The names “HealthSprmg and “Bravo Health” are regrstered service marks w1th 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
appropriate legal action. whenever necessary. Pols ,

EXECUTIVE OFFICERS OF THE COMPANY
The followmg are our executive officers and their blographles and ages as of F ebruary 22 2011:

Herbert A E rztch age 60, has served as the Chalrman of the.-Board of Directors. and Chlef Executive Officer of
the Company and its predecessor, NewQuest, LL.C, since the commencement of operations in September 2000. He
also served asour President from commencement of operations until October 2008 Beginning his careerin 1973 as
an actuary, Mr. Fritch has over 35 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.

Mzchael G. Mirt, age 59, 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 in the healthcare industry from 2004 through
May 2005 after serving as a regional president for Cigna Healthcare from 1999 to 2003. Mr. Mirt holds Bachelor of
Science and Master of Health Sciences degrees from Wichita State University.

Karey L. Witty, age 46, has served as Executive Vice President and Chief Financial Officer of the Company
since July 2009. Mr. Witty has over 16 years of experience in financial management positions in the healthcare
industry, including most recently as executive vice president and chief financial officer of Valitas Health Services
Inc., a clinical contract and healthcare management services company, from March 2007 to July 2009. Prior to that,
beginning in 1999, Mr. Witty served in various capacities for Centene Corporation, a publicly held, Medicaid-
focused, multi-line managed care organization, including as chief financial officer of the parent company for
approximately six years, and as chief executive of the health plan business unit overseeing Medicaid operations in
eight states. Mr. Witty holds a B.B.A. in Accounting from Middle Tennessee State University and is a certified
public accountant: :



Scott C. Huebner, age 38, has served as Executive Vice President of the Company since March 2009. From 2006
until 2011, Mr. Huebner also served as the President of HealthSpring’s Texas market and of HealthSpring’s
GulfQuest management operations. Prior to that, he served as a Senior Vice President of the Company and Vice
President of Network Operations of the Company’s Texas managed care plan. Prior to joining HealthSpring in 2000,
Mr. Huebner served as senior administrator for NAMM. Mr. Huebner holds a B.A. in Marketing from Texas A&M
University.

M. Shawn Morris, age 47, has served as Executive Vice President of the Company since March 2009. From 2007
until 2011, Mr. Morris also served as the President of HealthSpring’s Tennessee market and of HealthSpring’s
Tennessee Quest management operations. Prior to that, he served as Senior Vice President of the Company and as
the Vice President of Operations. Before joining HealthSpring in 2005, Mr. Morris held various positions for
Manheim, a large provider of automotive remarketing services, from 2003 to 2005. Mr. Morris also served as the
executive chief financial officer and executive vice president of operations at Digital Connections Inc. from 1999 to
2003, and as the vice president of managed care operations for NAMM from 1995 to 1999. Mr. Morris holds a B.S.
in Accounting from - Western Kentucky University: : ' ‘ e

Thomas C. Rekart, age 55, has served as Executive Vice President of the Company since November 2010. From
March 2008 until it was acquired by the Company in November 2010, Mr. Rekart was the chief administrative
officer of Bravo Health. From 2002 to 2008, Mr. Rekart served in various capacities for UnitedHealth Group, a large
multi-line health insurance company, including as chief operations officer. Mr. Rekart graduated from Marian
College inIndiana with a B:A. in Psychology. ;

Mark A. Tulloch, age 48, has served as Chief Operating Officer of the Company since May 2010 and as,
Executive Vice President of the Company since March 2009. Prior to that, he served as Senior Vice President of
Managed Care Operations from January 2007 to March 2009 and 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, in
various capacities, 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.

J. Gentry Barden, age 49, has served as Senior Vice President, General Counsel, and Secretary of:the Company
since July 2005. From December 1998 to July 2005, Mr. Barden was an investment banker forvarious firms based
in Nashville, Tennessee, advising primarily on mergers and acquisitions. For over 12 years prior to December 1998,
Mr. Barden was a corporate and securities lawyer, including with Bass, Berry & Sims PLC in'Nashville, Tennessee.
Mr. Barden graduated with a B.A. from The University of the South (Sewanee) and with a J .D. from the University
of Texas. : :

James R. Hailey, age 54, has served as Senior Vice President and President — Pharmacy Operations of the. .~ -
Company since April 2009. From 1994 to 2009, Mr. Hailey served in various capacities for Coventry Health Care,
Inc., a national managed healthcare Company, including as chief pharmacy officer. Mr. Hailey holds a Doctor of
Pharmacy degree from the Rio Grande College of Pharmacy, an M.B.A. from St. Joseph’s University, and 2 B.S. in
Pharmacy from the University of Mississippi. He is a member of the Academy of Managed Care Pharmacy and the
Tennessee Pharmacists Association.

David L. Terry, Jr., age 60, 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 that, 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 M.S. in Actuarial
Science from the University of Nebraska: : :

Dirk O. Wales, M.D., age 53, 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. >
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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 operatmg
results

Risks Related to Our Industry

Our Business Activities Are Hzohly Regulated and We Depend on Federal Government F undzng for Substantzally
All of Our Revenue; New and Proposed Government Regulation or Legislative Reforms Could Increase Our Cost
of Domg Business and Reduce Our Membership, Profitability, and Ltqutdny

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 members; providers; and the-public: Moreover, Medicare program premiums account for substantially-all of
our revenue. Healthcare laws and regulations; including particularly those relating to the Medicare program; are
subject to frequent change and varying:interpretations: PPACA will impact.our-Medicare:Advantage and PDP 7.
programs through reducing payments, limiting enrollment periods'and opportunities for new members, establishing
minimum MLRs, tying payments to quality rankings, adding additional taxes on plans, and increasing fraud and
abuse enforcement. Regulations implementing PPACA have been and will continue to be proposed and finalized.
Additional changes in existing laws or regulations, or their interpretations, or the enactment of new laws or the
1ssuance of new regulatlons could adversely affect our busmess by, among other thmgs

~imposing additional license, regis'tr_ation, or capital reserve requirements;

* increasing our administrative and other costs; .

« forcing us to undergo a corporate restructuring;

« increasing mandated benefits without corresponding premium increases;

o limiting our-ability to engage in inter-company. transactions:-with ouraffiliates-and subsidiaries;*

o «forcing us:to restructure oufrelationships with-providers;.and

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

It is possible that future legislation and regulanon ‘and the lnterpretatlon of existing and future laws and regulations
could have a ‘material adverse effect on our ablhty to operate under the Medtcare program and to continue to serve
our members and attract new members.

Recent Health Reform Laws May Adversely Affect Our Growth Prospects and Our ReSults of Opérations.

In March 2010, PPACA was signed into law. PPACA changes how health care services are covered, delivered,
and reimbursed through, among other things, significant reductions in the growth of Medicare. program. payments In
addition, PPACA reforms certain aspects of health insurance; expands existing efforts to tie Medicare and Medicaid
payments to-performance. and quahty, and contains provisions intended to strengthen fraud and.abuse enforcement
PPACA contains provisions that already has and will continue to impact Medicare Advantage programs .and PDPs.
Among the more significant risks and uncertainties posed to our business by PPACA are the following:

Reduced Medicare Premium Rates.: Medicare premiums, including premiums paid:to our PDPs; account for
substantially:all of our revenue. As a consequence; ourprofitability is dependent upon government funding
levelsifor'Medicare programs. Beginning with the 2011 contract year, PPACA provides for significant

reductions to payments to Medicare Advantage plans: As required by PPACA, Medicare Advantage basic
capitation rates for 2011 will remain at 2010 levels. Coupled with negative risk factor adjustments, and other
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adjustments, the net effect will be a slight decline in 2011 Medicare Advantage premium rates as compared to
2010 rates (before taking into account any positive effect from increased risk-based rate adjustments), -
notwithstanding the CMS-acknowledged anticipated rise'in medical cost trends: Moreover; PPACA makes the
coding intensity adjustment permanent, resulting in a mandated minimum reduction in risk scores of 4.71% in
2014 1ncreasmg by at least 0.25% annually untll 2019 when the risk score reductron shall not be less than'5:7%.

Beglnnmg in 2012 PPACA mandates that Medlcare Advantage “benchmark” rates transrtlon over a period at
two to six years to Medicare fee-for-service parity (generally targeted as CMS’s calculated average capitation
cost for Medicare Part A and Part B benefits in each county). PPACA divides counties in quartiles based on such
counties’ costs for fee-for-service Medicare. For counties in the highest cost quartile, the Medicare Advantage
benchmark rate will equal 95% of the calculated Medicare fee-for-service costs. The Company estimates that
over 80% of its current membership resides in the highest cost quartile counties and, accordingly, the premiums
for such members will be transrtroned under PPACA to 95% of Medlcare fee- for—servrce costs: :

In respondlng to the rate reductrons the Company’s various Medrcare plans may have to reduce benefits, charge
or increase member premiums, reduce profit margin expectations, or implement a combination of the foregomg,
any of these measures could’ adversely rmpact our membership growth and revenue expectatrons

Reduced Enrollment Period. Medicare beneficiaries generally have a llmrted annual enrollment perlod during
which they can'choose to partlcrpate in a Medicare Advantage plan rather than receive benefits under the
traditional fee-for-service Medicare program. After the annual enrollment perlod most Medlcare beneficiaries
are not pennltted to change their Medrcare beneﬁts

Begmmng with 2012 plan years, PPACA changed the annual enrollment perrod Wthh for 2012 will begin on
October 15,2011 and end on December 7, 2011 Prevrously, open enrollment was from November 15 to
December 31. Also beginning on January 1, 2011, PPACA mandates that persons enrolled in Medicare
Advantage may disenroll only during the ﬁrst 45 days of the year, and only may enroll in traditional Medicare
fee-for-service rather than another Medicare Advantage plan. Prior law allowed a member to disenroll durmg the
first 90 days of the year and to enroll in another Medicare Advantage plan, which has beena traditional source of
growth for our plans’ membershrp There can be no assurance that these changes will not restrict our future
member growth; limit our abrhty to enter new service areas, limit the viability of our internal sales force or
otherwise adversely affect our ab1hty to market to or enroll new members in our established service areas.

Minimum MLRs. Begmnmg in 2014 PPACA prescrlbes a minimum medrcal loss ratio, or MLR, of 85% for the
amount of premium revenue to be expended on medical costs. Financial and other penalties may result from
failing to achieve the minimum MLR ratio, including requirements to refund shortfalls in medical costs to CMS
and termination of a plan’s Medicare Advantage contract for prolonged failure. For the year ended December 31,
2010, our reported Medicare Advantage plan MLR, as traditionally calculated, was substantially below 85%. On
November 22, 2010, DHHS issued rules clarifying the definitions and minimum MLR requirements, but only as-
apphcable to certam commercial health plans. Although these rules are not applrcable to Medicare Advantage
plans, they determine MLR by adding a plan’s total reimbursement for clinical services plus its total spending on
quality improvement activities and dividing the total by earned premiums (after subtracting specific identified
taxes-and other fees). There can be no assurance that CMS will not interpret the MLR requirement in the same
manner for Medicare Advantage plans; however. In such event, it is not clear what the Company’s historical or
prospective: MLR would be under such calculation. Complying with the MLR requirement by increasing our
medical expenditures or refunding:any-shortfalls to the federal government could have.an adverse affect on-our
operating margins and results of operations: ;

CMS Star Ratings. CMS currently rates Medicare Advantage and Part D plans on certain quality metrics using a
five-star rating system. Under PPACA, beginning in 2012, Medicare Advantage plans with a rating of four or
five stars will be eligible for a ““quality bonus” in their basic capitation premium rates (1.5% in 2012, phasing to
5% in 2014 and beyond). On November 10, 2010, CMS announced an acceleration of the bonus program,
described as the “Quality Bonus Payment Demonstration.” All Medicare Advantage plans are automatically
enrolled in this three year demonstration program, which beginsin 2012. Under the Quality Bonus Payment
Demonstration, bonus payments will'be made to'plans with at least a three star ratmg (scaling from 3.0% for
three stars to 5.0% for five stars). For 2011, which determines bonus payments in 2012, the Company has 12
plans with 3.0 stars ratings, one plan with 3 5 stars, and two plans with 4.0 stars. Also beginning in 2012,



plan’s star ratings will affect the rebate available to a plan. The rebate is based on the difference between:a:plan’s
bid and the relevant benchmark set by CMS:: Currently:if the bid:.comes in below the benchmark, then:the plan is
given 75% of that difference, which is called a “rebate,”” which can be used to decrease members’ costs or.add
benefits to the plan, Under PPACA, plans with the highest star rating (4.5 or higher) will have their rebate
percentage reduced to 70% by 2014, plans with a star rating of 3.5 or 4.0 will have their rebate percentage
reduced to 65% by 2014, and plans with a star rating of 3.0 or below will have their rebate percentage reduced to
50% by 2014. Notwithstanding concerted efforts by the Company, there can be no assurances that the Company
will be successful in maintaining or improving its star ratings and other quality-measures. Accordingly,
Company plans may not be eligible for quality bonuses.or increased rebates and may have their current rebates
reduced, which could adversely affect the benefits such plans can offer; reduce membership; and reduce profit
margins; ~ e p

Federal Premium Tax. Beginning in 2014, PPACA imposes an annual aggregate non-deductible tax of $8.0

billion (increasing incrementally to $14.3 billion by 2018) on health insurance premiums, including Medicare

Advantage premiums. The Company’s share of the new tax each year will be based on our pro rata percentage of
_premiums compared to the industry as a whole. Although the delayed implementation of this tax will allow the

Company to adjust its business model and to take into account the tax in designing future plan bids, there can be
no assurance that such tax will not result in reduced plan benefits, reduced profits, or both.

Fraud and Abuse Enforcement. PPACA includes provisions for increased fraud and abuse enforcement,
including additional federal funding of $350 million over the next 10 years to fight healthcare fraud, waste, and
abuse. In addition, PPACA expands the Recovery Audit Contractor, or RAC, program to include Medicare
Advantage and PDP plans. Under the RAC program, CMS contracts with third-parties to conduct post-payment .
reviews on a contingency fee basis to detect and correct improper payments. A RAC audit of our Medicare '
Advantage plans or PDPs or any investigation related to fraud or abuse could result.in increased costs for us to
appeal or refund any alleged overpayments. ‘ '

It is difficult to predict with any reasonable certainty the impact on the Company of PPACA due to the law’s
complexity, lack of implementing regulations or interpretive guidance, gradual and potentially delayed
implementation, pending court challenges, and possible amendment. Implementation of PPACA, particularly those
provisions expanding health insurance coverage, could be delayed or even blocked due to court challenges and
efforts to repeal or amend the law. Court challenges and legislative efforts could also revise or eliminate all or
portions of PPACA. More than 20 challenges to PPACA have been filed in federal courts. Some federal district
courts have upheld the constitutionality of PPACA or dismissed cases on procedural grounds. Others have found the
requirement that individuals maintain health insurance or pay a penalty to be unconstitutional and have either
declared PPACA void in its entirety or left the remainder of the law intact. These lawsuits are subject to appeal and
it is unclear how federal lawsuits challenging the constitutionality of PPACA will be resolved or what the effect will
be on any resulting changes to the law. ‘

Reductions or Less Than Expected Increases in Fur’zding for Medicare Programs Could Significantly Reduce
Our Profitability. s S htrener g

Medicare premiums, including premiums paid to'our PDPs, account for substantially all of our revenue. Asa
consequence;, our profitability is dependent on-government funding levels for Medicare programs. As currently
structured, thé premium rates paid to Medicare health plans like ours dre 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. Funding for Medicare Advantage plans has been and may be altered by federal legislation.

Medicare currently compensates teaching hospitals for the graduate medical education costs incurred when
treating Medicare beneficiaries by providing such hospitals with indirect medical education; or 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. The
phase out of IME payments to Medicare Advantage organizations was limited to-no more than 0.6% per county in
2010, 1.2% per county in 2011, and.1.8% per county in 2012. Because of the gradual nature of the phase-out; we do
not expect a material reduction in our PMPM premiums; it will, however, result in a decrease in our revenues
derived from IME payments and may negatively impact our future profitability:
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Notwithstanding the reduction in‘premium‘rates;, we'believe our 2011 plans’ benefit designs will allow us to
operate at levels near our historical MR targets and profit margins: There can be no assurance, however, that the
reduction in' government capitation rates and our plans’ responses; including changes in'benefit design; Wlll not have
a materlal adverse 1mpact on’‘our member growth expectatrons and proﬁtablhty :

CMS’s Risk Adjustment Payment System Makes Our Revenue and Profi tabtltty szf cult to Predzct and Could
Result In Matertal Retroactive Adjustments to Our Results of 0peratzons

CMS has implemented a risk adjustment payment system for Medicare health plansto improve the 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;:which‘information is subject to review
and audit for accuracy by CMS. Because Medicare Advantage premiums are risk-based, it is'difficult'to predict with
certainty our future revenue or proﬁtablhty

CMS estabhshes premium payments to Medlcare plans based on the plans approved bids at the begmnmg 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 premiym settlement for the prior year. The Company accounts for
estimates of such adjustments on a monthly basis. 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 fayorable or unfavorable adjustments to.our Medicare premium
revenue and, accordingly, our profitability. ;

Our Records and Submissions to CMS May Contain Inaccurate or-Unsupportable Information Regarding the
Risk Aal/ustment Scores of Qur Members, Which Could Cause Us to Overstate or Understate Our Revenue

We mamtam claims and encounter data that support the.risk adjustment scores of our rnembers Wthh
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 d1agnos1s codes prepared and submitted to us by providers of medical care. We
generally rely on providers to approprrately document and support such risk-adjustment data in their medrcal records
and appropriately code their claims. We also sometimes experience errors in 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 recorded. We, or
CMS through a medical records review ‘and risk adjustment validation; may-also:find that data regarding our
members’ risk scores; when reconciled, requires that we refund aportion of the revenue that we received, which
refund, depending on its magnitude, could have a material adverse effect on our results of operations or cash flows.

In connection'with CMS’s‘continuing statutory-obligation to-review risk score coding practices by Medicare
Advantage plans; CMS‘announced that-it would regularly audit Medicare Advantage plans, primarily targeted based
onrisk score growth;:for'compliance by the plans and their providers with proper coding practices (sometimes
referred’to as Risk Adjustment Data Validation Audits'or RADV-Audits). The:Company’s Tennessee Medicare
Advantage plan was selected by CMS for'a RADV Audit of the: 2006 risk adjustment data used to'determine 2007
premiumrates: In late 2009, the Company’s Tennessee plan received from CMS the RADV- Audit member sample,
which CMS:will use to calculate a payment error-rate for 2007 Tennessee plan premiums:‘In February 2010, the
Company responded to.the RADV Audit request by retrieving and submitting medical records supporting diagnoses
codes ‘and risk scores and, where appropriate; provider attestations. CMS has not indicated a'schedule for processing
or otherwise responding to the:Company’s submissions. : '

25



In December 2010, CMS published for public comment its proposed methodology for payment adjustments
determined as a result of its various RADV Audits, including its methods for sampling; payment error calculation,
and extrapolation of the error rate across the relevant plan population. Numerous comments challenging CMS’s
methodologies were submitted to CMS by participants in the Medicare Advantage program; including the Company,
in January 2011. It is unclear when and how CMS will respond to these comments and what form the RADV Audit
methodologies, including extrapolation and payment error calculations, will ultimately take. Because of the
uncertainty, the Company is currently unable to reasonably estimate the probability of CMS’s assertion of a claim
for recoupment of overpaid Tennessee plan 2007 premiums or the amount of loss, or range of potential losses,
associated with the pending RADV Audit of the Tennessee plan.

There can be no assurance; however, that the conclusion of the Tennessee RADV Audit willnot result in an
adverse impact to the Company’s results of operations or cash flows (which may or may not be material), or-that the
Company’s other plans will not be randomly selected or targeted for a RADV Audit by CMS or; in the event that
another plan is so selected; that the outcome of such RADV Audit will not result in a-material adverse impact to the
Company’s results of operations or cash flows. :

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. , :

We currently have approximately 80,000 members in our special needs plans, or SNPs, the substantial majority
of which are enrolled in our dual-eligible SNPs. PPACA extended CMS’s authority to designate SNPs to
December 31; 2013. Legislative authority for SNPs for dual-eligible beneficiaries that do'not have a contract with'a®
state Medicaid agency is extended through December 31, 2012, but such dual-eligible SNPs may not expand beyond
their existing service areas. Failure to renew our SNP contracts could adversely impact our operating results.

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

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 educating our existing and potential members about the changes MIPPA enacted in July 2008;
added; among other things, restrictions on Medicare Advantage sales and marketing activities. Changes in the
enrollment process mandated by PPACA also limit our ability to enroll new members. These and other legislative
changes 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.

+ - MMA generally increased reimbursement rates for Medicare Advantage plans; which we believe resulted

. initially 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. How reductions to Medicare: Advantage payments and
other changes required by PPACA will impact competition is unclear.

o Managed care companies began offering various new products beginning in 2006 pursuant to MMA,-.
including PEFS plans and regional 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.
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.
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THe limited annual enrollment process and additional marketing restrictions have limited our ability to
market our products. j

Medicare beneﬁmaries 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 MMA
and PPACA have restricted and may continue to restrict our growth because they limit our ability to enter
new service areas and market to or enroll new members in oiir established service areas outside of the annual
enrollment periods. PPACA will require a member who disenrolls in Medicare Advantage to enroll in

-~ traditional fee-for-service Medicare as opposed to enrolling in a different Medicare Advantage plan. MIPPA
also restricted where and how our marketing activities may be conducted. For example, under MIPPA;
prohibited marketing activities include providing meals; cash, gifts or monetary rebates, marketing in-health
care settings or at educatlonal events, unsolicited methods of dlrect contact, and cross-selling:

The competttzve bidding process may adversely affect our profi tabzltty

Payments for local and reglonal Medicare Advantage plans are'based on a:competitive blddmg 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. TR

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

In 2010 approx1mately 23. 4% of our revenue was attrlbutable to Medlcare Part D premiums (MA-PD and PDP);
up from 14.7% in 2006, the first year of Part D’s implementation: Failure to sustain our PDP operations’
profitability could have an adverse effect on our financial condition and results of operations. Factors that could
adversely affect our PDP operatlons include:

° Congress may make changes to the Medicare progrém 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 ;

° ,,We are making actuarial assumptions about the utilization of prescription drug benefits in our MA-PD
- plansand 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 prov1ded

o :Substantially all of ourPDP membershlp 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 2011, our PDP bids were below the relevant
benchmarks, and therefore we retained existing membership and were qualified for auto assignment of
new members, in 26 of the 34 CMS PDP regions: In addition, under CMS’s de minimis rules, our PDPs
also retained existing membership in 4 of CMS’s 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 addmonal PDP members auto- a551gned to us. ,
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- Medicare beneficiaries who are 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. | G s L LTI T

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

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 were lower or higher than those in the plans’ bids submitted to CMS. Currently, health
plans bear all gains and losses of up to 5% of their expected costs and retain'50% of the’gains or are:reimbursed 50%
of the loss between 5% and 10%'and retain 20% of the gain or are reimbursed for 80% of the lossin 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. ; : B ~ ;

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 HMO and regulated insurance 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. Our Maryland, Pennsylvania, and Texas regulated subsidiaries are subject to
risk-based capital requirements. The Texas accident and health insurance subsidiary, to which we transferred
substantially all of our PDP operations in 2009, is subject to risk-based capital requirements in certain other
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 HMO and régulated insurance 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. In any case, our available funds could be materially reduced, which could harm our
ability to'implement our'business strategy. .« @i i Si : S S

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: d L ' g

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: The discretion of the state
regulators, if any, in approving a dividend is not always clearly defined. Historically, we havenotrelied-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. - : : i SRR BIRD DU : 4

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 ora 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. S

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. P ’ : -

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 whether new ones will bé-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. ~ 33 v S iy ‘

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. e

‘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. ARRA broadened the scope of the HIPAA privacy and security regulations and ARRA increased the
penalties for violations of HIPAA. Pursuant to ARRA; DHHS has published an interim final rule requiring covered
entities to report breaches of unsecured protected health information to affected individuals following discovery of
the breach by a covered entity or:its agents. Notification must also be made to DHHS and, in certain situations
involving large breaches, to the media. Various state laws and regulations may also require us to notify affected
individuals in the event of a data breach involving individually identifiable information. HIPAA also provides that,
to the extent that state laws impose stricter privacy standards than HIPAA privacy regulations, such standards and
laws are not preempted. ; : B

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, and the fact that the regulations are subject
to changing and, at times, conflicting interpretation, our ongoing ability to comply with the HIPAA requirements
cannot be guaranteed. Furthermore, a state’s ability to promulgate stricter laws, and uncertainty regarding many
aspects of such state requirements, make compliance more difficult. In addition, other government agencies may

29



from time to time promulgate rules relating to privacy and security with which we may be required to comply. To
the extent that we are unable to support unique identifiers and electronic healthcare 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 Substantially Impaired.

We provide services to our Medicare eligible members through our Medicare Advantage health plans and PDPs
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, Qur Profitability Will Likely Be Reduced or We. Could Cease to Be
Profitable if We Are Unable to Manage Our Medical Expenses Effectively. ooy

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 PDPs. 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 MLR 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:. S 3

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

« ' an increase in the cost of healthcare services and supplies, including prescription drugs, whether as a result of
inflation or otherwise; i :

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

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

<. changes in the demographicsb of dur members and medical trends éffecting them;

e new mandated ~beneﬁts/c/n/'/other changes in healthcare laws,; régﬁlations, and practices;
e hew treatments and technologies; e

° consolidation of physician; hospital, and other provider gfoups;

- _contractual disputes with providers, hospitals, or other service providers; and

o . 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 healthcare 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:

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.

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 of 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;oratall:

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: e bl VL

* 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

* actuarial and accounting policies; including those that require a high degree of judgment.or complex

estimation processes, including estimates of IBNR claims, estimates of risk adjustment. payments, accounting
for goodwill and, intangible assets, stock-based compensation, and income tax matters.
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In the event of an acquisition or investment, we may issue stock that would dilute existing stock ownership or
incur additional debt:that would restrict our-cash/flow. We may also assume known and unknown liabilities; not (or
only partially) covered by acquisition agreement indemnification provisions; 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.

Additionally, with respect to the acquisition of Bravo Health on November 30, 2010, our specific integration and
execution risks in addition to those outlined above include: Gdi ;

« - our inexperience in the Philadelphia and Mid-Atlantic Medicare Advantage markets;

« . our lack of familiarity with accreditation requirements and the regulatory environments in states in

‘which
Bravo:Health’s plans operate; : =

 our inexperience in particular with the STAR+PLUS program in Texas;

«our understanding of Bravo Health’s regulatory compliance status and mitigating risks and liabilities -
associated therewith; ; ' 5 g , ‘s

« our ability to timely achieve anticipated cost savings through the identification and elimination of redundant
personnel and systems or otherwise; and "'~ 2 : ¥

» -our pre-acquisition review of Bravo Health’s operations; books, and records may have failed to adequately
identify existing or potential risks and liabilities or our post-acquisition contractual indemnification
protections, including amounts held in escrow, may be insufficient to cover such risks and liabilities:

Bravo Health was:selected for a:RADV audit by the United States'Department of Health & Human Services,
Office of Inspector General, or OIG; in connection with risk-adjusted payments received by one of Bravo Health’s:+
Medicare Advantage plans for contract year 2007. In-June 2010, the OIG issued a draft report of its findings. The
draft report included a recommendation that approximately $20.2 million of calculated premium overpayments be -
refunded to CMS. OIG’s purported premium overpayment was calculated by extrapolating the results of its audit
sample and findings across the specific Medicare Advantage plan’s entire population for the 2007 contract year.
Bravo Health issued a written response to the draft report and is vigorously challenging the OIG’s audit process,
methodology; and preliminary findings and recommendations. No final report has been issued by OIG. OIG has'no
authority to recoup overpayments. Accordingly; it will be within the authority of CMS to determine whatactions; if’
any, to take in response to any OIG audit findings and recommendations. In connection with the acquisition of
Bravo Health, we established a $55.0 million escrow for purposes of satisfying the post-closing indemnification
obligations of the former Bravo Health stockholders; if any, $23.0 million of which will be held for three years
following closing with respect to certain specified claims, including the OIG RADV Audit. Consequently; although - ;
no assurances can be made, we do not expect the liability resulting from the OIG RADV Audit, if any, will have a
material adverse effect on the results of operations, cash flows; or financial condition of the Company.

Our Substantial Debt Obligations Pursuant to Our Amended Credit Facilities Could Restrict Our Operations.

In connection with and conditional on the acquisition of Bravo Health on November30; 2010, we entered into an
amended and restated credit agreement (the “Restated Credit Agreement”) providing for an aggregate of $550.0
million in term loans and a $175.0 million revolving credit facility. Borrowings of $380.0 million under the term
facilities and $100.0 million of the revolving credit facility, together with our cash on hand, were used to fund the
acquisition‘and expenses related thereto. As of December 31,2010, $626.9 million of debt was outstanding under
the Restated Credit Agreement, compared to $237.0 million of indebtedness outstanding as of December31,2009.
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The Restated 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 regulated insurance subsidiary calculated by reference to applicable
regulatory requirements; and (iii) maximum capital expenditures, in each case as more specifically provided in the
Restated Credit Agreement. This indebtedness could have adverse consequences on us, including: sk

« 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

» ' 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: : ; ; SEEE '

‘The Restated 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 Restated Credit Agreement. Any breach or default could
allow our lenders to accelerate our indebtedness, charge a default interest rate; 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. ; ; ;

A Disruption in Qur Healthcare Provider 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 providernetworks could also be disrupted by the financial insolvency of alarge 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 and management fee revenue and in higher healthcare costs. :

Our Texas operations comprised 23:3% of our Medicare Advantage members as of December 31, 2010:and
22.8% of our total revenue for the year ended December 31, 2010. 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,
2010, physicians associated with RPO served as the primary care physicians for approximately 44.9% of our
members in our Texas market. Our agreements with RPO generally have terms 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 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 for 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 could result in loss of membership. 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, 2010; our LMC Health Plans subsidiary comprised 12.2% of our Medicare Advantage
membership and'17.3% of our total revenue for the year 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 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. :

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, including RADV Audits by
- CMS and OIG. 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;:

o 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; ot bt b ithan Vb e iy

. foffeitﬁré or fécoupment of amounts \?VC };;1§e ’l;)ée’ril pai(rirpursuant to our contracr:ts; 5

+ imposition of significant civil or criminal penalties, fines; or ofher sanctions:on us and our key employees;
+  damage to our reputation in existing and potential markets; K
o increased restrictions oﬁ méfketir;g our p’fc‘)‘ducts and services; and

° inability to:obtain approvalé fori/fumre products’and seﬁicés, geoéaphic expansiohs, 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 seriously and work diligently to implement:
corrective action plans and resolve deficiencies effectively and timely. We cannot assure you that any 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:

P i
R

PPACA expanded the RAC program to include Medicare Advantage and PDP plans by December 31, 2010.
Under the RAC program; CMS contracts with third-parties to conduct post-payment reviews on a contingency fee
basis to detect and correct improper payments in the Medicare program. We cannot assure you that the findings of a
RAC audit or other audit or investigation of our business would not have an'adverse effect on us or require
substantial modifications to-our-operations. SRR : :

Competition in Our Industry May Limit Our Ability to Attract or Retain Members, Which Could Adversely Affect
QOur Results of Operations.- = ; ~ SR it

We operate in'a highly competitive environment subject to significant changes as a result of business-
consolidations; evolving Medicare products, 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 managed care organization competitors. Many managed care companies and other Part D plan
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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. RN co :

Our Inability to Maintain Our Medicare Advantage and PDP Members or Increase Our Membership 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; 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 Providers May Make Mistakes 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 that 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
providers and violate certain laws and regulations, such as HIPAA. e sl

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 intend to sell the securities or determine it is not more-likely-than-not we will be
required to sell the securities prior to their recovery. 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 intend to sell the securities or
determine it is more-likely-than-not we will be required to sell the securities prior to their recovery, the'security is
deemed to be other-than-temporarily impaired and it is written down to fair value: o

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 intent to sell, or requirement to sell individual securities prior to maturity or before
the full cost can'be:recovered.
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Negative Publicity Regarding the Managed Healthcare Industry Generally or Us:in Particular Could Adversely
Affect Our: Results of Operations or Business.

Negatrve publrclty regardmg the managed healthcare mdustry generally, or the Medicare Advantage program 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: .~ :
« requiring us to change our products and services;

* increasing the regulatory, including compliance, burdens under which we operate;

» adversely affecting our ability to market our prodticts or services; or
 adversely affecting our ability toattract and retain- members. .

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.

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
relatlonshlps 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 perlod of trme We do not
currently maintain key man insurance on any of our executive officers. :

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. orgamzatlons to be held liable"
for negligent treatment decisions or benefits coverage determinations. Of the states in which we. currently operate
New Jersey, Pennsylvania, and Texas have enacted legislation relating to health plan liability for negligent treatment
decisions and benefits coverage determinations. In addition, our network providers involved in medical care
decisions may be exposed to the nsk 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 mdependent and employee sales agents
and claims arlsmg out: of decisions to deny or restnct rermbursement for'services. I ;

We cannot predrct w1th certainty the eventual outcome of any pending lmganon or potentral 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,

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.
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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. i

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, and planning and
analysis. These systems also support on-line customer service functions and provider and member administrative
functions and support tracking and extensive analyses of medical expenses and outcomes 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 a 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. : sl ; ‘

Anti-takeover Provisions in Our Organizdtional Documeﬁts 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. : i AU

Provisions of our amended and restated certificate of incorporation and our second amended and restated bylaws
may delay or prevent an acquisition of us ora 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: ~ ; SO ; >

o 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 stockholderwishing to properly bring a matter before a-meeting of stockholderé must comply with
specified procedural and advance notice requirements; = . soptzinds

o -actions taken by the written consent of our stockholders require the consent of the holders of at least:662/3%
of our outstanding shares;

o our board of directors is classified into three classes, with each class serving a staggered three-year term;

o the authorized number of directors may be changed only by resolution of the board of directors;
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« 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 662/3% of our outstanding shares; :

. drrectors may be removed other than at an annual meetmg only for-cause;
* any vacancy on the board of drrectors however the vacancy oceurs, may only be ﬁlled by the directors; and
*our board of d1rectors has the ability to'issue preferred stock w1thout stockholder approval.

‘ Addrtronally, the insurance companylaws and regulatrons of the Junsdrctrons in whrch we operate restrict the
ability of any person to acquire control of an insurance company, including an HMO;, without prier 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 HealthSprmg is’an insurance holdrng company for purposes of these: -
statutes and regulations: : :

Item 1B Unresolved Staff Comments
None

Item2.  ‘Properties:

We lease office space in a number of locations for our business operations.'We believe our facilities are:adequate
for our present and currently anncrpated needs. The following are our srgnrﬁcant leased offices:

Location ~ S Primary Use-- Square footgg_ Expiration Date

Baltimore, Maryland ) East Region Operations Center 108,101 November 2019 (1)
Nashville, Tennessee Tennessee Plan Headquarters 78,155 - September 2011
Birmingham; Alabama s Alabama Plan Headquarters 71,923 April 2016
Nashville, Tennessee ; Enterprise-wide Operations:Center 54,000 May 2014 -
Houston, Texas i Texas Plan:Headquarters 53,985 May 2018
Philadelphia; Pennsylvania Pennsylvania Plan Headquarters 42,430 . December 2019
Franklin, Tennessee Corporate Headquarters 31,989  December 2014
Bedford, Texas Bravo Texas-Dallas Operations 22,599 April 2021

Miami, Florida ' Florrda Plan Headquarters o 15 925;’,’ February 2013

(1) Except for 25,506 square feet of leased space under a contract which expires November 2014.
Item:3.  Legal Proceedmgs

We are not currently mvolved in any pending legal proceedmgs that we believe are material to our ﬁnancral
condition or results of operations. We are, however, involved from time to time in routine legal matters and other
claimsincidental 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.
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PART I

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:

2010

High Low

FlrstQuarter $20.50 § 1651
SeCONA QUATTET ....veveeeeeercrenenrmisisisersrerenasss ettt ‘ . 19.11 15.00
Third Quarter.........c...oeiveus I RSP (S MOyt ‘ 27.00 - 14.66
Fourth Quarter ..........0coiveiiiens L : ' 29.80 - 24.34
2000

: Eiats - - i High Low
First Quarter.. ... L it i ~ Cnnmhllasnn $ 2036 8% 427
Second Quarter:........... PRI i i Gl 11.91 7.91
Third Quarter ........ 14.80 +:10:12
FOUPEH QUATTET ..o.vocvvveiveseeereseeeeenassesseass st b bR 18.38  11.83

The:last reported sale price of our common stock on the NYSE on February 22, 2011 was $38.00 and we had
approximately 132 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
and do not anticipate paying cash dividends in the foreseeable future. Our ability to pay cash dividends is limited by
our credit agreement. As a holding company, our ability to pay cash dividends is also dependent on the availability
of cash dividends from our regulated insurance subsidiaries, which are restricted by the laws of the states:in which
we operate and CMS; as well as limitations under our credit agreement. 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. ,

Issuer Purchases of Equity Securities

In May 2010, the Company’s Board of Directors authorized a stock repurchase program to repurchase up to
$100.0 million of the Company’s common stock. 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. 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. The program is scheduled to expire on June 30,
2011. During the quarter ended December 31, 2010, the Company did not repurchase any shares pursuant to the
repurchase program. As of December 31, 2010, the Company had repurchased 837,634 shares of its common stock
under the program in open market transactions for approximately $14.3 million, or at an average cost of $17.10 per
share, and had approximately $85.7 million in remaining repurchase authority under the program.
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During the quarter ended December 31'“2010 the Company withheld (reflected in the table below as
“purchased”) the following shares of its common stock to satlsfy payment of tax obhgatlons related to the vesting of
shares of restrictéd stock: « i

Total Number of Maximum Number

Shares Purchased . of Shares that May

as Part of Publicly Yet Be Purchased

' Total Number of . Average Price Paid -Announced Plans or; Under the Plans or

Period ' Shares Purchased per Share ($) Programs Programs

10/01/10 —10/31/10.0eeee 449 2622 . —. —
11/01/10 = 11/30/10........ : — — e — B —
12/01/10 - 12/31/10........ — — R - —
Total..corecieieicrinine, 449 26.22 — —

‘Performanee T’Graph

The followmg graph compares the change in the cumulative total return 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 chanoe in the
cumulative total return (including the reinvestment of d1V1dends) on the stocks included in the Standard & Poor’s
500 Stock Index and two different Company-selected peer groups, the “New Peer Group” and the “Old Peer Group”
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 IPO (at $19.50 per share),
and an investment in each of the other indices on F ebruary 3,2006. We did not pay any dividends during the perlod
reﬂected in'the graph... . v

The New Peer Group consists of the following companies, which is a group of companies in the managed care,
healthcare services, and health insurance industries that we have used to, among other things, assist in evaluating the
competitiveness of our executive compensation plans-and policies: AMERIGROUP: Corporation, AmSurg:Corp.;
Centene Corporation, CNO Financial Group, Inc., Coventry Health Care, Inc., Emergency Medical Services
Corporation, Gentiva Health Services, Inc., Health Net, Inc., Healthways, Inc., LifePoint Hospitals, Inc., Magellan
Health Services; Inc., MEDNAX, Inc., Mohna Healthcare, Inc., Owens & Mmor Inc., Team Health Holdmgs Inc.,
Trlple—S Management Corporanon Umversal American Corp and’ WellCare Health Plans; Inc.

“The companies in our peer groups were: selected on the basis'of a number of factors ‘including the nature of their
business, market capitalization, revenue, earnings; and employees, among others. We added CNO Financial Group,
Inc.; Coventry Health Care; Inc.; Gentiva Health:Services; Inc., Health-Net; Inc.; Molina Healthcare Inc.; Owens &
Minor;, Inc.; Team Health Holdings, Inc., and Triple-S Management Corporation, to our peer group because of their
comparability to the Company based on one or more of the foregoing factors and in order to‘increase the number of
comparable companies that we use for purposes of evaluating the competmveness of our executwe compensation
plans and policies. TR e
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COMPARISON 6F 59 MONTH CUMULATIVE TOTAL RETURN:
Among HealthSpring, Inc, the S&P 500 Index,
an Old Peer Group and a New Peer Group

m p
. o
m -
$a0 -
480 -
e 42408 y R - 42008 B ] o 4RMB
=t qu&thsﬁﬁnn; ine — e — SEP OO s~ Old Peer Group ——-eﬁ——!'»im' Pear Group
2/06 12/06 12/07 12_/08 12/09 ~12/”10
Hea!thSpring, J 11 (e O SOV OTPS 100.00 92.58 86.67 - 90.86 - 80.12--120.70
S&P500.....ooov il T T I T S S RSP R A3 o 100.00 112.81  119.01 74.98  94.82 109.10
Old Peer Group.........ccoocooveriniinnnennnnens sesressesanessareresanreeerasans 100.00 121.82. 128.90 72.65 9894 116.81

New Peer Group... ...l il 100.00 102.04 107.46 49.09 68.12 77.10
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Item 6. Selected Financial Data

The following tables present selected historical financial data and other information for the Company. We
derived the selected historical statement of income, cash flow, and balance sheet data for each of the five years
ended December 31, 2010 from the audited consolidated financial statements of the Company.

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

Year Ended December 31,
2010 (1 2009 2008 2007 (2) 2006
: (dollars in thousands, except share and unit data) B

Statement of Income Data:-

Revenue:

Premium: iz
Medicare ......00 i e $ 3,085,206 . % 2,616,529 $§  2,135548 § 1,479,576 ' $ 1,149,844
Commercial ......cc.coooveniniis 1,330 2.976 5,144 46.648 = 120,504

Total premiums............. 3,086,536 2,619,505 2,140,692 1,526,224 1,270,348
Management and other fees ... 42,144 42,250 32,602 24,958 : 26,997
Investment income 7.029 4.290 15.026 23,943 11.920

Total revenue 3.135.709 2,666,045 2,188,320 1,575,125 1,309,265

Operating expenses:

Medical expense:. ... b i R
Medicare...,..c.oviveeirirniininns 2,446,338 o 2,126,760 1,702,745 ... 1,187,331 900,358
Commercial.......oeuererernnee. 1,634 3,186 5.146 38.662 108.168

Total medical expense .. 2,447,972 2,129,946 1,707,891 1,225,993 1,008,526

Selling, general and . .

adminiStrative ...c..coceveeereenns 324,267 279,822 246,294 186,154 156,940
Depreciation and :

amortization:. .../l e . 33,293 30,726 28,547 16,220 10,154
Impairment of intangible )

PRI S TP SO S S —_ - ) — 4,537 Oy
Interest EXPense ....iiivisienennens 20.957 15.614 19,124 7.466 8,695
... Total operating ~ ‘ ' e :

EXPENSES.rervnenearsaerereane 2,826.489 2.456,108 2.001.856 1,440.370 1.184.315
Income before minority : i
interest and income taxes 309,220 209,937 186,464 134,755 124,950

Minority interest ..........cccceeee — — — — (303)

Income before income
EAXES cvvvrereeveereeierienreeeinnes 309,220 209,937 186,464 134,755 124,647

Income tax expense (114.997) (16.342) (67.512) (48.295) (43.811)
Net income............. 194,223 133,595 118,952 86,460 80,836 ,

Preferred dividends................ — — — p— (2,021)
Net income available to : i

common stockholders ..... 3 194223 § 133,595 § 118952 § 86,460 $ 78,815

Net income per share '

available to common

stockholders:

BasiC cvoveereeeneeieeeeeeeene N 342 § 243 § 2.13 $ .51 $ 1.44
Diluted .....cociurrrenererenenee $ 339 % 241 $ 212§ 151§ 1.44

Weighted average common

shares outstanding:

Basic 56,869,531 54,973,690 ___55.904,246 57,249,252 54,617,744
Diluted 57,304,061 55,426.929 56,005,102 57,348,196 54,720,373
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Tt o : Year Ended December:31,
2010 (1) 2009 2008 C 2007 (2) 2006
s (dollars in thousands, except share and unit data) s

Cash Flow Data: : '
Capital expenditures’...........J. 8 11,2020 0§ nni 1S, 828 8 11 657 B 15 886 $ 7, 063
Cash provided by (used in): e it
Operating activities ....: 221,145, ;, 169 959 161,985 LTI 72 752 ; 167, 621
Investing activities (719,662)..+ .. .(17,951) (7,035) .. (389, 195) (336)
Financing activities 250,553 5,175 (196,800) 302,090 61,073
Cash and cash equivalents ..... 191,459 439,423 282,240 324,090 338,443
Total ASSELS .vvveerarereersrenarereses - 2,348,603 1,508,267 1,344,777 1,351,073 842,645
Total long-term debt, : POEENE
including current maturities. . 626,875 236,973 268,013 296,250 . —
Stockholders’ equity .............. 1,132,131 929,456 . 750,878 671,355 575,282
Operating Statistics: ' -
Medical loss ratio —
Medicare Advantage (3)...... 78.7% 81.0% 78.3% : 797% 78.8%
Medical loss
ratio — PDP (3).c.cccorurecncen 82.3% 83.3% ) 89.6% ~ 86.3% e 734%
Selling, general and
administrative expense SN b : i
A0 (4) cvrvrreennerenieneneeeensennad 10.3% 10.5% 11.3% 11.8% : 12.0%
Members — Medicare ) T : :
Advantage (5) i ivissiies 304,604 ..189.241 . 162,082 153,197 S 115,132
i Members — Commercial (5). 310 722 ’ 895 . 11,801 31,970
L Members — PDP (5) e 724_,‘3'9'4 e ,”"313 045 282,429,” ‘ 139 212 88,753 .

(1) The ﬁnancral and statrstrcal information for the year ended December 31 2010 mcludes the results of Bravo
Health from November 30, 2010. i i

(2) The financial and statistical 1nformat10n for the year ended December 31, 2007 includes the results of the Leon
Medical Centers Health Plans, Inc. from October 1, 2007, the date acqulred 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.

(3) The medical loss ratio represents medical expense incurred for plan part1c1pants as a percentage of prennum
“revenue forplan part1c1pants ~

(4) The selling, general and admmlstratlve expense ratio represents selhng, general and admlmstratwe expenses asa
percentage of total revenue.

(5) As:of theendof each penod presented.
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Item 7. - Management’s Discnis_sion;nd; Analysisof 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 appearmg 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 matenal trends or uncertainties we have observed It includes the following sections:

o Overview; :
¢ Results of Operations;
- e .Segment Information,'
e Liquidity and Capital Resources;
*  Off-Balance Sheet Arrangements;
o Commitments and Contingencies;
»._Critical Accounting Policies and Estimates; and
¢ Recent Accounting Pronouncements: o

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 thlS
report mcludmg the matters dlscussed in “Crmcal Accountmg Pohcxes and Estlmates  below. f

Overview

HealthSpring; Inc. (the “Company”’ or. “HealthSpring”) is a managed care organization whose primary focus is -
Medicare, the federal government-sponsored health insurance program primarily for U.S. citizens aged 65 and older,
qualifying disabled persons, and persons suffering from end-stage renal disease. As of December 31,2010, we
operated Medicare Advantage plans in Alabama, Delaware, Florida, Georgia, Iilinois, Maryland, MlSSlSSIppI New
Jersey, Pennsylvania, Tennessee, Texas, and the District of Columbia. We also offer national and regional stand-
alone Medicare prescription drug plans. 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 plans
as our “PDPs.” For purposes of addmonal analysis, the. Company provides membership and certain financial

information, including premlum revenue and medical expense, for our Medicare Advantage (including MA-PD) and

PDP. We report our business in three segments: Medicare Advantage; PDP; and Corporate. The following ,,
discussion of our results of operations includes a discussion of revenue and certain expenses by reportable segment.
See “—Segment Information” below for additional information related thereto.
2010 Highlights

¢ Net inclome increased $60.6 million, or 45.4%, in 2010 to $194.2 million compared to 2009.

e Qur diluted earnings per share, or EPS, was $3.39 for 2010 compared with $2.41 for 2009.

o Medicare Advantage membership at 2010 year-end increased 61.0% over the prior year. PDP membership at
2010 year-end increased 131.4% over the prior year.

o Medicare (including Medicare Advantage and PDP) premium revenue for 2010 was approximately $3.1
billion; an increase of 17.9% over 2009 results.
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+  Medicare Advantage (including I\ZA—PD) premiums were $2.6 billion for 2010, reflecting an increase of
14.0% over the prior year. Stand-alone PDP premiums increased $147.5 million, or 45.3%, to $472.9 million
in 2010: : : e :

 Total cash flow from operatidns was $221.1 million, Qf 1.1 times net income for 2010, compared with $170.0
million, or 1.3 times net income for 2009. '

« Total cash and cash equivalents at December 31, 2010 was $191.5 million, inclﬁdin'g cash of $83.4 million
held at unregulated entities. A

Acquisition of Bravo Health
Summary of Transaction

On November 30,2010, HealthSpring acquired all of the outstanding stock of Bravo Health, Inc. (“Bravo
Health”), an operator of Medicare Advantage coordinated care plans in Pennsylvania, the Mid-Atlantic region; and
Texas, and a Medicare Part D stand-alone prescription drug plan in 43 states and the District of Columbia. ‘
HealthSpring acquired Bravo Health for approximately $545.0 million in cash, subject to a post-closing positive or
negative adjustment based on a calculation relating to, among other things, the statutory net worth of Bravo Health’s
regulated subsidiaries as of the closing. Any such positive adjustment, which is expected to be paid by HealthSpring
in June 2011; will not exceed $10.0 million. As of November 30, 2010, Bravo Health had 105,455 Medicare
Advantage members and 300,969 PDP members.

HealthSprmg’s ,aéra,uisition of Bravo ﬂealth \){gés,funded by:borrowings of aﬁp,roirﬂir’r’l’at’ei’y $48,0’.0 million undera ”
new credit facility and the use of cash on hand. The Company’s new credit facility is further discussed under “—
Indebtedness” below: ; ~

OIG's RADV Audit of Bravo Health -

Bravo Health was selected for a Risk Adjustment Data Validation Audit (‘RADV Audit”) by the United States
Department of Health & Human Services, Office of Inspector General (OIG) in connection with risk-adjusted
payments received by one of Bravo Health’s Medicare Advantage plans for contract year 2007. In June 2010, the
OIG issued a draft report of its findings. The draft report included a recommendation that approximately $20.2
million of calculated premium overpayments be refunded to CMS. OIG’s purported premium overpayment was
calculated by extrapolating the results of its audit sample and findings across the specific Medicare Advantage
plan’s entire population for the 2007 contract year. Bravo Health issued a written response to the draft report and is
vigorously challenging the OIG’s audit process, methodology, and preliminary findings and recommendations. No
final report has been issued by OIG. OIG has no authority to recoup overpayments. Accordingly, it will be within
the authority of CMS to determine what actions, if any, to take in response to any OIG audit findings and
recommendations. Because of the uncertainties associated with (i) the validity of the OIG’s audit process and
methods, (i) the OIG’s response to Bravo, Health’s challenges, (iii) the status of OIG’s final report; and (iv) the
probable actions of CMS based on the OIG’s recommendations, among other uncertainties, the Company is
currently unable to reasonably estimate the probability of CMS’s assertion of a claim for recoupment of overpaid
premiums or the amount of loss, or range of potential losses, associated with the resolution of the OIG audit:
Accordingly, the Company has not made an accrual related thereto at December 31, 2010.

At the closing of the acquisition, a $55.0 million escrow was established from the merger consideration to fund
Bravo Health’s stakeholders’ post-closing indemnification obligations, if any, $23.0 million of which will be held in
escrow for three years following closing with respect to certain specified claims, including the OIG matter discussed
above. Consequently, although no assurance can be made, we do not expect the liability resulting from the RADV
OIG Audit, if any, to have a material adverse effect on the results of operations, cash flows, or financial condition of
the Company. No escrow-related liabilities or assets are included in the Company’s balance sheet at December 31,
2010. ' '

The Company incurred approximately $11.4 million, or $0.14 per share, of transaction-—related expenses

relating to the acquisition of Bravo Health. Such expenses are included in selling, general and administrative
expenses and interest expense in our results of operations for the year ended December 31, 2010.
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Revenue

General. Our revenue consists primarily of (i) premium revenue we generate from our Medicare line of business,
(ii) fee revenue we receive for management and administrative services provided to 1ndependent physician
associations, health plans, and self-insured employers, and (iii) investment 1ncome :

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. For our
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 products are generally fixed 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 January 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. Our risk adjustment payments:are subject to review
and audit by CMS.:See *— CMS RADV Audits”below.

As w1th ourtraditional Medlcare 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 PDPs 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 premium
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 consolidated balance sheet and as an operating activity in
our consolidated statement of cash flows. Actual risk corridor payments upon final'settlement with CMS could differ
matenally, favorably or unfavorably, from our estimates: ~

Because of the Part D product benefit de31gn the Company:incurs prescnptlon 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 amourit 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 as funds held for (or due for) the benefit of
membersion our consolidated balance sheet and as a financing activity in our consolidated statement of cash flows:
We do not récognize 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:

Management and Other Fee Revenue. Management and other fee revenue primarily include 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 two bases: (1) as a percentage of revenue collected by the
relevant health plan; or (2) as a fixed PMPM payment or percentage of revenue for members ‘serviced by the
relevant independent physician association, or IPA. Fee revenue is recognized in the month in'which services are
provided. Tn'addition; pursuant to certain of our management agreements with TPAs, we receive fees based on a
share of the profits of the IPAs. To the extent these fees relate to members of our HMO and regulated insurance
subsidiaries, the fees are recognized as a credit to medical expense. Management fees calculated 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 primarily of interest income on cash and investments and gross
realized gains and losses from sales of investments.

Medical Expense

Our largest expense is the cost of medical services we arrange for our members or med1cal expense Medical - ,
expense for our Medicare plans primarily consists of payments to physicians, hospitals, pharmacies, and other health -
care providers for services and products provided to our Medicare members. We generally pay our providers on one
of three bases: (1) 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; (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) fee-for-service contracts based on negotiated fee
schedules. Pharmacy costs are recognized as incurred and represent payments for members’ prescription drug
benefits, net of rebates from drug manufacturers, if any. Rebates are recogmzed when earned, accordmg 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. 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; changes in benefits
offered by our plans; our ability to manage utilization and medical expense, changes in accounting estimates related
to incurred but not reported claims, or IBNR, 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 provxders We
analyze and evaluate our Medicare Advantage and PDP MLRs separately. :

CMS RADYV Audits

In connection with CMS’s continuing statutory obligation to review risk score coding practices by Medicare
Advantage plans, CMS is conducting regular audits of Medicare Advantage plans for compliance by the plans-and
their providers with proper coding practices (sometimes referred to as “Risk Adjustment Data Validation Audits” or
“RADV-Audits”). The Company’s Tennessee Medicare Advantage plan- was selected by CMS for a RADV Audit of
the 2006 risk adjustment data used to determine 2007 premium rates. In late 2009; the Company’s Tennessee plan‘’
received from CMS the RADV Audit member sample, which CMS:will use to calculate a payment error rate for
2007 Tennessee plan premiums. In February 2010, the Company responded to the RADV Audit request by
retrieving and submitting medical records supporting member sample dlagnoses codes and risk scores and, where
appropriate, provider attestations. CMS has not indicated a schedule for processing or otherwise responding to the
Company’s submissions.

In December 2010, CMS published for public comment its proposed methodology for payment adjustments
determined as a result of its various RADV Audits, including its methods for sampling, payment error calculation, -
and extrapolatlon of the error rate across the relevant plan population. Numerous comments challenging CMS’s ,
methodologles were submiitted to CMS by participants in the Medicare Advantage program, including the Company,
in January 2011; It is unclear-when and how CMS will respond to these comments and what form the RADV Audit
methodologies, including extrapolation and payment error calculations, will ultimately take. Because of the
uncertainty, the Company is currently unable to reasonably estimate the probability of CMS’s assertion of a claim
for recoupment of overpaid Tennessee plan 2007 premiums or the amount of loss, or range of potential losses,
associated with the pending RADV Audit of the Tennessee plan Accordmgly, the Company has not made an
accrual related thereto. : ,
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Results of Operations
Percentage Comparisons

The following table sets forth consolidated statements of income data expressed in dollars (in thousands).and.as
a percentage of revenues for each period indicated. Data for the year ended December 31, 2010 includes the results
of Bravo Health from November 30, 2010. . ,

Year Ended December 31,

2010 2009 12008
Revenue: : ‘ : ‘ G ! i :
Premium revenue ... i 17 $3,086,536 98.5%:$ 2,619,505 .+ 982% $ 2,140,692 97.8%
Management and other fees:...... - 42,144 13 42,250 1.6 32,602 1.5
Investment income ... inniiss 07,029 0.2 4290 0.2 15,026 07
Total-revenue.:.u.... cnmie 23,135,709 100:0 2.666.045 -100.0 2:188.320 -~ ~~100.0
Operating expenses: e : : S P
Medical eXpense .......coeeeverennene 2,447,972 78:1 2,129,946 79.9 1,707,891... ... 78.0
Selling, general and
AdMIMISTTAtiVE civeevnrissvenesinsis s o7 324,267 103, ......279,822 o 10:5 ¢ 246,294 - . 113
Depreciation.and . i ; s ‘ _ e
amortization:.........ivisuieninnions 33293 ... .10 30,7260 14 28,547 1.3
INterest EXPENSE ... i isseaiviseiiis 20,957 0.7 15.614 0.6 19,124 --0.9
Total operating ; ; ,
 EXPENSES:.iiiiiveitiivonns e 2.826.489 . 90,1 2.456.108 92.1 2.001.,856 91.5
-Income before ... . . B SRS L
INCOME taxes ...t iiviiis 309,220 5000 9.9 209,937 079 186,464 8.5
Income tax eXpense ........oceeueen (114.997) . (37 (16342) . +(2.9) (67.512) (3.1)
Net inCOMme ....cooevverreercruenns $ 194,223 6.2% $ 133595 50% $ 118952 5.4%
Membership

“Qur primary source of re,venué is‘moknthly premium payments we receive based on membership enrollqé‘d in our
managed care plans. The following table summarizes our Medicare Advantage (including MA-PD), and stand-alone
PDP membership, by state; as of the dates:indicated. : ; it T :

December 31,
2010 2009 - 2008

Medicare Advantage Membership b fir :
ALBDAIMIA. 1 eveevecreereiee e etessesee e et et aee et b bbbt e sk s e 30,148 31,330 29,022

37,022 32,606 27,568
63,044

65533 58252 49,933
71105 51,201 43,889
37752 15852 11.670
304.604 189241 _162,082

Medicare Stand-Alone PDP Membership.................... e . 724394 313045 282,420

Medicare Advantage. Our Medicare Advantage membership increased by 61.0% to 304,604 members at
December 31, 2010 from 189,241 members at December 31, 2009, with membership gains in all of our health plans
except Alabama and Texas (not including new Texas Bravo Health membership). Our Medicare Advantage net
membership gain of 115,363 members since December 31, 2009 reflects the inclusion of members in Bravo Health
health plans (105,455 members as of the acquisition date) and better retention rates in HealthSpring plans resulting
from, we believe, the relative attractiveness of our various plans’ benefits. The increase in membership from
December 31, 2008 to December 31, 2009 was primarily the result of organic growth in our markets through
increased penetration in existing service areas and to a lesser extent our expansion into new service areas. Medicare
Advantage (including MA-PD) membership as of February 1, 2011 was approximately 329,000, reflecting increases
across all of our markets.
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PDP::PDP.membership increased by 131.4% to.724,394 members at December.31; 2010 from 313,045 at
December:31,.2009, primarily as a result of the inclusion of members:in Bravo Health’s PDP (300,969 members as
of the-acquisition date)-and the-auto-assignment:of members in HealthSpring’s PDP: at the beginning of the year.
Our/PDPs, including the Bravo Health-PDP; are not-actively marketed as we primarily.rely on'CMS auto--
assignments of dual-eligible beneficiaries for membership. PDP membership as of February 1, 2011 was
approx1mately 832 000 and consisted of rnernbers in 30 of the 34 CMS PDP reglons _

Risk Adjustment Payments

The Company s Medlcare prennum 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 begmmng of the calendar year and then adjusts prermurns ontwo separate occasionsona retroactlve basrs

, The first retroactlve rrsk prermum adjustment for a:given year generally occurs durmg the thrrd quarter of such
year. This initial settlement represents the updatingof 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. We estimate and record on a monthly basis both the initial and final settlements with CMS.
The impact of the. Company updating its estimated final CMS settlement amounts (in the following calendar year) as
a result of additional diagnoses code information and ultlmately upon receiving notrﬁcatlon of the final CMS
settlement amounts were as follows: - o0 for Bmthonln ,

Resulting’ Increase to

(in.millions, except per shave data) ... Premium = Medical . Net . = Earnings per
Year Ended December 31, ~ , Revenue - Expense . ‘Income ' Diluted Share
3 $§ 948 1.9°% 488 0.08
$ 65 % 328 218 b 0.04
$.. ‘29.3 $ 82% 1348% 024

Final CMS settlement amounts for any grven plan year should not be considered mdlca’uve of amounts to be
received for any future plan year.

Comparison of the Year Ended December 31,2010 to the Year Ended December 31,2009
Results for the year ended I‘);ec'e’mber 31,2010 include the‘results of Bravo Health from Novernber 30,‘2‘0:1‘0.

Revenue

Total revenue Was $3 1 billion for the year ended December 31,2010 as compared w1th $2 7 billion in 2009
representing an increase of $0.4 billion, or 17.6%. The components of revenue were as follows:

Premium Revenue: Total premium revenue for the year ended December 31, 2010 was $3.1 billion as compared
with $2.6 billion in 2009, representing an increase of $0.5 billion, or 17.8%. The components of premium revenue
and the primary reasons for changeswere as follows:. .

Medicare. Advantage Medicare Advantage (mcludmg MA -PD) premiums 1ncreased $0 3 bllllon or 14 0%,
to $2.6 billion for the‘yea nded December 31, 2010 as compared to 2009. The increase in Medicare =~
Advantage premiums in 2010 is prxmanly attnbutable to the inclusion of premrums recorded by Bravo Health
from November 30, 2010, the date we acquired Bravo Health, and increases in membership in our existing
health plans. PMPM premiums for the current year averaged $1,058, which reflects an increase of 0.7% as
compared to 2009. The PMPM premium increase in the current year is the result of increases in the drug

- _component portion of the premium; the inclusion of Bravo Health, which historically has experienced higher
'PMPM premium revenue than HealthSpring; and increases related to member risk scores, which were

'partlally offset by decreases in CMS-calculated base rates.
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PDP: PDP premiums (after risk corridor adjustments) were $472.9 million in the year ended December 31,
2010 compared to $325.4 million in 2009, an increase of $147.5 million, or 45.3%:The increase in premiums
~for the ‘current year is primarily the result of increases in' membership in‘our:existing national:'PDP. Qur = /-

average PMPM premiums (after risk corridor adjustments) were $93 in the current year, compared with $9.1

in 2009y [ , s HOET e 2 ' AGHAIER ! A

R RS SR

Investment Income: Investment income was $7.0 million for 2010 as compared to $4.3 million in 2009,
reflecting an increase of $2.7 million, or 63.9%. The increase is primarily the result of increases in invested
balances, as the Company has moved substantial amounts out of cash and cash equivalents into investments since
2009; and in the average duration and yield on‘invested assets in the portfolio. hndy 2 mnses

Medical Expense

Medicare Advantage. Medicare Advantage (including MA-PD) medical expense fortheyearended: = =7 -
December 31, 2010 increased $0.2 billion, or 10.8%, to $2.1 billion from $1.9 billion for 2009, which is primarily
attributable to:membership increases in the 2010 period as compared to'the 2009 period and the inclusion of medical
expenses incurred by Bravo Health from November 30,2010 For:the year ended December 31; 2010, the Medicare
Advantage MLR was 78.7% versus 81.0% for 2009 The MLR improvement in the current period is primarily
attributable to changes in benefit design and lower inpatient utilization, combined with premium revenue increases.
Favorable utilization trends experienced in 2010 may not be sustainable in future periods: To the extent future
utilization levels exceed any relative increases in premium revenue our MLR levels would deteriorate: Our Medicare
Advantage medical expense calculated on a PMPM basis was $833 for the year ended December 31, 2010,
compared with $851 for 2009. g ' '

PDP. PDP medical expense for the year ended December 31, 2010 increased $118.5 million to $389 4 million;
compared to $270.9 million in 2009, which is primarily attributable to- membership increases in our existing national
PDP plan in the 2010 period. PDP MLR for 2010 was 82.3%, compared to 83.3% in 2009. The decrease inPDP
MLR for the current period was primarily attributable to changes in formularies and favorable levels of pharmacy.
rebates in 2010. The Company currently expects MLR for the PDP segment to increase in 2011 as a result of
increases in membership in 2011 in PDP regions with higher PMPM medical expenses than in 2010.

Selling,; General, and Administrative Expense

Selling, general and administrative (SG&A) expense for the year ended December 31,2010 was $324.3 million
as compared with $279.8 million for the prior year, an increase of $44.5 million, or 15.9%. The increase in 2010 as
compared to the prior year is primarily the result of the inclusion of SG&A expense for Bravo Health for the one
month in 2010 under the Company’s ownership, and additional personnel and selling costs related to membership
growth in the Company’s existing health plans. Additionally, SG&A expense for the year ended December 31, 2010 -
includes transaction-related expenses of $9.7 million related to the acquisition of Bravo Health in 2010. Asa
percentage of revenue, SG&A expense decreased approximately 20 basis points for the year ended December 31,
2010 compared to the prior year. ' LR A B ’ ‘

Depfecidtion and Am‘ortii@ztio‘/i/z Expense .

Depreciation and amortization expense was $33.3 million in the year ended December 31,2010 as compared
with $30.7 million in 2009, representing an increase of $2.6 million, or 8.4%. The increase in the current year was
the result of incremental amortization and depreciation expense associated with the acquisition of Bravo Health on
November 30, 2010. As a result of the Bravo Health acquisition, the Company expects increases in depreciation and

amortization for 2011 as compared to 2010,

Interest Expense

" Interest expense was $21.0 million for the year ended December 31, 2010, compared with $15.6 million in 2009.
The Company’s interest expense in the 2010 period includes debt extinguishment CoStS of $7.1 million resulting
from the Company’s entering into a new credit facility and terminating its prior credit facility during the first quarter
0f 2010 and bank fees of $1.7 million incurred in connection with the Company’s entering into its amended and
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restated credit facility in the fourth quarter of 2010. Net of these costs, interest expense decreased $3.4 million in
2010, reflecting lower average debt amounts outstanding and lower interest rates, offset by an increase in |
commitment and other'bank fees in 2010 compared t0:2009. The weighted average effective interest rate 1ncurred on
our borrowings during the years ended December 31, 2010 and 2009 was 6:1% and 6.0%; respectrvely (3.8% and
4; 8%, respectrvely, exclusrve of amortlzatlon of deferred fmancmg costs and credrt facrhty fees)

The Company expects an increase in mterest expense for 2011 as compared to 2010 as a result of its incurring a
full year of interest on incremental debt borrowed in November 2010 to fund the Bravo Health acqursmon andasa
result'of increases in‘interest rates‘spreads under the Company’s amended credit facilities for 2011 as compared to

2010.

Income Tax Expense

For the twelve months ended December 31 2010 income tax expense was $1 15 0: mllhon reﬂectmg an effectrve
tax rate of 37.2%; as compared with $76.3 million; reflecting an effective tax rate 0f 36.4%, for 2009. The higher
rate in 2010 was the result of a number of factors including transaction expenses that were capitalized for tax
purposes as well as a greater concentration of the Company’s profitability in entities taxed at a higher state tax rate.
Comparison of the Year Ended December:31;2009 to ~thetYear '-En'ded December 31; 2008

Revenue

Total revenue was $2 7 billion for the year ended December 31, 2009 as compared wrth $2 2 b11110n in 2008
representmg an increase: of $0 5 brlhon, or 21 8% The components of revenue were as follows:

Premzum Revenue Total premium reventie for the year ended December 31 2009 was $2 6 brlhon as’ compared
with $2.1 billion in 2008, representing an increase of $0.5 billion, or 22.4%. The components of premium revenue -
and the primary reasons for changes were as follows:

. Medicare Advantage: Medicare Advantage (including MA-PD) premiums were $2.3 billion for the year
- ended December 31,2009 as compared to $1.9 billion in 2008, representing an increase of $0.4 billion, or
::22.5%. Fhe increase in- Medicare Advantage premiums in 2009 is primarily attributable to increases in -

-+ membership and in PMPM premium rates in substantially all of our plans. PMPM premiums for 2009
averaged $1,050, which reflects an‘increase 6f 4.9% as compared to 2008, as adjusted to exclude retroactive -
risk adjustments associated with prior years. The PMPM premium increase in 2009 is the result of rate
increases in CMS-calculated base rates as well as rate increases related to risk scores. Member months
1ncreased 16.9% for 2009 as compared to 2008. :

A ;’;PDP 'PDP premiums (after risk corridor adjustments) were $325.4 million in the year ended December 31,
2009 compared to $265.5 million‘in 2008, an increase of $59.9 million, or 22:6%: The increase in premiums
for 2009:is prlmarrly ‘the result of increases in membership and PDP'PMPM:premiumi rates: Our average

' PMPM premiums (after risk corridor adjustments) increased 10.2% to $91 in 2009 from $83 durmg 20()8

Fee Revenue. Fee revenue was $42.3 million in 2009 compared to $32.6 million for 2008, an increase of $9 7
million. The increase in 2009 is attributable to increased management fees as a result of higher membership in
managed IPAs as compared to 2008

Investment Income Investment income:was: $4 3 mllhon for 2009 as compared 10 $15.0 million:in 2008
reflecting a decrease of $10.7 million, or 71.5%. The decrease is primarily attributable to'a decrease in the average
yield on invested and cash balances.

Medical Expense
Medicare Advantage. Medicare Advantage (including'MA-PD) medical expense for the year ended

December 31,2009 increased $0:4 billion, or 26.7%; to $1.9 billion from $1.5 billion for 2008, which is primarily
attributable to- membership increases in 2009 as compared to 2008 and increases in PMPM medical expense. For the
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year ended December 31,2009, the Medlcare Advantage MLR was 81.0% as compared to:79.0% for 2008. The -
increase in the MLR. for 2009 was primarily attributable to increases in inpatient procedure costs in our Tennessee
health plan and increases in outpatient expenses in-our Alabama, Tennessee, and Texas health plans. The MLR
increase in 2009 was partially offset by improvements in our Florida plan’s MLR attributable primarily to hospital
recontracting efforts; The MLR for 2008 includes favorable final CMS settlement adjustments associated with prior
years wh1ch reduced MLR by approx1mately 70 bas1s pomts Similar adjustments in 2009 were not material to MLR.

-+ Our; Medlcare Advantage medical: expense calculated ona PMPM bas1s was $849 for the year ended ;
December 31,2009, compared with $782 for 2008, as adjusted to exclude final CMS retroactive risk ad_pustments
associated with prior years. ‘

PDP. PDP medical expense for the year ended December 31, 2009 increased $33.1 million to $270.9 million,
from $237.8 million in 2008. PDP MLR for 2009 was 83.3%, compared to 89.6% in 2008: The decrease in PDP
MLR for 2009 was primarily attributable to higher PDP PMPM revenue and higher utilization of generic -
prescrlptlon drugs. PDP medlcal expense on.a:PMPM:basis mcreased 2:4% in 2009:as compared to: 2008

Selling, General and Admmlstranve Expense

SG&A for the year ended December 31,2009 was $279.8 million as compared with $246.3 million for the year .
ended December 31, 2008, an increase of $33.5 million, or 13.6%. As a percentage of revenue, SG&A expense
decreased approximately 80 basis points for year ended December 31, 2009 compared to the pI'lOI' year, primarily as
a result of improved operating leverage The $33.5 million increase in 2009 as compared to the prior year is
pnmanly the result of personnel cost increases primarily related to growth in personnel, including as a result of
bringing in-house disease management, behavioral health, and other activities previously performed by outside .
prov1ders (which were recorded as medical expense), and i 1ncreas1ng the number of employed nurses that support our
various.clinical initiatives: Increases'in other admlmstratlve costs in 2009 include increased advertlsmg expenses
and contract termination expenses. } i ~ :

Depreczatwn and Amorttzatton Expense

Depre01at1on and amortlzatlon expense was $3O 7 million in the year-ended December 31 2009 as compared
with $28.5 million in 2008, representing an increase of $2.2 million, or 7.6%. The increase in 2009 was the result of
incremental amortization expense ‘associated with the acqulsmonm -October 2008 of a Medicare Advantage contract
from Valley Baptist Health Plans (“Valley Plans”) operating in the Rio Grande Valley and: 1ncremental deprec1at10n
on property and. equlpment addltxons .

Interest Expense

“Interest expense was $15.6 million for the year ended December 31; 2009, compared with $19.1 million in 2008
The decrease in 2009 was the result of lower effective interest rates and lower average principal balances '
outstandmg The weighted average interest rate incurred on our borrowings during the year ended December 31,
2009 and 2008 was 6.0% and 6.6%, respectively (4:8% and 5.6%; respectively, exclusive of amortization of deferred
financing costs).

Income T ax Expense: -

For the year ended December 31, 2009, income tax expense was $76.3 million, reflecting an effecnve tax rate. of
36.4%; as compared with $67.5 million; reflecting an effective tax rate of 36.2%, for 2008. The higher rate in 2009
was the result of a number of factors, including greater concentration of the Company’s profitability in entities taxed
at a higher state tax rate. ; -

Segment Information
We report our business in three segments: Medicare Adyantage, stand-alone PDP, and Corporate. Medicare

Advantage (“MA-PD”) consists of Medicare-eligible beneficiaries receiving healthcare benefits, including’ -
prescription drugs, through a coordinated care plan qualifying under Part C and Part D of the. Medicare Program.
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Stand-alone PDP consists of Medicare-eligible beneficiaries receiving prescription drug benefits on a stand-alone
basis in accordance with Medicare Part D. The Corporate 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 executrve officer:in making operatmg decrslons

The results of each segment are rneasured and evaluated by earnings before mterest expense depreciation and -
amortization expense, and income taxes (“EBITDA”). We do not allocate certain corporate overhead amounts
(classified as SG&A expense) 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.

Asset and equity detarls by reportable segment have not been disclosed, as the Company does not mternally
report such mformatron : :

Financial databy reportable segment for the last three years endedDecember'?»l is‘as follows:

(in thousands) MA-PD PDP Corporate Total
Year ended December 31, 2010 '

Revenue $ 2,662,724 $ 472,916 § 69 - $ 3,135,709

EBITDA 346,372 . 53,411 1+ (36,313) 363,470
Deprec1atron and amomzatlon expense 27,208 o371 e 05,714 33,293
Year ended December 31 2009 :
REVETIUE .. cveiveveeriserasesesessnsassseseressaseneenensesesssresnsasssessassassses $ 2,340,350 $ 325,631 § 64 $ 2,666,045
EBITD A it siiiieniscasesbesionasnennanbinsansssssnonbibsaiasoinsnsnsas 249,801 35,043 (28,567). . 256,277
Depreciation and amortization expense ............................... 25,340 ‘ 88 5,298 - 30,726
Year ended December 31, 2008 ’ [ S

REVENUE ...veiviveierieriereerereseereressaeeseeneseesnsessorosssnsnsessssasnasnans $ 1,919,168 & 268,667 § 485 § 2,188,320
EBITDA ....coooiiiinssiacosenseesesenesessenssssmonsssssssssenssssssspansssssssans 253 973 . 9,118 (28,956) - 234,135
Depreciation and amortrzatron expense....... RGOSR 24 505 24 4,018 - 28,547

As of January 1, 2010, the Company revised its methodology for allocating SG&A expenses within its
prescription drug operations to its MA-PD and PDP segments, which resulted in allocating a greater share of such
expenses to its PDP segment. As a result of these revisions, the segment EBITDA amounts for 2009 and 2008
mclude reclassrﬁcanon adjustments between segments such that the periods presented are comparable

We use segment EBITDA as an analytlcal mdrcator for purposes of assessmg segment performance asis
common in the healthcare industry. Segment EBITDA should not be considered as a measure of financial
performance under generally accepted accounting principles and segment EBITDA, as presented, may not be
comparable to other companies.

A reconciliation of reportable segment EBITDA to net income mcluded inthe consolidated statements of income
for the last three years ended December 31 is as follows

(in thousands) S - 2010 2009 2008

EBITDA il e SRRASIOLE $-363,470 % 256277 § 234,135
TNCOME tAX EXPENISE cevvvvereererserevsrsnssrsessrsessssesensseeressesesi S L ARNE Sl A (114,997y - (76,342) (67,512)
TNEEIESE EXPEIISE 1uvevecerarasrsenrarsenrseaetreresestscaratsesesssnarnssnsssssssssessssassesssssessnsins (20,957) (15,614) -~ (19,124)
Depreciation and amortization:. ..., bl L aiiiin T « (33.293) (30,726) _(28.547)
Nt THCOTE .1ttt e e e L e S 2§ 194,223 - § 133,595 - § 118,952

53



Liquidity-and Capltal Resources

We finance our operatlons prnnanly through internally generated funds We generate cash primarily from
premium revenue and our primary use of cash is the payment of medical and SG&A expenses and principal and
interest on indebtedness. We also rely on distributions and receipt of management fees from our subsidiaries, most
of which are 'subject to regulatory restrictions. 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 -
anticipated working capltal needs; our debt service, and capltal expenditures over at least the next12 'months.

The reported changes in cash and cash equlvalents for the years ended December 3 IL‘2010, 2009-and 2()08 were:
as follows:

Year Ended December 31,

(in thousands) S o ' s 2010 2009 2008
Net cash provided by operatmg act1v1t1es .................................................... $ 221,145 $.169,959 . 161,985
Net cash used in InVesting aCtIVILIES .....ceveriererveriiniiiiseiine et se s (719,662) (17,951) (7,035)
Net cash provided by.(used.in) financing activities........... eresivireiienieniiieias s oo 250,553 5.175 . (196.800)

Net (decrease) increase in cash and cash equivalents........ s I $ (247964) $ 157,183 § (41.850)
Cash Flows from 0péfatt’ng Aéiivities ‘ |
Our prlmary sources of hquxdxty are cash flow prov1ded by our operatlons, avallable cash on hand, proceeds

from the sale or maturities of our investment securities, and our revolving credit facility. We generated cash from
operating activities of $221.1 million during 2010, compared to $170.0 million during 2009 and $167 0 m;lhon

durmg 2008.

; 201 0 Compared With 2009. The increase in cash flow provided by operatmg activities to $221.1 million for
2010 from $170.0 million for 2009 is primarily due to increased earnings driven primarily by favorable trends in
Medicare Advantage medical expenses and by the receipt of $50.0 million of prior year final CMS settlements
compared to receipts in 2009.0f $31.8 mllhon

2009 Compared With 2008. The increase in cash flow provided by operatm0 activities to $170.0 million for
2009 from $162.0 million for 2008 is primarily attributable to increases in earnings, the amount and timing of risk
corridor settlements with CMS, -and other changes in working capital items.

Cash Elows from Investing and F inancing Activities

For the year ended December 31, 2010, the Company’s primary investing activity consisted of net expenditures
of $461.7 million used to acquire Bravo Health on November 30, 2010. Other investing activities consisted of
expendltures of 434 1 million to purchase 1nvestment secuntles and restncted 1nvestments the receipt of $187.6
million.in proceeds from the sale or maturity of investment securities and restmcted investments, and $11.2 rmlhon
spent on property and equipment additions.

During the year ended December 31, 2010, the Company’s financing activities con51sted primarily. of the receipt
of $680.0 million in proceeds from borrowings under our credit agreements, the expendlture of $290.1 million for
the repayment of existing long-term debt, $115.9 million of funds withdrawn in excess of funds received from CMS
for Medicare Part D claim subsidies for which we do not assume risk, payments of $26.8 million for financing costs
associated with the issuance of debt, $14.3 million expended for the repurchase of Company stock, and $12.1
million in proceeds received from the exercise of stock options.

~7For:the year ended December 31 , 2009, the Company’s primai'y investing activities-consisted of $15.8 million:in

property and equipment additions, expenditures of $59.5 million to purchase investment securities, and $57.7
million in proceeds from the maturity of investment securities.
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During the year ended December 313009, the Company’s financing activities consisted primarily of $36.2
million of funds received in excess of funds withdrawn from CMS for Medicare Part D claim subsidies for which we
do not assume risk, and $31.0 million for the repayment of long-term debt:

For the year ended December 31, 2008, the Company’s 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. £ - o YL L

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.~

Statutory Capital Requirements -
The Company’s regulated insurance subsidiaries are required to maintain satisfactory minimum net worth

requirements established by their respective state departments of insurance. At December 31, 2010, the statutory
minimum net worth requirements and actual statutory net worth were as follows (in thousands):

Regulated Insurance Subsidiary == o o i B, ~ Statutory Net Worth = =
i : ity v Minimum o 20 Actuals
Alabama HMO fiiiii s iide ittt o S e et S san st s asiinns G S 11020008 059,537
Bravo Health Insurance (DE) ' ; ' vt L 1327CL) 44,560
Bravo Health Mid-Atlantic HMO (MD)......... e ienseieinsaslingiegenghisoihgnsens ey issaanessis rnes 16,754(1) 19,272
Bravo-Health Pennsylvania HMO .. cooevensmnenes o 91,956(1) 80,325
Bravo Health TeXas HIMO .........oovveoeeeseooreeeeesesssssssssssesssssseessanesessssessissinssssssssssssee 14,984(1) 28,504
FIOTIAZ HMO oottt teee e eeeaseseseab et see et emnssass e s ess b san b et ss sttt st ae st b s 10,822 26,500
HealthSpring Accident and Health (TX) .o.coiiiiiiiiiiiss . 68,118(1) . 141,066
TENNESSEE HIVIO oot eteeeeteseees b asee s ese e s st aes e s e s et e e b e b e b e s e et e b ettt 17,198 77,753

) Minimum statutory net worth calculated at 200% of authorized control level.

Each of these subsidiaries was in compliance with applicable statutory requirements as of December 31, 2010.
Notwithstanding the foregoing, the state departments of insurance can require our regulated insurance 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. Effective
December 31, 2010, we merged our Texas HMO into our Texas-domiciled Accident and Health subsidiary.

The Company’s regulated insurance subsidiaries 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, 2010, $688.4 million of our $771.8 million:of cash, cash
equivalents, investment securities, and restricted investments were held by our regulated insurance subsidiaries, and
subject to these dividend restrictions. Subsidiary contributions from the parent company for 2010, 2009 and 2008
were $10.0 million, $2.5 million‘and $0, respectively. fag 3 / e

Subsidiary distributions to the parent Company (other than tax-related distributions) for 2010, 2009, and 2008
were as-follows (in thousands): - - Gl i Lo : &

Distributing Subsidiary 2010 2009 2008

Texas v Ll G i e s $ 45,000 $-15,000-$ 14,000
Tennessee 32,000 - — e
FLOTIAA Cvveeveeeeeeeeteeeseeeeeeteeseseeeeeesusaneessaassassaesseseeesesonraas s eRsa et s et e e s s e s s s e s s te e ebtsbeesnnen 12,000 — —
AlabAMA i cie s ssbesrensesb s e o verseisianeenssdbenuneninodsesasirgtesstidsssasionsassiin iy veiarin 9,400 .. .16,500 8,400
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Indebtedness:

Long-term debt at December 31, 2010 and'2009:consists ‘of the following (in'thousands):

pp LT Dntan FE L i e ‘ 22010 2009
Debt outstanding under credit agreements:.........: el L i o0 $0:626,8750 0 8:236,973
Less: current portion of long-term debt ' : - (61.226) (43.069)

Long-term debt, less current portion $ 565649 § 193,904

February 2010 Credit Facility

On February 11,2010, the Company entered-into.a.$350.0. mllhon credit agreement (the “Prlor Credlt
Agreement”), which, subject to the terms and conditions set forth therein, provided for a five-year; $175.0 million
term loan credit facility and a four-year, $175.0 million revolving credit facility (the “Prior Credit Facilities™).
Proceeds from the Prior Credit Facilities, together with cash on hand, were used to fund the repayment of $237.0
million in term loans outstandmg under the: Company’s:2007 credit-agreement as-well-as transaction expenses
related thereto. : : ,

Borrowings under they Prior‘i(fredit Agreement accfued interest on the basis of either a base rate or a LIBOR rate
plus, in each case, an applicable margin depending on the Company’s debt-to-EBITDA leverage ratio. The
Company. also pald a commitment fee of 0.375% on the actual daily unused portions of the Prior Credit Facilities.

In connection with entering into the Prior Credit Agreement, the Company wrote-off unamortized deferred
ﬁnancmg costs of approximately $5.1 million incurred in connection with the 2007 credit agreement. The Company '
also terminated its interest rate swap agreements, which resulted in a payment of approximately $2.0 million to the
swap counterparties. Such amounts are classified as interest expense and arereflected in the financial results of the -
Company for the'year ended December 31, 2010. -

Bravo Health Acquisition Indebtedness

I connection with the acquisition of Bravo Health, the.Company and its existing lenders and certain additional
lenders amended and restated the Prior Credit Agreement in' the form of the Amended and Restated Credit
Agreement (“Restated Credit Agreement”).on November 30, 2010 to-provide for, among other things, the
acquisition financing: As amended; the Restated:Credit Agreement-provides for the following:

e-+:$355.0:million in term loan A indebtedness maturing in February 2015 comprised: of:

o $175.0 million of term loan A 1ndebtedness as “Existing Term Loan A” ($166 3 million of which was
outstandmg prior:to:the acqulsmon), j ~

. $180 0 rmlhon of new term loan A 1ndebtedness as “New Term Loan A” (funded at the closing of the
acquisition);:

¢ = $175.0 million revolving credit facility maturing in February:2014 (the “Revolving Credit Facility,”:$100.0
million of which was drawn at the closing); and

e $200.0 million of new term loan B 1ndebtedness maturing in November 2016 (“New Term Loan B” which
was funded at the closing).

The Revolving Credit Facility, 'Exi‘sting Term Loan A, New Term Loan A, and New Term Loan B are sometimes
referred to herein as the “Credit Facilities.”

Borrowings under the Restated Credit Agreement accrue interest on the basis of either a base rate or LIBOR
plus, in each case, an applicable margin depending on the Company’s total debt to adjusted EBITDA leverage ratio
(initially 450 basis points for LIBOR borrowings under New Term Loan B and 375 basis points for LIBOR
borrowings under the other Credit Facilities). With respect to New Term Loan B indebtedness, the Restated Credit
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Agreement includes a minimum LIBOR of 1.5%. The Company also is required to pay a commitment fee of 0.500%
per annum, which may be reduced to:0.375% per annum if the Company’s total debt'to-adjusted EBITDA leverage
ratio is 0.75 to 1.0 or less, on the daily unused portions of the Revolving Credit Facility. The Revolving Credit
Facility matures, the commitments thereunder terminate, and all amounts then outstanding thereunder are payable on
February 11, 2014. The $175.0 million revolving credit facility, which'is available for working-capital'and general
corporate purposes including capital expenditures and permitted acquisitions, was drawn in the amount of $100.0
million as of December 31, 2010. ’ '

* Under the Restated Credit Agreement, Existing Term Loan A and New Term Loan A are payable in quarterly
principal installments. Prior to June 30, 2013, each quarterly principal installment payable in respect of each of
Existing Term Loan A and New Term Loan A will be in an amount equal to 2.5% of the aggregate initial principal
amount of Existing Term Loan A or New Term Loan A, as the case may be, and for principal installments payable
on June 30,2013 and thereafter, that percentage increases to 3.75%. The entire outstanding principal balance of each
of Existing Term Loan A and New Term Loan A is due and payable in full at maturity on February 11, 2015.

Under the Restated Credit Agreement, New Term Loan B is payable in quarterly principal installments, each in
an amount equal to 0.25% of the aggregate initial principal amount of New Term Loan B. The entire outstanding
principal balance of New Term Loan B is due and payable in full on November 30, 2016. . e

The net proceeds from certain asset sales, casualty and condemnation events, and certain incurrences of
indebtedness (subject, in the cases of asset sales and casualty and condemnation events, to certain reinvestment .
rights), a portion of the net proceeds from equity issuances and, under certain circumstances, the Company’s excess
cash flow, are required to be used to make prepayments in respect of loans outstanding under the Credit Facilities.
Under such excess cash flow provisions, a prepayment in the amount of $25.0 millionis due to be paid on or before:
April 15,2011, Such prepayment amount is net of a voluntary prepayment of $15.0 million paid by the Company in
December 2010 and is included in the current portion of long-term debt outstanding on the Company’s balance sheet
at Docomber 31, 2010 ;; e e e : S

Loans under the Restated Credit Agreement are secured by a first priority lien on substantially all assetsof the
Company and its non-regulated insurance subsidiaries, including a pledge by the Company and its non-regulated
insurance subsidiaries of all of the equity interests in each of their domestic subsidiaries (including regulated
insurance subsidiaries). . = ; . R : Ghnnas

The Restated Credit Agreement also contains conditions precedent to extensions of credit thereunder as well as:-
representations, warranties, and covenants, including financial covenants, customary for transactions of this type:
Financial covenants include (i) a maximum total debt to adjusted EBITDA ratio of 2.25 t01.00 (reducing to 2.00 at
December 31, 2011 and 1.75 to 1.00 on June 30, 2012), (ii) minimum net worth requirements for each regulated
insurance subsidiary calculated by reference to applicable regulatory requirements, and (iii) maximum capital ,
expenditures, in each case as more specifically provided in the Restated Credit Agreement. The Company believes it -
is currently in compliance with its financial and other covenants under the Restated Credit Agreement.

The Restated Credit Agreement also contains customary events of default as well as restrictions on undertaking
certain specified actions including, among others, asset dispositions, acquisitions and other investments, dividends,
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. Under the Restated Credit Agreement, the Company is permitted to repurchase $100.0 million of the
Company’s common stock.in any calendar year (which annual amount increases as the Company’s leverage ratio
improves). 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 Restated Credit Agreement and the obligations of
the issuing banks to issue letters of credit and may declare the loans outstanding under the Restated Credit
Agreement to be due and payable. o

In connection with entering into the Prior Credit Agreement, the Company incurred financing costs of o
approximately $7.3 million which were recorded in February 2010. In connection with entering into the Restated
Credit Agreement, the Company incurred financing costs of approximately $19.5 million, which were paid in ,
November 2010. These amounts have been accounted for as deferred financing fees and are being amortized over -
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the term of the Restated Credit Agreement using the interest-method. The unamottized balance of such costs:at :
December 31,2010 totaled $24 8 mrlhon and is mcluded in other assets:on the accompanymg consohdated balance »
sheet st gnivloved el g ~ : ; by

-Maturities,;of long-termdebt under the Restated Credit Agreement are as follows:: ©

: SESNLSE (in thousands},’w
20 ) 1 TSRO SRUTON eeeeeeeteetrtaeeeeeetatab— e eeetbi—raeasatarabanans $ 61,226

Off-Balance Sheet Arrangements

At December 31, 2010, theCornpany did not have any off-balan e“sheetarraﬁgements requirirrg dlsclosure

Commitments and Contingencies

The following table sets forth 1nformat10nregardmg our contractual obligations as, of I)Zeeember'é’l, 20100

Payme S“due by, ermd
i ' (in thousands) ; i
Tessthan 1 to3 " 3to5 - Morethan

Contractual Obligations © 70 i i “Total ‘Yyear ' iyears ' :years - - Svyears

Credit agreement: Term 1oans ..........ccocccevevenenne $ 526,875-$ 61226 % 84,656 $ 217317 $ 163,676
INEETESt (1) vooveeririeecreieriese e ecree e ae e eree e e eneen 117,886 28,290 51,161 29,356 9,079
Revolving credit agreement::. 100,000 = o on e 5100,000 0 —
Medical:claims:iiiiiiaig il e 350217 -0 350,217 G e
Operating lease obligations:. S 484762 12963 24305 19 317, 28 VT
Other contractual 0bligations..........ccecoveeerverreens 5,129 2,506 2,133 490 - —

Totali. it s $ 1.184869 § 455202 § 162,25 $ 366480 § - 200 932

(1) Interest includes the estrmated interest payments’ ‘under our credit facﬂrty assummg no change in the LIBOR rate
as of December 31 2010 Includes the annual commltment fee for the Company’s revolvmg credrt agreement : :

Critical jAc‘eountlng Pollcles and Estrmates !

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 statements and the reported amounts of revenues and
expenses during the period. We base our estimates on historical experience and onvarious other assumptrons that
we believe are reasonable under the circumstances. Changes in estimates are recorded if and when better -
information becomes available. Actual results could srgmﬁcantly differ from those estrmates under drfferent
assumptions and conditions. We. beheve that the accountmg pohcres discussed below are those that are most
important to the presentatron of our financial cond1t1on and results of operatlons and’ that requxre our managernent s
most dlfﬁcult subjectlve and co r plex Judgments ‘ ‘

Medical Expense and M, edical 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,
capltatron payments, risk sharing payments and pharmacy costs, net of rebates, as well as estimates of future
payments of clalrns mcurred net of remsuran’ ",‘/Caprtatxon payments represent monthly contractual fees dlsbursed
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to physicians and other providers who ate responsible for providing medical care to members. Premiums we pay to
reinsurers are reported as medical expense and related reinsurance recoveries are reported as deductions-from
medical expense. s i - : iy o o ST i i

Pharmacy costs represent payments for members’. prescription drug benefits; net of rebates from di'ug S
manufacturers, Rebates are recognized when earned, according to the contractual arrangements with the respective.

vendors. Estimation of rebates is a complex process and involyes a number of assumptions and variables, including .~

with respect to brand name and generic utilization; adherence to formularies; member volumes both on an absolute -
basis and relative to the markets; and new drug entrants during the period, among others.: ;

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.

The following table presents-the components of our médicalcléimkswliability as of the dates ihdiéatééiz:i i

December 31,
2010~ 2009
et e R e ui (in thousands) .
Incurred but not reported (IBNR) : $ 258,832 § 121,782
Reported claims ....oooveverererenarnnss . : 91.385 80.526

Total medical claims liability ....c..ccootoovecusunenns TPV T S SR VT sreneesnase $ 350217 § 202,308

_ The IBNR component of total medical claims liability is based on our historical claims data, current enrollment,

ST Ay i , &

health service utilization statistics, and other related information. Estimating IBNR is complex and involvesa

significant amount of judgment. Accordingly, it represents our most critical accounting estimate. The development

of the IBNR includes the use of standard actuarial developmental methodologies, including completion factors and
claims trends, which take into account the potential for a Iverse 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 lia s at December 31, 2010 would cause these estimates to change in the near term

and'such a change could be material.

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. v

Oﬁf,poligygis to record the 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. g Vo deind

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. - o ‘ 3 ‘
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~Ouruse of claims'trend factors considers many aspects:of the managed care business. These considerations are
aggregatedin-the medical'expensetrend 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 changesin -
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 potentlally are more volatrle 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 account for: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, 1nclud1ng trends in cost of care
pr0v1ded and trmellness of submission-and processrng of claims. : , «

v Actuarial standards of practice generally require the actuarially developed medical claims liability estimates to
be sufficient, takmg into account an assumption of moderately adverse conditions. As such, we previously
recogmzed in our medical claims liability a separate prov1s1on for adverse claims development which was intended
to account for moderately adverse conditions in claims payment patterns, historical trends, and environmental .‘ e
factors. In penods 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 prlor to, but paid after, a period end. When |
determining our estimate of IBNR at December 31, 2008, however, 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 pemod IBNR estrmates and the
declining significance of our commercial line of business.

The cornpletlon and clarms trend factors are the most srgnlﬁcant factors impacting the IBNR estimate. The
following table illustrates the sensrtrvrty of these factors and the impact on our operating results caused by changes
in these factors that rnanagement beheves are reasonably hkely based on our hrstoncal experrence and Decernber 31
2010 data

Completion Factor (a) : Clalms Trend Factor (b)
Increase , B , Increase
o B (Decrease) S el s (Decrease)
Increase 0 L ! ‘in Medical JoIncrease in Medical
(Decrease) . , : Claims ’ s (Decrease) Claims
in Factor ~ G bmiiag - Liability : i sinFactor: oo oo o Liability
(Dollars in thousands) : favso ;
3% $ (9,169) 3)% $ (5,521)
2. el sl it e el Do ~+(6,184) ' gt se(2) Lo (3,675)
~ . e (3,129 .- . A et - (1,835)
) TR 3,205 s o r 1. o 1,830

(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 1ncrease 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.
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~ 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'2010,2009; and 2008and the accrued liabilities calculated from
the models for each of the periods were more than our ultimate liabilities for unpaid claims. G

The following table provides a reconciliation of changes in medical claims liabilityfor the years ended
December 31, 2010, 2009 and 2008: .

2010 2009 2008

Balance at beginning 0f Period........coccoemeencreniiiineiies. $ 202308 $ 190,144 ~§ 154510
Acquisition of Bravo Health, InC.......ccoiiiniiiiin 149,521 — —
Incurred related to: , '\ prs e e i ; ;
CUITENE PEIIOeveroreroseesessiiessasisssesississssininssesssssssssssssssssess 2,463,801(1)  2,138,710(1)  1,719,522(1)
PriOr PETIOA (2) crvuvevemsimsremisemsersssnsesssenssssessssssinsmnsssssasmsensssesess (15.829) (8.764) (11,631)
TOtAl INCUITE 1.yieveneossotismnsscrmsnssssnnssssnsisseeensansss 2447972  _ 2,129.946 1.707.891
Paid related to: o o ‘ o : i } , ‘ :
CUITENE PETIOW. et evvveeiririiie et 2,189,058 1,938,717 1,531,629
PLIOT PETIOW .. -rvevverrersrencrsersesesrriemsssssssssts st st snssnsaces 260,526(3) 179,065 140.628
Total paid............i.. OO SOOI OO oo 2,449.584 " 2.117.782 1,672.257
Balance at the'end of the period ... il $ 350217 $ 202308 §  190.144

(1) Approximately $2.0 million paid to providers under risk sharing and capitation arrangements related to 2009
premiums is included in the incurred related to current period amounts in 2010. Such amount does not relate to
fee-for-service medical claims estimates. Similarly, $2.2 million and $10.1 million paid to providers under risk
sharing and capitation arrangements related to prior year premiums are included in the 2009 and 2008 incurred
related to current period, respectively. Most of these amounts are the result of additional retroactive risk
adjustment premium payments recorded that pertain to the prior year’s premiums (see — “Risk Adjustment

Payments”).

(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):

(3) Paid amounts related to the prior period for the 2010 period include $76.1 million of payments on acquired
liabilities ($149.5 million as shown in the table herein) resulting from the Bravo Health acquisition on
November 30, 2010. '

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 2010, 2009, and 2008 prior year favorable
development relates primarily to fee-for-service claims incurred in previous calendar year. 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 precéding table, claims estimates at December 31, 2009 ultimately. settled during
2010 for.$15.8 million (or.0.7% of total 2009 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 $8.4 million of favorable
development, primarily attributable to lower than anticipated cost increases and utilization in both our
.Medicare and commercial lines of business;. :

. Acmal completion factors ultimately being higher-than completion factors used to. estimate IBNR at
December 31, 2009 based on historical.patterns resulting in $4.0 million of favorable development; which
increase was pr1mar11y attributable to a shortening of the time between when claims are submitted by
providers.and-paid by our:plans. :

* Actual amounts ultimately owed for 2009 services and paid to providers in 2010 under fisk-shaﬁng and
. quality care management initiatives being less than the related liabilities recorded at December 31, 2009
resulting in $3.4 million of favorable development

As reflected in the immediately preceding table, claims estimates at December 31, 2008 ultimately settled during
2009 for $8.8 million (or 0.5% of total 2008 medical expense) less than the amounts originally estimated: This
favorable prlor perlod reserve development was primarily as a result of the following factors

i Actual claims trends ultimately bemg lower than ongmal estimates resulting in $3.0 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, 2008 based on historical patterns resulting in $3.1 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.

« " Actual amounts ultimately owed for 2008 services and paid to providers in 2009 under risk-sharing and
quality care management 1n1t1at1ves being less than the related 11ab111t1es recorded at December 31 2008
resultmg in'$2.7 mllhon of favorable development :

Our medical claims liability also conSIders premium deﬁc1ency situations and evaluates the necessxty for
additional related liabilities. There were no required premium deficiency accruals at December 31, 2010 or
December 31, 2009.

Premium ’Rfe/venuerRecognition

We generate revenues pnmanly from prermums we receive from CMS to prov1de 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 accordlng to, among other things, plan benefits, demograph1cs geographic location, age,
gender, and the relative risk score of the member

We generally receive premmms on a monthly basis.in advance of prov1d1ng 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
consolidated balance sheet as accounts receivable. :
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Medicare Advantage

Our Medicare premium revenue is subject to'periodic‘adjustment under what is referred-toras'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 establrshes incentives for
plans to enroll and treat less healthy Medrcare beneﬁcranes Under the risk adjustment payment methodology, :
coordinated care plans must capture, collect, and report dragnosrs 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 durmg the third quarter of such fiscal year. This initial
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. We
estimate and rec‘ord ona monthly/b’asis both the initialCMS settlemenfand the final CMS seftlement.

We develop our estimates for rrsk premium adjustment settlement utllrzmg hrstorrcal experience and predictive
actuarial models as sufficient member risk score data becomes avarlable over the course of each CMS plan year. Our
actuarral models are populated with available risk score data on our members Risk premium adjustments are based
on member rlsk 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 regardlng the risk
scores of this subset of our member population. S T ; v

All such estrmated amounts are perrodrcally updated as ‘additional dlagnosrs code mformatron is reported to CMS
and adjusted to actual amounts when the ultimate adjustment settlements are erther recerved from CMS or the
Company receives notification from CMS of such settlement amounts. " ~ ~

As aresult of the varrabrlrty 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. There can be no assurances that any such differences will not have a materral effect on
any future quarterly or annual results of operatrons - g

Drfferences (as a'percent of total revenue) between estimated final settlement amounts and actual final settlement
amounts were notably less significant in 2010 and 2009 as compared to previous years. 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 final 2010 CMS settlement for 2010 and the impact
on premium revenue caused by differences between actual and estimated settlement amounts that management :
believes are reasonably likely, based on our hrstorrcal experrence and December 31,2010 data

e T e s riin ; ; : Increase (Decrease)
Increase (Decrease) . . ; In Settlement
in Estimate : ; o Receivable
' (dollars in thousands)
$ ' 38,558
25,705
12,853
- +(12,853)

Our risk adjustment payments are subject to review and audit by CMS. CMS has announced that it would
regularly audit Medicare Advantage plans, primarily targeted based on risk score growth, for compliance by the
plans and their providers with proper coding practices. (sometrmes referred to as “Risk Adjustment Data Validation
Audits” or “RADV Audits”). CMS audits can potentially take several years to resolve completely. Any adjustment
to premium revenue and the related medical expense for risk-sharing arrangements with providers as a result of such
review and audit-would be recorded when estimable.. There:can be no assurance that any retroactive adjustment to
previously recorded revenue or expenses will not have a material effect.on future results-of operations.

e
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PartD

The Company recognizes premium revenue for the Part D payments received from CMS for which.it assumes
risk. 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.

To participate in Part D, the Company is required to provide written bids to CMS that include, among other
iterns, 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
Tecords 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 at December 31, 2010 and 2009 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 or increase to premium revenue: A

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 three third-party pharmacy benefit
managers. N ) T

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 consolidated balance sheet and reported at the lower of

the carrying amount or fair value less costs to sell, and no longer depreciated.

Our finite-lived intangible assets primarily relate to acquired Medicare member networks and provider contracts
and are amortized over the estimated useful life, based upon the distribution of economic benefits realized from the:
asset. This sometimes results in an accelerated method of amortization for member networks because the asset tends
to dissipate at a more rapid rate in earlier periods. Other than member networks, our finite-lived intangible assets are
amortized using the straight-line method. We review finite-lived intangible assets for impairment under our long-
lived asset policy.

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. The residual fair value after this allocation is the implied fair value of the
reporting unit’s' goodwill. Goodwill exists at seven of our reporting units — Alabama, Bravo Health Insurance
Company, Florida, Pennsylvania, Tennessee, Texas-Bravo Health, and Texas-HealthSpring.
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Goodwill valuations have been determined using an income approach based on the present value of expected
future cash flows of each reporting unit: In assessing the recoverability of goodwill; we consider historical results;
current operating trends and:results; and:we make estimates and assumptions ‘about premiums; medical cost trends;
margins and discount rates based on our budgets; business'plans; economic projections, anticipated future cash flows:
and regulatory data: Eachof these factors'containsinherent uncertainties and management exercises substantial = |
judgment and dlscretlon in evaluating and applymg these factors

Although we beheve we have sufﬁcrent current and hrstorrcal 1nformat10n avarlable to us: to test for 1mparrment
it is possible that actual cash flows could differ from the estimated cash flows used in our impairment tests. We:
could also be required to evaluate:the recoverability of goodwill:'prior:to the annual assessment if we experience .
various triggering events, including significant declines in margins or sustained and significant market capitalization
declines: These types of events and the resultrng analyses could result in'goodwill impairmént charges in the future.

" Impairment charges, although non-cash in nature, could adversely affect our financial results in the perrods of’ such
charges. In addition, impairment charges may limit our ability to obtain financing in the future. =

We conducted an annual-impairment test as-of October:1,:2010 and concluded:that the carrying value of the -
reportrng units did not exceed their fair value. The: estrmated fair value of each:reporting unit tested exceeded its:
carrying value by a substantial margin. In addition; no events have occurred subsequent to the 2010 testlng date
whrch would indicate any 1mpamnent may have occurred ; G e

Accountmg for Income Taxes

We use the asset and llablllty method of accountmg 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 lawsiin the respectrve tax: Jurrsdrctron enacted as of the balance: sheet date: :

Wereview our deferred tax assets for recoverabrhty and estabhsh a valuation:allowance based on hrstorrcal
taxable income; projected future taxable income, applicable tax strategies, and the expected timing of the reversals
of existing temporary differences:. A- valuation allowance is provrded when it'is'more hkely than not that some:
portion or all of the deferred tax assets will not-be realized. ‘ ,

We report a liability for unrecognized tax benefits resulting from uncertain tax positions taken or expected to.be
taken'in a:tax retum We recognize: mterest and penalties, if any, related to. unrecognrzed tax benefits in income tax
expense. ¥ _ L S

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 taxmg
authorrty has been incurred and the amount of the contingency can be reasonably estimated. Although we believe
that the posrtrons 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 applicabléstatutes of -
limitations, conclusion of tax audits, additional exposure based on current calculations, identification of new issues,
release of administrative guidance, or rendering of a court decision affecting a particular tax issue.

Recent‘Accounting Proncuncements

Effective January 1, 2010, the Company adopted the Financial Accounting Standards Board’s (FASB’s) updated
guidance related to fair value measurements and disclosures, which requires a reporting entity to'disclose separately
the amounts of significant transfers in and out of Level 1 and Level 2 fair value' measurements and to describe the
reasons for the transfers. In addition, in the reconciliation for fair value measurements using significant
unobservable inputs, or Level 3, a reporting entity should disclose separately information about purchases; sales,
issuances and settlements. The updated guidance also requires that an entity should provide fair value' measurement "
disclosures for each class of assets and liabilities and disclosures about the valuation techniques and inputs used to
measure fair value for both recurring and non-recurring fair value measurements for Level 2 .and Level 3 fair value
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measurements: The guidance-is effective for interim or annual financial reporting periods beginning after -

~ December 15,2009, except for the disclosures-about purchases; sales;issuances:and settlements in the roll forward

activity-in Level 3 fair value measurements; which are effective for fiscal years beginning after December 15, 2010
and for/interim periods within those fiscal years. The adoption of the updated-guidance for fair-value measurements
did not have an impact on:the Company’s:consolidated results of operations or financial condition: e

In December 2010, the FASB provided additional guidance on disclosure of supplementary pro forma
information for business combinations. The guidance provided by the FASB resolves uncertainty related to pro -
forma disclosures by indicating that revenue and earnings of the combined entity should be presented-as though the
business combination(s) that occurred during the current year had occurred as of the beginning of the comparable -
prior annual reporting period only. These rules are effective on or after the beginning of the first annual reporting
period beginning on or after December 15, 2010; with early adoption permitted. As these rules pertain to disclosure
items only;, the adoption of such rules-will not have animpact on the Company’s.consolidated results of operations-
or financial condition. 5 = - : st : e vans nuen b iy ik

In December 2010, the FASB adopted new guidance for testing the impairment of goodwill belongingto
reporting units with zero or negative carrying amounts. The new guidance amends:the FASB Codification to provide
guidance for reporting entities with zero or negative carrying values. The previous guidance is amended to provide -
that goodwill should be tested on an interim or annual basis/if an event occurs; or:circumstances exist; that indicate
that it is more likely than not that a goodwill impairment exists. Therefore, the trigger for testing relates not to the
overall value of the reporting entity, but relates directly to the value of the goodwill. In:addition; the new guidance
provides that the second step of the test will be applied to such a reporting unit when it is more likely than not that
goodwill impairment exists. As the Company: doesnot expect that its reporting units will include zero or negative
carrying amounts, it does not expect the adoption of such rules to have an impact on the Company’s consolidated : 7
results of operations or financial condition. s : TR i

In October 2010, the FASB issued amended guidance regarding the accounting for costs associated with- =
acquiring or renewing insurance contracts. The amended: guidance covers life and property and casualty insurers and
other insurance companies and specifies the accounting treatment for the costs they incur in acquiring new
customers-and renewing old policies; including details on the types of costs that should be capitalized. The amended
guidance will be effective for fiscal years that start after December:15,2011. This guidance is effective for the -
Corhpany beginning with its interim period ended March 31, 2012 with either prospective or retrospective -
application permitted. Early adoption is permitted. We are currently evaluating the impact this guidance will have on
our consolidated financial statements.

In 2010, the FASB issued amended guidance regarding recognition and disclosure requirement of subsequent
events. This guidance removed contradictions between the requirements of U.S. GAAP and the SEC’s filing rules.
The amendments discharge the requirement that public companies disclose the date through which subsequent
events are evaluated in both issued and revised financial statements. g ~ ki

Item 7A. ,Qu\éx,ntitative and Qualitativ,é,LDié,c;l‘osures,:,About Market Risk
We are subject to market risk from exp'osure to chaﬁges in interest rates based on our financing, investing, and.

cash management activities. As of December 31,2010 and 2009, we had the following assets that may be sensitive

to changes in:interest rates:: '« e R ; : : ~

; Deceinbef 31,‘

Asset Class 2010 2009
‘ oottt oo (insthousands)
Investment securities, available for sale:
Current portion ......xiainan S TITT e S T NN BN EPORAC et RN TR S $on—s% 18883
Non-current. portion .....ici.i T O T TSP OP N T LRI P oW A s E PN R R Lo 551,207 13,574
Investment securities, held to maturity: L G bl e
Current portion ... e BT e e e i e B T B T i 13,965
Non-current:portion....... ' — 38463

Restricted investments 29,136- :+ 16,375
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We have not-purchased any of our investments for trading purposes.:Our investment securities consist primarily
of highly liquid government securities, corporate bonds, asset-backed bonds, mortgage-related securities, and
municipal bonds. The majority of our investment securities 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 change in market interest rates. Moreover, because
of our intention not to sell these investments prior to their maturity; we would not expect foreseeable changes in
interest rates to materially impair their carrying value. Investments classified as restricted on the Company’s balance
sheet consist of deposits, certificates of deposit, money-market funds, government securities, and mortgage backed
securities, deposited or pledged to state departments of insurance in accordance with state rules and regulations. At
December. 31, 2010 and December 31,2009, 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, 2010, the fair
value of our fixed income investments would decrease by approximately $15.9 million: Similarly,’a 1% decrease ini
market interest rates at December 31, 2010 would result in an increase of the fair value of our fixed-income
investments of approximately $15.0 million. Unless we determined, however, that an 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.

At December 31, 2010, we had $626.9 million of outstanding indebtedness, bearing interest at variable rates at
specified margins above LIBOR. Although changes in the alternate base rate or LIBOR 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. Holding other
variables constant, including levels of indebtedness, a 0.125% increase in interest rates would have an estimated
impact on pre-tax earnings and cash flows for the next twelve month period of approximately $785,000.

At December 31, 2009, we had interest rate swap agreements to manage a portion of our exposure to these
fluctuations. The interest rate swaps converted a portion of our indebtedness to a fixed rate with a notional amount
of $100.0 million at December 31, 2009 and at an annual fixed rate of 2.96%. The notional amount of the swap
agreements represented a balance used to calculate the exchange of cash flows and was not an asset or liability. The
fair value of the Company’s interest rate swap agreements was derived from a discounted cash flow analysis based
on the terms of the contract and the interest rate curve. In addition, the-Company incorporated credit valuation
adjustments to appropriately reflect both its own non-performance or credit risk and the counterparties” non-
performance or credit risk in the fair value measurements. The credit risk under these swap arrangements was
remote because the counterparties were major financial institutions and the Company did not anticipate non-
performance by the counterparties. The Company designated its interest rate swaps as cash flow hedges which were
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, 2009 were reflected as a liability of approximately $2.1 million and were included in
other current liabilities in the accompanying consolidated balance sheet. Any market risk or opportunity associated
with the swap agreements was offset by the opposite market impact on the related debt. In connection with the
refinancing of the Company’s credit arrangements in February 2010, the interest rate swap agreements were
terminated and approximately $2.0 million was paid by us to the swap counterparties to settle the terminations.
Except for the terminated 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 Independent Registered Public Accounting Firm

The Board of Directors and Stockholders
HealthSpring, Inc.:

We have audlted the accompanying consohdated balance sheets of HealthSprmg, Inc. and sub51d1ar1es as of
December 31, 2010 and 2009, 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, 2010, In
connection with our audits of the consolidated financial statements we also have audited ﬁnanc1al statement . .
Schedule I — Condensed Financial Information of HealthSprlng, Inc. (Parent only). These consolidated financial
statements and financial statement schedule are the responsibility of the Company’s management. Our responsibility
is to express an opinion on these consolidated financial statements and financial statement schedule based on-our
audits. A : :

We conducted our audits in accordance with the standards of the Publ1c Company Accountmg Over51ght 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 dlsclosures in the financial statements ‘An audit also includes assessing the
accounting principles used and 31gn1ﬂcant estimates made by management, as well as evaluatmg the overall
financial statement presentation. We believe that our audlts provide a reasonable basis for our op1n1on

In our opmlon, the consolidated financial statements referred to above present fa1r1y, in all matenal respects; the
financial pposition of HealthSpnng, Inc. and sub51d1anes as of December 31, 2010 and 2009 and the results of their:
operations and their cash flows for each of the years in the three-year period ended December 3 1,2010,in. 1.
conformity with U.S. generally accepted accounting principles. Also in-our opinion; the related financial statement
schedule, when considered inrelation to'the basic:consolidated ﬁnanc1al statements taken as:a whole, present fairly,
in all material respects the 1nformatlon set forth: therem ; 5700 :

We also have audited, in accordance with the standards of the Pubhc Company Accounting Oversight Board (United
States), HealthSpring, Inc.’s internal control over financial reporting as of December 31, 2010, based on criteria
established in Internal Control — Integrated Framework issued by the Committee of Sponsoring Organlzatlons of
the Treadway Commission (COSO), and our report dated February 25, 2011 expressed an unquahﬁed opm1on on the
effectiveness of the Cornpany s internal control over financial reporting.

/sl KPMG.LLP

Nashville, Tennessee
February 25, 2011 -
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Report of Iﬁdependent Registered Public Accounting Firm

The Board of Directors and Stockholders
HealthSpring, Inc.:

We have audited HealthSpring, Inc. (the Company’s) internal control over financial reporting as of December 31,
2010, based on criteria established in Internal Control — Integrated Framework 1ssued by the Committee of
Sponsoring Orgamzatlons of the Treadway Commission (COSO). The Company’s management is responsible for
maintaining effective internal control over financial reportlng and for its assessment of the effectiveness of internal
control over financial reporting; included in the accompanylng Management’s Report on Internal Control Over
Financial'Reporting (Part II, Item 94). Our responsibility is'to express an opmlon on‘the Company S 1nternal control
over ﬁnan01al reporting based on our audlt

We conducted our audlt in accordance with the standards of the Pubhc Cornpany Accounting Over51ght 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 nsk Our audit also included performing such other procedures as we considered necessary in the
c1rcurnstances 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 reportmg and the preparation of financial statements for external purposes in
accordance with generally accepted accounting prmmples A Company’s internal control over financial reporting
includes those policies and procedures that (1) pertam 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 11m1tatlons internal control over ﬁnan01al reporting may not prevent or detect mlsstatements
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. maintained, in all material respects, effective internal control over financial
reporting as of December 31, 2010, based on criteria established in Internal Control — Integr: ated Fr amework
issued by the Committee of Sponsoring Organizations of the Treadway Commission.

HealthSpring, Inc. acquired Bravo Health, Inc. on November 30, 2010. Management excluded from its assessment
of the effectiveness of HealthSpring Inc.’s internal control over financial reporting as of December 31, 2010, Bravo
Health, Inc.’s internal control over financial reporting associated with total assets of $806.1 million and total
revenues of $144.6 million included in the consolidated financial statements of HealthSpring, Inc. and subsidiaries
as of and for the year ended December 31, 2010. Our audit of internal control over financial reporting of
HealthSpring, Inc. also excluded an evaluation of the internal control over financial reporting of Bravo Health, Inc.

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, 2010 and 2009,
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, 2010, and our report dated February 25, 2011
expressed an unqualified opinion on those consolidated financial statements.

/sl KPMG LLP

Nashville, Tennessee
February 25, 2011
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HEALTHSPRING, INC. AND SUBSIDIARIES

'~ CONSOLIDATED BALANCE SHEETS *~

(insthousands; except share data)

Aks‘setsm B

Current assets

Accounts.receivable; NEt.. i aneaesaens
Investment securities available for sale
“‘Investment securities heldto maturity ...........
Funds due for the benefit of members ...........
“Deferred INCOME tAXES . ..oiiivmiierceirrensereeenns
Prepaid expenses and other assets ......ccvvererirues
Total current assets:..
Investment securities available for sale
Investment securities held 10 MAtULILY ..o docsiiiniitiiinnnsnneinnns erseratasnizesnse

Property and eqUipmMent, Ot . ic.cvsreesisesnnesdonsaessisnsssssinisenssesssnsasssasasss e eventeneinenis :

GOOAWILL (et see e e eeee s e e eeirr e sesrasesssaeasstaaarsnnseaseseseeasaninnsarsaseesnsrenenssssessasnn

Intangible assets, Neti.....oiivieeneeneinineenensis

Restricted investments

O BE ASSEES . veeiinrrieiritreseereererreeeeeereeeseeeeaiseesransessrsasasesbenesasusteessreesesanteeiesnreesonnnans
TOLAL ASSELS 1.vvveeeeeeeeieerreresereresireeessrseesassrsenssssasssesssssseassasneaserasneessarnesansnse

v Liabilities and Stockholders’ Equity
Current liabilities: :
Medical claims HabIlty ..c.c.ocieeieiiecieicenictenec e
Accounts payable, accrued expenses and other........ccovevveeiiriiiicieiiene,
B00K OVEIdraft.......coevvirenerinieiinniicn it
Risk corridor payable t0 CMS .......ccccoviiiminiimine i
Current portion of long-term debt..........ccocemvmneiiniiininnenee s
Total current Habilities ....vuvveereeereniireerer et
Long-term debt, 1ess CUIrent portion........c..ccoeviiviirrinmienee e
Deferred INCOME tAXES ...evueruireieriririeriree et sttt ettt
Other long=term Habilities ......ccccveerirerririiiicrcner s

Total HAbIlItIES ...uereeeerie et

Commitments and contingencies (see notes)
Stockholders’ equity:

Common stock, $.01 par value, 180,000,000 shares authorized, 61,905,457
issued and 57,850,709 outstanding at December 31, 2010, and 60,758,958
issued and 57,560,350 outstanding at December 31, 2009.......c.cccovvieenncnne.

Additional paid-in capital......ccccceevererirrrrincteircic s

Retained Sarmings ......ceeerieiereeiecieniereee e ctccnncre st ss e ere e

Accumulated other comprehensive income (10SS), D€L ...veveveeieieiiiiiis

Treasury stock, at cost, 4,054,748 shares at December 31, 2010, and
3,198,608 shares at December 31, 2009 ......ccooviirieinrcenenenere e

Total stockholders” eqUILY «....cccooiiveeerrrencrce e
Total liabilities and stockholders’ equity......ccovvvviercienenns ettt

December 31, December 31,
2010 2009

+Cash and cash equlvalents.;....’ ............................. istesmmonrsasssssprssansn rapsasseissstentind $ | 191,459 28 =+ 439,423

168,893 92,442
e 418883
e 13,965
83429 0 4,028
15,459 6973
17481 9586

476,721 575,300
551,207 w00 13,574

B 38,463

... 60,017 30,316

::839,001 1624,507

365,884 203,147
29,136 16,375

126,637 6.585

5 2348603 $ 1508267

$ 350,217 § 202,308

101,915 50,954
19,629 —
7,780 2,176
61.226 43,069
540,767 298,507
565,649 193,904
104,301 80,434
5755 5.966
1.216.472 578.811
619 608
569,024 548,481
622,988 428,765
1,495 (1,044)
(61.995) (47.354)
1,132,131 929.456

$§ 2348603 $§ 1,508,267

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
i December 31,2010  December 31,2009  December 31, 2008
Revenue: L G '
Premitum rEVENUE ......ovvevreeeeeeerereveeevereosees $ 3,086,536 $ 2,619,505 § 2,140,692
Management and other fees......cooveeevcrvercenes g 42,144 42,250 32,602
Investment income:: i 7.029 .. 4.290 : 2o 15.026
".Total revenue: 3,135,709 2.666.045 <. 2.188.320
Operatmg expenses: , e j SRR
MediCal EXPENSE .oveeerecemrciriiirnriecrasesasees R 2,447.972 24129946 ’ - 1,707,891
Selling, general and administrative.......c.c.... e 324,267 279,822 00 L 2246,294
Depreciation and amortization.........cceveeeee ; 33,293 , 30,726 e 28,547
Interest eXpense ..o iiveeennnes et ; 20.957 . - 15:614 - e 19124
* Total operating €Xpenses ........ccevevenees .. 2.826.489 2,456,108 2,001,856
Income before INCOME 1aXes ...ccoveerrreerreeanees ; 309,220 s 209,937 c 186,464
INCOME tAX EXPENSE iueuevrercrererniirnrresssnnnnas (114 997) (76.342) o (67.512)
Netincome.. ... il eveeeraeerereenessagesasesss 3 194,223  $ 133,595 - 118,952
Net'income per common share: L i . : '
BasiC ..o eeen il e et renenar s 3 342 3 243§ 213
Diluted.............u: e oo sesae e sssnsesaens 3 339§ 241 8§ 2.12
Welghted average common shares L S
outstanding: 0N, R B : O R
BaSIC.cuiiviverivieti et 56,869,531 54,973,690 55,904,246
DiIlUted..cveeecvierer ettt 57,304,061 : 55.426.929 56,005,102

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)

H Number of Additional Other Gl Total

/ § Common ' Common  Paid-in Retained Comprehensive Treasury - Stockholders’

! Shares Stock Capital Earnings . Income/(Loss) . _ Stock Equity
Balances at December 31, 2007........... 57,617 576 494,626 176,218 — (65) 671,355
Comprehensive income: )

Net INCOME .. vevveneerernrasssrreressesesanns . — — — 118,952 — — 118,952
Other comprehensive loss: : )
Net loss on interest rate swap
and available for sale )
securities, net :
of $(1,232) tax..... oo vevierereeree = —_ — e (1,955) == - (1.955)
Comprehensive income ........... 270116,997
Restricted shares issued.......oocoervvevenecns 135 2 — — — — 2
Stock-0ption eXErcises .....ocoveceriuennns 60 — 1,010 — ; o — : 1,010
- Purchase of 27 shares of restricted . fe

COMMON StOCK ..evrnre i e — — — — — (53): (53)
Purchase of shares of common stock

pursuant to stock repurchase ’

PLOZIAIM covvevvenrvenenseranenness sirssagisisersnsess e — — — — (47,164) (47,164)
Share-based compensation expense..... — i 8,731 - — — 8,731
Balances at December 31, 2008........... 57,812 578 504,367 295,170 (1,955) (47,282) 750,878
Comprehensive income: S - o )

NEtINCOME cvicinnrenreveiiorivesriasinsess b — 133,595 i i = 133,595
Other comprehensive income: :
_Net income on interest rate
. swap and available for sale
securities, net of $(519) tax ... — — — o 911 —_ 911
Comprehensive income ........... . ‘ 134,506
Restricted shares issued: . :
2006 Equity Incentive Plan............. 255 2 @) — — e —
Management Stock Purchase Plan... 67 1 [CH —_ RS — — : —
Stock-option eXercises ... 5 e 13 —_ — — : 13
Release of escrowed shares?i.........ccce.e 2,667 27 34,720 R —il —_ 34:747
Withhold of 4 shares of restricted :
<-common stock for employee tax .

liabilities — — — — — (72) (72)
Cancellation of 24 shares of restricted

common stock-MSPP plan................. (24) — (114) — — — (114)
Cancellation of restricted shares .......... 23) — — — R — e
Share-based compensation expense..... — — 9.498 — — — 9.498
Balances at December 31, 2009........... 60,759 608 548,481 428,765 (1,044) (47,354) 929,456
Comprehensive income:

NEL INCOME ..ovverrcereeresrererreereneenes — — — 194,223 — — 194,223

Other comprehensive income:
Net income on interest rate
“swap and available for sale TR L REEE A
securities, net of $(655) tax ... R N — LR 1,286 — 1,286
Reclass.upon interest rate : : g
swap termination,
- net of $(775) tax — —_ _— . — 1,253 — 1,253

Comprehensive income 196,762
Restricted shares issued: : :
2006 Equity Incentive Plan.............. - 474 S 5) — — — —
Management Stock Purchase Plan... 35 — — — — —_— —
Stock-option eXercises ... 666 6 12,125 — ) — —_— 12,131

Withhold of 19 shares of restricted

common stock for employee tax : .

HADIHEES (oevvveiveeceseeeeesieieneseeeneeeenas — — — — — (337) (337)
Purchase of shares of common stock ' o

pursuant to stock repurchase

3 (074 ¢:1 12 OO — —_ — — — (14,304) (14,304)
Cancellation of restricted shares .......... 29) — — — — — —
Share-based compensation expense..... — — 8.423 — — — 8.423
Balances at December 31, 2010........... 61,905 . § 619 § 569,024 § 622,988 § 1,495, 8 (61,995) § 1,132,131

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

Cashfrom operating actmtles
Netincome .. R
Adjustments to reconcile net income to net cash

provided by operating activities:

Depreciation and amortization...........coceeveiverereereenes

Amortization of deferred financing cost ...
Amortization on.bond investments
Deferred tax benefit ...t
Share-based compensation
Equity in earnings of unconsolidated affiliate...

Write-off of deferred financing fee........coccoevinnns

Changes in operating assets and liabilities,
excluding the effects -of acquisitions:

Accounts receivable ......ooooieeiiereeieeecennee

Prepaid expenses and other current assets ....

Medical claims liability ........occovnviiinniiinivronn

Accounts payable, accrued expenses, and other

current Habilities ......cceeeveiieeecierieeceeee e

Risk corridor-payable to CMS ...

(5175 O O OSSOSO PRSP TOURON

Net cash provided by operating actlvmes

Cash flows from investing activities:

Acquisitions; net of cash acquired........ccoovevviririnnnnns
‘Purchases of property and equipment.............ocevevennn.
Purchases of investment SECUTItIES .......cvvvvcviirieivanens

Maturities of investment SECUTIHES. .......ovververerereriareeens

Sales of investment securities............ evvererereerearessrraned

Purchases of restricted investments.........civevcevreercnenid

Maturities. of restricted investments .........ivcveeeceevcreenne

“Distributions received from unconsolidated affiliate ..:

Proceeds received on disposition of subsidiary ...........

Net cash used in investing activities

Cash flows from financing activities:

Proceeds from issuance of long-term debt:ii....conennnid
Payments.on'long-term debt.......cccccovenvsiiinininnnnnn
Deferred financing Costs i.i.ciiiiiiininiiniiiivmin.
Purchases of treasury stock ..ol
Excess tax benefit from stock option exercised...........
Proceeds from stock options exercised..........cocvvnuenn
Change in baok overdraft........cccoceveicnmercnninniininnnns
Funds received for the benefit of members .................
“Funds withdrawn for the benefit of members..............
Net cash provided by (used in) financing activities ..

Net (decrease) increase in cash and

cash equivalents....... 0l

Cashand cash equivalents at beginning of year

Cash and cash equivalents at end of year.............cocoeeein.

Supplemental disclosures:

Cash paid for interest..........cocoevernencreinnccieeieen
Cash paid for taXes .....ccceoveeveiveriecrercrcrecereieaes

Capitalized tenant improvement allowances and

deferred TENL. v ceecree e sen e eserenennne

Non-cash transactions:

Interest Tate SWapP ....ovevreeviicviieicrinnc e

Effect of acquisitions:

Fairvalue of assets-acquired, net of cash received......
Lesst Fair value of liabilities-assumed ©........0 . '

Less: Purchase price amount payable

Acquisitions, net of cash received.......ccoovviviiiennnn

Year Ended Year Ended Year Ended
December 31, 2010 December 31, 2009 December 31, 2008
194,223 7§t 133,595 $ 118,952
. 33,293 30,726 28,547
2,251 2,360 2,442
3,840 979 S
(14,976) (12,475)... . (1,608)
8,423 9,498 8,731
(378) (353) - (433)
. 5,079 — —
. 974 (17;154) <o (12;861)
(2,865) (3,289) © o H(1,526)
. (1,612) 12,164 35,634
e (14,389 15,814 - 6,714
= 6,302 757 (20,945)
. 980 (2,663) (1,662)
221.145 169,959 ‘ 161,985
- (462,327) 010y (7,200)
. (11,202) (15,828) . (11,657)
. (381,142) (39,766)- (52,406)
" 77,097 42,766 65,317
" 64,079 — —
A (52,998) (19,744) (7;:410)
i 46,429 14,948 5,857
402 286 464
. — 297 —
(719.662) (17.951) = (7.035)
i 680,000 —= : A
. (290,097) (31,040) (28,237)
ks (26,826) e —
" (14,304) — (47,217)
" 678 18 i 84
. 12,131 13 1,012
. 4874 ——
. 923,468 710 392 516,225
» (1,039.371) (674.208) (638.667)
250,553 5.175 (196.,800)
" (247,964) 157,183 +(41,850)
439,423 282.240 324,090
.3 191,459 § 439,423 $ 282240
8 11,776 - % 13,449...$ 17,406
. 3 130,569 § 87,095 $ 72,605
L8 515 % 47--% 439
- 3 — 8 1,190 ' $ 3,256
R 757,092 % 910°-°3% 7,200
5 (284,765) — —
(10,000) —- —
. 3 462,327 § 910 $ 7,200

See accompanying notes to consolidated financial statements.
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HEALTHSPRING, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

(1) Organization and Summary of Significant Accounting Policies
(a) Descrtptzon of Business and Basis of Presentatzon

HealthSprmg, Inc a Delaware corporatlon (the Company) was orgamzed 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 primarily 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 plans in' Alabama, Delaware,
Florida, Georgia; Illinois, Maryland; Mississippi; New Jersey, Pennsylvania, Tennessee, Texas, and the District of
Columbia and also-offers both nat10na1 and-regional stand—alone Medlcare prescrlptlon drug plans to-persons-in 30
of 34 CMS reglons :

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 toits stand-alone prescription
drug plans as “PDPs.” In addition to standard coverage plans, the Company offers supplemental benefits in excess of
the standard coverage:

; The accompanying consolidated financial statements also include the accounts of variable interest entities (VIEs)
i of which the Company-is the primary beneficiary. As of November 30, 2010, in connection with the acquisition of '~
‘ Bravo Health, Inc. (Bravo Health), the Company holds interest in certain physician practices that are considered
VIEs because the physician practices may not have sufficient.capital to finance their activities separate fromthe
revenue received from the Company. The Company is deemed to be the primary beneficiary and,; under the VIE
accountingrules; is deemed to “‘control” the physician entities, which have been consolidated: Revenues, net
income; and:total‘assets of VIEs were:$ 1.3 million;$79,000; and $4.5 million, respectively, as of and for the year
ended December 31, 2010: The:Company held no-variable interests requlrlng consohdatlon prlor to November 30,
2010. : b

The consolidated: financial statements include the accounts of HealthSpring; Inc. and its wholly.owned
subsidiaries as of December 31, 2010 and 2009, and for the three years ended December-31,:2010. All significant
intercompany. accounts and transactlons including intercompany transactions with consolidated VIEs, have been

_eliminated in consolidation:” ‘

(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
revenuesrand expenses during the'period: The most significant item subject'to estimates and assumptions is:the
actuarialicalculation for obligations 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; including rebates receivables:from drug manufacturers. Actual results could differ from these
estimates. :

(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 equwalents include such items-as certificates of deposit, commercial paper,
and money market funds:
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HEALTHSPRING, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

(d) Investment Securities and Restricted Investments

Debt and equity securities are classified in three categories: trading, available for sale; and 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 that the Company does not intend to sell, nor expects to be required-to sell; prior.to
maturity: All securities not included in trading or held to maturity are classified as available for sale. The Company
holds no trading securities. ‘ :

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 gains
and losses on trading securities are included in earnings: Unrealized 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
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. ; ~

The Company periodically evaluates whether any declines in the fair value of its available for sale investments
are other than temporary. This evaluation consists of a review of several factors, including, but not limited to; length
of time and extent that a security has been in an unrealized loss position; the existence of an event-that:would impair
the issuer’s future earnings potential; the near term prospects for recovery of the market value of a security; the
intent of the Company to sell the impaired security; and whether the Company will be required to sell the security
prior to the anticipated recovery in market value. Declines in value below cost for debt securities where it is
considered probable that all contractual terms of the security will: be satisfied; where the decline is due primarily to
changes in interest rates (and not because of increased credit risk), and where the Company does not intend to sell
the investment prior to a period of time sufficient to allow a market recovery, are assumed to be temporary. If
management determines that an other-than-temporary impairment exists; the carrying value of the investment will be
reduced to the current fair value of the investment and if such impairment results from credit-related matters, the
Company will recognize a charge in the consolidated statements of income equal to the amount of the carrying value
reduction. Other-than-temporary impairment write-downs resulting from non-credit-related matters are recognized
in other comprehensive income. : :

Restricted investments include U.S. Government securities, money market fund investments, deposits 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) Properij};, and Equipment

Property and equipment; consisting of land, a building; hardware;, software, leasehold improvements, and
furniture 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 15 years. The Company owns one building with an estimated useful-life of
39 years. Leasehold improvements for assets under operating leases are amortized over the lesser of their useful life
or the remaining 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 the 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 carrying amount or fair value less costs to sell, and no longer depreciated.
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- HEALTHSPRING, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

The Company’s finite-lived intangible assets primarily relate to-acquired Medicare member networks and
provider contracts and are amortized over the estimated useful life, based upon the distribution of economic benefits
realized fromthe asset. This sometimes results in an accelerated method of amortization for member networks
because the asset tends to dissipate at a'more rapid rate in earlier periods. Other than member networks, the
Company’s finite-lived intangible assets are amortized using the straight-line method. The Company reviews other
finite-lived intangible assets for impairment under its long-lived asset policy. :

(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 w1ll not be realized #

The Company records aliability:for unrecoonized tax beneﬁts resultmg from uncertam tax posmons 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
lease accounting calculations generally 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 remammg lease term.

,,(,

(3 Purchase Accountmg

The acquisition method of accounting requires companies to assign values to assets and liabilities acquired based
upon their fair value. In most instances there is not a readily defined or listed market price for individual assets and
liabilities acquired in connection with a business, including intangible assets. The determination of fair value for
individual assets and liabilities commonly requires a high degree of estimation. The valuation of intangible assets, in
particular; is very subjective. The use of different valuation methods and assumptions could change the amounts
allocated to the-assets and liabilities acquired, including goodwill and other intangible assets.

(,') Gaodwzll and Indef nzte-Ltfe Intangtble Assets

Goodwill represents the excess of cost over fair value of assets of busmesses acquired. Goodwill and mtangible
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. Regarding goodwill, 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. The residual fair value after this allocation is the implied fair
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HEALTHSPRING; INC.:AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

value of the reporting unit’s goodwill. The Company has seven reporting units where goodwill is reported —
Alabama, Bravo Health Insurance Company, Florida, Pennsylvania, Tennessee, Texas-Bravo and Texas-
HealthSpring. Goodwill valuations have been determined using an income approach based on the present value of
expected future cash flows of each reporting unit. In assessing the recoverability of goodwill, the Company
considers historical results, current operating trends and results, and makes estimates and assumptions about
premiums, medical cost trends, margins and discount rates based on the Company’s budgets; business plans,
economic projections, anticipated future cash flows and regulatory data. Each of these factors contains inherent
uncertainties and management exercises substantial judgment and discretion in evaluating and applying these
factors.

The Company conducted its annual impairment test as of October 1,2010 and concluded that the carryingvalue:
of the reporting units as of that date did not exceed their fair value. The estimated fair value of each reporting unit
exceeded its carrying value by a substantial margin. In addition, no events have occurred subsequent to the 2010
testing date'which would indicate any impairment may have occurred. ; S

(k) Medical Claims Liability and Medical Expenses

Medical claims liability represents the Company’s liability for services that have been performed by providers
for its 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’butnot yet ¢
reported to the plans, or IBNR. In addition, the medical claims liability includes liabilities for prescription drug .
benefits and for amounts owed to providers under risk-sharing and quality management arrangements.

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 11).
Pharmacy costs represent payments for members’ prescription drug benefits, net of rebates from drug L
manufacturers. Rebates are recognized when the rebates are earned according to the contractual arrangements with
the respective vendors: : : :

() Book Overdraft

Under our cash management system; checks issued but not yet presented to banks result in overdraft balances in.
certain of our subsidiaries for accounting purposes and are classified as a current liability in the consolidated balance
sheets. Changes in book overdraft from period tO’periQd are reported in the consolidated statement of cash flows asa -
financing activity.

(m) Derivatives

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 were
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 the Company’s swap against the present: -
value of the cumulative change in the expected future interest payments on the Company’s variable rate debt:
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(n) Premium Revenue
Medicare Advantage:

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’s Medicare premium revenue is subject to adjustment based on the health risk of its members.
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. This process for
adjusting premiums is referred to 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 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 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 Company estimates and records CMS settlement amounts ona monthly basis. 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.

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 the
Company’s estimates. The Company’s risk adjustment payments are subject to review and audit by CMS, which can
potentially take several years to resolve completely. Any adjustment to premium revenue and the related medical
expense for risk-sharing arrangements with providers as a result of such review and audit would be recorded when
estimable: There can be no-assurance that-any retroactive adjustment to’ previously recorded revenue or expenses
will not have a material effect on future results of operations.

Part D:

The Company recognizes premium revenue for the Part D payments received from CMS for which it assumes
risk. 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- payrnents and other member benefits.

To participate in Part D, the Company is requlred to provide written bldS 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 at December 31, 2010 and 2009 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 or increase to premium revenue.
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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 three third-party pharmacy benefit
managers.

(0) Member Acquisition Costs

Member acquisition costs consist primarily of broker commissions, incentive compensation, and advertising
costs: Stich costs are expensed as incurred: »

(p) 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 two bases: (1) as a percentage of revenue collected by the relevant health planyor(2) asa
fixed per member, per month or“PMPM?” payment or percentage of revenue for members serviced by the relevant
independent physician association. 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 depending;upon whether the
profit relates to members of one of the Company’s Medicare Advantage plans.: »ooo ;

(q) 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 weighted
average number of common shares outstanding after considering the dilution-related to stock options-and restricted
stock: 2 sai

(r) Advertising Costs

The Company uses print and other advertising to promote its products. The cost of advertising is expensed:as
incurred and totaled $23.1 million, $17.5 million and $14.5 million for the years ended December 31, 2010, 2009
and 2008; respectively: ‘ : ~

(s) Share-Based Compensation

Share-based compensation costs are recognized based on the estimated fair value of the respective equity awards
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:i ¢ : i ; ' ‘

(t) Recent Accounting Pronouncements

In June 2009, the Financial Accounting Standards Board (“FASB”) issued new guidance for determining
whether an entity is a VIE and requires an enterprise to perform an analysis to determine whether the enterprise’s
variable interest or interests give it a controlling financial interest in a VIE. The guidance requires an enterprise to
assess whether it has an implicit financial responsibility to ensure thata VIE operates as designed when-determining
whether it has power to direct the activities of the VIE that most significantly impact the:entity’s economic
performance. The guidance also requires ongoing assessments of whether an enterprise is the primary beneficiary of
a VIE, requires enhanced disclosures, and eliminates the scope exclusion for qualifying special-purpose entities. The
adoption of the new guidance on January 1, 2010 did not impact the Company’s financial statements. i
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Effective January 1, 2010, the Company adopted the FASB’s updated guidance related to fair'value
measurements and dlsclosures which requires a reportmg entity to disclose separately the amounts of significant
transfers in and out of Level 1 and Level 2 fair value measurements and to describe the reasons for the transfers. In
addition, i in the reconmhatlon for fair value measurements using significant unobservable mputs orLevel 3, a '
reporting entlty should disclose separately information about purchases, sales, issuances and settlements. The
updated guidance also requires that an entity should provide fair value measurement disclosures for each class of
assets and liabilities and disclosures about the valuation techniques and inputs used to measure fair value for both
recurring and non-recurring fair value measurements for Level 2 and Level 3 fair value measurements. The guidance
is effective forinterim or-annual financial reporting periods beginning-after December 15,2009, except for the
disclosures about purchases; sales; issuances and settlements in the roll forward activity in Level 3 fair value -
measurements, which are effective for fiscal years beginning after December 15,2010 and for interim periods within
those fiscal years: Therefore, the ‘Company has not yet adopted the guidance with respect to the roll forward activity
in Level 3 fair'value measurements. The adoption of the updated guidance for Levels 1 and 2 fair value :
measurements did not have an impact on the Company’s consolidated results of operations or fmanmal condition.

() Reclassification

Certain amounts.in previously issued financial statements were reclassified to .conform to the 2010 presentation.
The reclassLﬁcatlons chd not change netincome.or stockholders equity. ~ :

2) Acqulsmons
Bravo Health
Summary. of Transaction

On:November 30,2010, the Company acquired all the of the outstanding stock-of Bravo Health; an operator of
“Medicare:Advantage coordinated care plans:in Pennsylvania, the Mid-Atlantic region; and Texas;and a-Medicare
Part D stand-alone prescription drug plan in 43 states and:the District of Columbia. The Company acquired Bravo
Health for approximately $545.0 million in cash, subject to a post-closing positive or negative adjustment based on a
calculation relating to, among other things, the statutory net worth of Bravo Health’s regulated subsidiaries as of the
closing. Any such positive adjustment, which is expected to be paid by the Company in June 2011, will not exceed
$10.0 million. The estimated fair value of contingent consideration resulting from such closing adjustment was
$10.0 million at November 30, 2010 and December 31, 2010. As of November 30 2010 Bravo Health had 105,455
Medlcare Advantage members and 300, 969 PDP members

The Company’s acquisition of Bravo Health was funded by borrowings of approximately $480.0 million under a
new: credit facility and the use of cash on’hand: The Company’s new credit facility is described:in Note 13 — Debt.

' The purchase price was based upon arms-length negotiations between the Company and Bravo Health and
resulted in a premium fo 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 membershlp, reimbursement rates, earnings, cash flows and growth rates of Bravo Health
and the combined companies and the expected cost savings to be realized from combining the operations of the
Company and Bravo Health. The amount recorded for goodwill is consistent with the Company’s intentions for the
acquisition of Bravo Health. The primary reason for the acquisition of Bravo Health was to enable the Company to
solidify its strength in the Medicare Advantage and PDP businesses through expanding its operations and
dwersn”ymc its geographic presence. '

The Company incurred approximately $11.4 million of transaction-related expenses relating to'the acquisition.of

Bravo‘Health. Such expenses are included in selling, general and administrative (SG&A) expenses-and interest
expense in our consolidated statement of income for the year ended December 31, 2010.
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OIG’s RADV Audit of Bravo Health

Bravo Health was selected for a Risk Adjustment Data Validation Audit (RADV Audit) by the United States
Department of Health & Human Services, Office of Inspector General (OIG) in connection with risk-adjusted

payments received by one of Bravo Health’s Medicare Advantage plans for contract year 2007. In June 2010, the o
OIG issued a draft report of its findings. The draft report included a recommendation that approximately $20.2
million of calculated premium overpayments be refunded to CMS. OIG’s purported premium overpayment was
~calculated by extrapolating the results of its audit sample and findings across the specific Medicare Advantage
plan’s entire population for the 2007 contract year. Bravo Health issued a written response to the draft report and is
vigorously challenging the OIG’s audit process, methodology, and preliminary findings and recommendations. No
final report has been issued by OIG. OIG has no authority to recoup overpayments. Accordingly, it will be within--
the authority of CMS to determine what actions, if any, to take in response to any OIG audit findings and -
recommendations: Because of the uncertainties associated with (i) the validity of the OIG’s audit:process and
methods, (ii) the OIG’s response to Bravo Health’s challenges, (iii) the status of OIG’s final report, and (iv) the
probable actions of CMS based on the OIG’s recommendations, among other uncertainties, the Company is
currently unable to reasonably estimate the probability of CMS’s assertion of a claim for recoupment of overpaid
premiums or the amount of loss, or range of potential losses, associated with the resolution of the OIG audit.
Accordingly, the Company has not made an accrual related thereto at December 31, 2010. ' b

In connection with the acquisition of Bravo Health, the Company established a $55.0 million escrow for:
purposes of satisfying the post-closing indemnification obligations of the former Bravo Health'stockholders, if'any,
$23.0 million of which will be held for three years following closing with respect to certain specified claims, g
including the OIG RADV Audit. Consequently, although no assurances can be made, we do not expect the liability :
resulting from the OIG RADV Audit, if any, to have a material adverse effect on the results of operations, cash
flows, or financial condition of the Company. No escrow-related liabilities or assets are included in the Company’s
balance sheet at December 31, 2010.

Purchase Price Allocation

The total preliminary purchase price and the fair value of contingent consideration were allocated to the net
tangible and intangible assets based upon their fair values as of November 30, 2010 as set-forth below. The excess of
the preliminary purchase price over the net tangible and intangible assets was recorded as:goodwill. The aggregate
consideration for the acquisition is $555.0 million (inclusive of the $10.0 million contingent.consideration discussed
previously). The Company acquired $555.0 of net assets, including $182.2 million of identifiable intangible assets;
and goodwill of $214.5 million. Approximately $167.2 million of the identifiable intangible assets recorded is being
amortized over periods ranging from 5-15 years. Approximately $15.0 million of the identifiable intangible assets:
consist of trade name assets with indefinite lives and are not amortizable. All intangible assets, including goodwill,
are non-deductible for income tax purposes. The areas of the preliminary purchase price allocation that are not yet
finalized relate to both current and non-current deferred taxes which are subject to change, pending the finalization
of certain tax returns. : '

‘The following table summarizes the estimated fair value (as of November30,2010) of the net assets acquired:

: e . .._(in thousands)
Cash..cocoeeinreennns ossess s sasaysyes enieeiaieeeneiavesanonneesensndiraesaashasasaanne versarssessnsinssenssdnasessnrisersrtsasrsasy $ 83,283
Receivables......... s, rreerennens erereereererneneeseserereenens e nesannene e V 79.202
Deferred tax asset, current : ' i 1,061
Other current assets ........ . , . 3,836
Property and equipment.................. e e st ' ! 31,204
Investment securities available for sale ... SRR ( 238,233
Identifiable intangible assets:. ..l Ll L L L AL S 00182,200
Goodwill..iiniiining SREin T LA SR Fiaiin 214,494
RESEFICIE IMVESIITIEIILS 1. vvevveeveeeseereeeeeaeeeeeeseeseseseeseesaessaesseeseessaeseeeansensssssasnssessseassasessnaanshansessessensl - 6.252
TOTAL ASSEES +vvevvveeereeeeeeeeeeeeeesesesennreeseesaneesesssssesessaeaseeanseesebaeenanesbseesessebaeeas b s e raaearbba s baanssnasabaeennnenus 839.765
Medical claims HHabilities i i i i i i et v e s s e e et e s e s a st s s s b b e b oo b e s en et 149,521
Accounts payable,.accrued expenses.and other:..........: eievhiniiiaeerasitesbieesnierdidbsbileediisarunsehrisibenisine 68,776
Funds held for the benefit of MEMDETS ...ivviviveriviiniiviiirreninenis reieeeeisesenesiinesessaseinniiirenharinigsishones 35,803
Deferred tax lHability, NONM-CUITENT ..c.evvuriciiiiiiiriiriiri et 29,988
LONEAEI HADILIEIES -t e 677
T OLAL LEADTIIEIES o ove e eveereeteeseeseaeeeeeseeeeseeeeesesensaneeseessasse b essenseaeemt e beeaeembesasaseshssrn e s et s eaeasassasabeanenene 284.765
NEt ASSEES ACQUITEA 1.vuvrvvtrereieteteierererereaeiei st s 3 555,000
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Goodwill included in the Bravo Health acquisition consists of $195.2 million allocated to the Company’s Medicare
Advantage operatmg segment and $19.3 million allocated to its Part D operatmg segment

A breakdown of the 1dent1f able mtanglble assets valuatlon method applied in amvmo at falr value their asswgned .
values and expected lives is as follows (dollars in thousands):

Assigned k

- Valuation Method Valu¢ - Estimated Life
Member networks- Medicare Advantage ...... Multi-period excess earnings (1) $ 132,300 8-15
Member networks- Part D ..o, Multi-period excess earnings (1) 17,400 10
Provider networks.................. eeree et Cost approach (2) 11,700 8
Trademarks : “Relief from royalty (3) 18,800~ 10(4)
License- Medicaid Cost approach (2) ~ 500 EE s
License- National Part D Multi-period excess €arnings (1) 1,500 150

Total'amount of identified intangible assets /i 7 $ 182200

(1) -The multl—perlod excess earmngs method estimates an mtanglble asset’s value based on the present value of the
future net cash flows attributable to it. The value attnbuted to these intangibles was based on projected net cash
inflows from existing membership. ’ ,

(2) -The cost approach method estimates an intangible asset’s value based on the est1mated cost to acquire such
~intangible asset on a stand-alone basis.

(3) -The relief from royalty method is an earnings approach which assesses the royalty savings the entlty reahzes as
aresult of owning the asset and not having to pay a third party a license fee for its use.

(4) -$15.0 million of $18.8 million in trade name assets were determined to have an indefinite life and are not
amortized.

Seme of the more significant estimates and assumptions inherent in the estimate of the fair value of the
identifiable acquired intangible assets include all those associated with forecasting cash flows and profitability. The
primary assumptions used for the determination of the fair value of the purchased intangible assets were generally
based upon the present value of anticipated cash flows discounted at rates generally ranging from 13.5% to 16.0%.
Estimated years of future cash flows and earnings generally follow the range of estimated remaining useful lives for
each intangible asset.

The results of operations for Bravo Health are included in the Company’s consolidated financial statements for
the month ended December 31, 2010 and include revenues of $144.6 million and income before i income:taxes of
approx1mately $8. 6 mxlhon (exclusive of $2.6 million of incremental interest expense recorded by the parent “
company on amounts borrowed to fund the Bravo Health acquisition).

Unaua’ited Pr’o Forma ]rtformatz‘on

The unaudited pro forma information includes the results of operatlons for Bravo Health for the periods prior to
the acquisition, with adjustments to give effect to pro forma events that are directly attributable to the acquisition
and have a continuing impact, but excludes the impact of pro forma events that are directly attributable to the
acquisition and are one-time occurrences. The pro forma information includes adjustments for interest expense on
long-term debt and reduced investment income related to the cash used to fund the acquisition, additional
depreciation and amortization associated with the purchase, reduced SG&A expense and interest expense for direct
and incremental transaction costs, and the related income tax effects. The unaudited pro forma information does not
give effect to the potential impact of current financial conditions, regulatory matters or any anticipated synergies,
operating efficiencies or cost savings that may be associated with the acquisition. The unaudited pro forma financial
information is presented for informational purposes only and may not be indicative of the results of operations had
Bravo Health been owned by the Company for the full years ended December 31, 2010 and 2009, nor is it
necessarily indicative of future results of operations. The following summary of unaudited pro forma financial
information presents revenues, net income and per share data of the Company, as if the acquisition of Bravo Health
had occurred at the beginning of the periods presented.
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Year Ended
. L oy : ; December 31, .
(dollars in thousands, except per share data) 2010 2009
REVENUES. ..vvveicrerssiereenmiaiiomserensadereesssossanbes harerssdenesinnas s e e pessssanititans SRR $.4,654,443 $. 3,889,306

Net income available to common stockholders ............cc..s ceeeemmressas e anniias s 226,343 145,205
Pro forma earnings per share:
BASIC cveuveuesteeiivetassssssasssmessrasessesassasesseme et ene e R e st et RS s R e e AR e SRRt $ 398 § . 2.64

Diluted....oororr o AR S A $  395% 262

Valley Baptist Health Plans

Effective October 1, 2008, the Company acquired a Medicare Advantage contract 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. Valley Plans had approximately 2,700 members as of the acquisition date:
Additional cash consideration of $0.9 million and $0.6 million (net of the subsequent return of $0.2 million related
to membership retroactivity) was paid to the seller in 2009 and 2010, respectively, based upon membership levels
retained. 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 12 out-patient facilities. The
Company accounted for this acquisition as an asset acquisition and therefore 100% of the purchase price was
allocated to the identified assets acquired as follows: SRS
Intangible assets:

(in thousands)

PLOVIAET IEEWOTK 1.vivvvveeeseseserssioseissaenssbonsnsssssrsnssnsiaisssasesshsrstseas st sttt $ 3,878
Medicare Member Network........c..ivovvecceenesnens riheransansnd T S AR AT 11,492
Accounts receivable ’ ‘ ' 3.172
Assetsacquired’.. L DLl R IR e A e SR A e BT TSRO N AR (AR O I $ - 8.542
(3) Accounts Receivable
Accounts receivable at December 31, 2010 and 2009 (in thousands):;

Medicare premium receivables .. il L AR R, $ 59,0308 48,524
REDALES .ot iveiere et eees ettt es e eeeseer e s et e re st et bt rb st a et en s shea e a e bR et 90,148 34,879
19,126 10,320
5:106 2:400

173,410 96,123

(4.517) (3.681)

Medicare premium receivables at December 31, 2010 and 2009 include $52.2 million and $44.1 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, 2010 in the second half of 201 1. 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. .

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.

Due from providers primarily includes 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.
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The allowance for doubtful accounts is the Company’s best estimate of the amount of probable losses in the
Company’s existing accounts receivable and is based on a number of factors, including a review of past due
balances, with a particular emphasis on past due balances greater than 90 days old. Account balances are charged off
against the allowance after all means of collection have been exhausted and the potential for recovery is considered
remote. Ly : :

(4) Investment Securities

Investment securities, which consist primarily of debt securities, have been categorized as either available for
sale or held to maturity. Held to maturity securities are those securities that the Company does not intend to sell, nor
expects to be required to sell, prior to maturity. The Company holds no trading securities. At December 31, 2010,
investment securities are classified as non-current assets based on the Company’s intention to reinvest such assets
upon sale or maturity and to not use such assets in current operations. At December 31, 2009, the Company
classified its investment securitiés;bésed: upon maturity dates.

‘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 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 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.

There were no available for sale securities classified as current assets as of December 31, 2010. Available for
sale securities classified as current assets at December 31, 2009 were as follows (in thousands): ‘

December 31, 2009
Gross Gross
Unrealized = Unrealized
Amortized Holding Holding Estimated
‘ Cost - Gains Losses Fair Value
Municipal bonds il e h) 8,691 192 e e R RR3

Available for sale securities classified as non-current assets were as follows (in thousands):

December 31, 2010
Gross Gross
Unrealized Unrealized
Amortized Holding Holding Estimated

Cost Gains Losses Fair Value

Government 0bligations ............cocoevvveeevereoeeereeeen. § 28,228 123 (53) 28,298
Agency ObHatioNS .......cvevivivviiiiieeeeeeeeeee e, 33,712 77 251) 33,538
Corporate debt SECUTItIEs ....oc.eeeseoeeeeeeeeereee e, 196,109 1,726 (741) 197,094
Mortgage-backed securities (Residential) .................... 154,612 1,243 (653) 155,202
Mortgage-backed securities (Commercial)................... 6,374 76 (150) 6,300
Other structured SECUITLES ........ocooveviveeeieeeeeceeeeeee e 14,138 228 (38) 14,328
Municipal Bonds ........oveueeceeeiieiceccceeeere e 115,758 1,158 (469) 116.447
$ 548931 4,631 (2.355) 551,207

December 31, 2009

Gross Gross

Unrealized Unrealized
Amortized Holding Holding Estimated
Cost Gains Losses Fair Value
Municipal bonds .......ccoooeeiviiiiiiieiieeeeeeee e b 13,407 176 (9) 13.574

There were no held to maturity securities at December 31, 2010. Held to maturity securities classified as current
assets at December 31, 2009 were as follows (in thousands):
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7o Gross: o Gross
; i ‘Unrealized: Unrealized ;
+Amortized Holding ... Holding Estimated

S R P R PR ; F et e oo i Cost Gains ... - Losses Fair Value
Government OblIAtioNS .....ccecvvveevererinviiinvieniernnieniians . 1,154 1 — 1,155
Agency ObHEAtioNS ...c.ccooiviiiitiin e 3,225 16 — 3,241
Corporate debt SECUIIIES ......ovuieerrireirsree e 6,416 74 o T Ee 6,490
Municipal bonds ...l P ARINE TN PN 3.170 20 — i 3,190

; 13.965. 111 — 14,076

Held to maturikty‘secukr_itiese classified as non-current assets at Deéember 31,2009 were as follows (in tﬁiiusahdé):

~ Gross " Gross
" Unrealized Unrealized ‘
Amortized ~ Holding Holding © ~ Estimated
Cost Gains Losses Fair Value
Agency obligations ..ol $ 1,610 ~ 1240000 ST 622
Corporate debt securities & 135505 0 325 L 13,830
Mortgage ~backed securities (Res1dent1al) 1575 e L6 = 1,581
Mumclpal bonds....‘,, ....... Sl LR 121,773 546 i (1) 22.318 ¢
; i gl R BTy /;/$ 38,463 889 e (1) 39, 351'

Realized gams or losses related to mvestment securmes for the years ended December 31 2010 2009, and 2008
were immaterial: §

Maturities of investments were as foHows at December 31, 2010“ (in thousands):

Amortized -~ Estimated

Cost Fair Value
Due within one year: ... it LT - VO OOOOOO OISR 3 37,746 37,911
Due after one year through five YEATS evvereerssessessstbsnsnessaeeiesnssessessssasenasensa s sa i ssanses 290,347+ :291,623
Due after five years through ten years ........................................................................... 44,010 44,153
DUE AFEET tOIL YEATS 1..cuiieiie et tihiiin e i in b e vhsd s e i D s s e ; 1,704 . - .1,690
Mortgage and asset-backed SECUTIEIES. v vvrveeeersrrereeesssssssssssessasssssesssssssesssesessseesesesnees 175,124 175.830

§ 548931 551.207
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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 i ina contmuous unreahzed loss position,
at December 31 2010 were as follows (m thousands) bt :

Less Than Lt More Than ‘

12 Months 12 Months Total

Unrealized Fair  Unrealized Fair Unrealized Fair

Losses Value Losses Value . . Losses -~ Value
Government obligations ............... $ ...(583) 12,924 . . . — R (83) ..12,924
Agency obligations...........cc.eu....... (251) 25,930 — — (251) 25,930
Corporate debt securities .............. (741) 91,908 — e o (741).- . 91,908

Mortgage-backed securities ‘ ‘ : L

(Residential) .......ccococvvrerinnnn.. s (653) 78,537 = — (653) 78,537
Mortgage-backed securities ‘ ' : ~ : k
(Commercial).....c.cocovivirremerernnan. (150) - 5,840 = — (150) 5,840
Other structured securities............. 38) 1,922 = — (38) 1,922
Municipal bonds......ccovvuerninneee. ' _(469) 40,746 o~ — (469) 40,746

$ (2 355)“ 257 807:~ — i - (2.355) 257.807

Gross unreahzed losses on mvestment securmes.and the falr value of the related secunues aggregated by -
investment category and length of time that individual securities have been in a continuous unrealized loss position,
at December 31,2009, were as follows (in thousands)

k Less Than . .--More Than: ‘

12 Months 12 Months Total
Unreahzed Fair Unrealized Fair Unrealized Fair
Losses _Value Losses Value Losses -__Value
Municipal bonds .................. ;;’.‘;;f‘ $ 10 1,920 _ - 10 1,920

The Company reviews fixed maturities and equity securities with a decline in fair value from cost for impairment
based on criteria that include duration and severity of decline; financial viability and outlook of the issuer; and
changes in the regulatory, economic and market environment of the issuer’s industry or. geographic region.

- All issuers of securities the Company owned in an unrealized loss as.of December 31,2010 remain current on all
contractual payments. The-unrealized losses on 1nvestments were caused by an increase in investment yields as a
result of a widening of credit spreads. 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. The Company determined that it did not
intend to sell these investments and that it was not more-likely-than-not to be required to sell these investments prior
to their recovery, thus these investments are not considered other-than-temporarily impaired.

(5) Property and Equipment -

A summary of property and equipment at December 31, 2010 and 2009 is as follows (in thousands):

' 2010 2009

LN ..ttt es et ettt et n et sseneeeeeen $ 269 § - —
Building.......cco..... e [P et e et R et ettt ea st et ers et e et etennens 3943 —
Furniture and eqUIPIMENTt..........ccccoeviieininiiiriei ettt b 14,970 10,858
Computer hardware and SOfWAIE ..........cccoeiiiirieecerere e 60,440 36,745
Leasehold IMPrOVEMENLS .......c..oovieiceiieeeete ettt et ee e e e e e e et eseeesesseeeseses o 26,447 18,209
CONSITUCTION 1 PIOGIESS ... vvevivieietiretesieestiteseseseereseress st seesseesesesesseseseseresseseeeeeeseseeeesesessessns 4.058 1.407

v 110,127 67,219
Less accumulated depreciation and amortiZation .............ocoeeveeeeeeeeeeeeeeee oo eereeeaeaes (50.110) __ (36.903)

$ 60017 § 30316
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Depreciation expense on property and equipment for the year ended December 31, 2010, 2009, and 2008 was
$13.2 million, $12.4 million and $9.4 million, respectively. Capitalized costs related to the.internal development of -
software of $12.8 million and $6.6 million are reported in computer hardware and software and construction in -
progress as of December 31, 2010 and 2009, respectively. The unamortized balance of capitalized costs related to
the internal development of software was $7 8 million and $3:0 mllhon as of December 31, 2010 and 2009,
respectively. .

(6) Goodwill and Intangible Assets.

Changes to goodwill during 2010 and 2009 are as follows (in tholisands):

Balance at December 31, 2008 ......c.ooooiiiiiiiiin e FS O SRR PO TO TSR S SO R § 590,016
Acquisition of LMC Health Plans "V .........ccccooovviniiinrininnrininnens 34,747
OLRET .otk s t_(256)

Balance at December 31, 2009 ..........ocrereeeeciemsieerineaspiessnssessssse s sss s e ss s etk ents ~$ 624,507

_Acquisition of Bravo Health (See Note 2) ; . , 214,494

Balance at December 31, 2010 ...t erpeeseeeneeds tiereeeeesereeseasinent SRS ~'$ 839,001

(1) The Company recorded $34.7 million of additional purchase price in connection with the release of 2.67 million

- shares of common stock to the former stockholders of Leon Medical Centers Health Plans (LMC Health Plans) - i o

(acquired by the Company in October 2007). Such additional purchase prlce was allocated to goodwill in the
fourth quarter 0f2009.

A breakdown of identifiable intangible assets, their ass1gned values and accumulated amortizations at
December 31,2010 and 2009 is as follows (in thousands):

2010 2009

-“Accumulated Accumulated

Cost Amortization Cost Amortization
Trade names (indefinite-lived)-.......c.co it $ 39497 —$ 24,497 - —
Trade names (definite-lived).....cccoverieroeniniiiiinininn 3,800 32 — ) —
Non-compete agreements : “800. 800 2800 s 773
Provider networks.;....i 0 R A ORI S SO AN ::149,378 31,890 137,069 21,985
Medicare membernetworks ... i i AT 24332000 041,149 93,620 31169
LICEINSES 1eiuveeeriireiiteresie it eeeeitenee et srte e enestesnesnnsarssarens 2,000 25 — -
Management contract right.......cciciiniis ORI EER ALY 1,555 : 570 1,555 467

5440350 74,466 ,$, 257 541 54,394,

Changes to the carrymg value of 1clcnt1ﬁable mtancnble assets during 2010 and 2009 are as follows (in
thousands): :

Balance at December 31, 2008 .....ovviiiiiieiiieeeieecee s sre et ettt st e e s sa et an e besbeebeens $ 221,227
Additional purchase price related to Valley Plans Acquisition (See Note 2) ......coviriiinsnnncrinsaniinerene ....910:
Allocation of purchase price related to Valley Plans ACQUISIHON .....vovieiiiiiiiiiiiciniie e (661)
AMOItIZALION BXPEIISE. .cveeeerennrursuereramesssesrsassesessnsseseszerassssassossesess ereerveesrrrenaneenns erreeresesrraeareeareasreenee ) (18,325)
Other..o.ooveeiiin. e eererers USRS ST ST T OO RO ST SO s ] (4)

Balance at December 31, 2000 ......voviioeieee e cmere e et ebe sttt r e e st s b st rsereeante s 203,147
Acquisition of Bravo - Health (See NOE 2)....c.ccvvviiiiiiiiiiinineeicn e 182,200
Additional purchase price related to Valley Plans Acqulsmon (See Note 2).....c.enee eereeseare e 610
AMOTHZALION EXPEIISE. ... viuierereeeteteriseriescreereereemiatst ettt e st eses e et e b e b b ess b e be e s s s sms s eass s e b es b s s e s et es b (20,073)

Balance at DEcembBET 31, 2010 ....oviuivriiviiecesi e eeeeeeesessssesesseseses s nsssss s sensesesensnsseerescreenesenens B 305,884
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The weighted-average amortization periods of the acquired intangible assets are as follows:

- Weighted-Average
Amortization
' ST Gt : , Period (In Years)

TIAAE DAMES. ..o coeberse s seesee st oessessemsssess s sb sttt es e s eee oo nerte e s inieen Indefinite or 10.0
NON-COMPELE BTEEIMEINLS «...vveviiieveiesesisiiserisiiiignes fessensianinrsesssessenennsiorssensissensararensssessnsses ~ 5.0
PrOVIAET NEEWOTKS ...ooeviiriiiciieiscet s e s st nee s : i 14.2
Medicare member networks : 159
LICENSES ..oveivnisiioreeeereeeeneenasrens et e e et et s s A e AR sy . 12.5
Management contract rlght ; . , ' ] 15.0
Total 1ntang1bles ....... SR e T 0 USROS SRR 154

At December 31, 2010, all 1ntang1ble assets are amortized using a stralght line method except for member
network 1ntang1ble assets Whlch are amortized using an accelerated method Also see Note l(f)

A provider contract relating to a provider network intangible asset with cost of $126.7 million at December 31 )
2010 comes up for renewal in October 2017. This contract includes a five-year renewal term at the Company’s
option. Such renewal has been assumed in the amomzatlon penod of the prov1der network intangible asset.

Amortlzatlon expense on identifiable intangible assets for the years ended December 31, 2010, 2009, and 2008,
was $20.1 million, $18.3 million, and $19.2 million, respectively.

Amortization expense expected to be recognized durmg fiscal years subsequent to December 31, 2010 is as
follows (in thousands):

201 e $ 39,770

2002 o ettt a ettt sttt s et et e ettt et et e eee e e eaeneneseneneeeete e seses et eseseeneseseaeneaea 35,711
2013 . ' ‘ y : 32,421
204 L ©029,525
O e L s T B e 27,624
Thereafter (il i i e LR T 161:336
Total i i anlii i Lo L L s s $ 326,387
(7) Restricted Investments
Restncted mvestments at December 31 2010 and 2009 are summarized as follows (m thousands)
December 31. 2010 . December 31,2009
Gross Gross Gross Gross
Unrealized Unrealized ) Unrealized Unrealized
Amortized  Holding Holding Estimated Amortized  Holding Holding Estimated
Cost Gains Losses Fair Value = Cost Gains Losses Fair Value
Certificates of deposit ......... $ 10,500 - — 10,500 $ 5,759 — — 5,759
Government agencies:
Mortgage-backed ! ’
~/SECUIILIES v1oleenreriiereninns 5,948 196 — 6,144 5,912 . 253 — 6,165
U.S. governmental
SECUTILIES (ot errn i 9,202 17 — 9,219 -~ 4,004 — 4,004
Money market funds ........... 212,786 — — 2,786 — —_ — —
(61115 USROS 700 — — 700 700 o— — 700
$__ 29,136 213 — 29,349 3 16,375 253 — 16.628
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(8) Stockholders’ Equity
Stock Repurchase:Program

On June 30,2009, a stock repurchase program authorized by the Company’s Board of Directors to buy back up
to $50.0 million of the Company’s common stock expired in accordance with its terms. Over the life of the
repurchase program, the Company repurchased approximately 2.8 million shares of its common stock for
approximately $47.3 million, or at an average cost of $16.65 per share. ‘

In May 2010, the Company’s Board of Directors authorized a stock repurchase program to repurchase up to
$100.0 million of the Company’s common stock through June 30, 2011. 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 factors. 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, 2010, the
Company had repurchased approximately 838,000 shares of its common stock under the program in open market
transactions for approximately $14.3 million, or at an average cost of $17.10 per share, and had approximately $85.7
million in remaining repurchase authority under the program. , :

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 are recorded as an element of
stockholders’ equity but are excluded from net income.

In October 2008, the Company entered into two interest rate swap agreements, which were effective October 31,
2008 and which the Company designated as cash flow hedges. The notional amount covered by the agreements was
$100.0 million. In February 2010, the Company terminated its interest rate swap agreements in connection with the
termination of the 2007 credit agreement. As a result of terminating the interest rate swap agreements, the Company
settled the swap obligations with the counterparties for approximately $2.0 million ($1.3 million net of income:::
taxes) and reclassified such amount from other comprehensive income to interest expense during the first quarter of
2010. The changes in the fair value of the interest rate swaps during the years ended December 31, 2010, 2009, and
2008 resulted in an other comprehensive gain (loss) of $38,000 ($23,000 net of income taxes), $1.2 million
($756,000 net of income taxes), and $(3.3) million ($(2.0) million net of income taxes), respectively. In addition,
changes in the fair value of available for sale securities during the years ended December 31, 2010, 2009, and 2008
resulted in unrealized gains recorded as other comprehensive income of $1.9 million ($1.3 million net of income
taxes), $240,000 ($155,000 net of income taxes), and $120,000 ($77,000 net of income taxes), respectively.

Aequisition of Leon Medical Centers Health Plans

In November 2009, the Company released contingent consideration of 2.67 million shares of HealthSpring
common stock, which was held in escrow since the acquisition in October 2007, to the former stockholders of LMC
Health Plans. The released shares are included in the computation of basic and diluted earnings per share for the
fourth quarter of 2009 and the year ended December 31,2010 and as issued and outstanding on the Company’s
consolidated balance sheets at December 31, 2010 and 2009.
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(9) Share-Based Compensation
Stock Opnons

The Company has stock 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
6.25 million shares of common stock were authorized for issuance under the 2006 Plan, in the form of stock options,
restricted stock, restricted stock units, and other share-based awards. The Company’s stockholders approved the
HealthSprmg, Inc- Amended-and Restated 2006 Equity Incentive Plan (the “Amended Plan”), effective as of ~
May 27, 2010 (the “Effective Date”). Under the Amended Plan, awards may be made in common stock of the
Company. Subject to adjustment as provided by the terms of the Amended Plan, the maximum number of shares
with respect to which new awards may be granted under the Amended Plan shall be the sum of (i) 3,250,000 and (ii)
the number of shares available for grant under the Amended Plan as of the Effective Date (which aggregate share
number, the sum of (i) and (ii), was 4,521,734 shares as of the Effective Date). The number of shares with respect to
which incentive stock options may be granted after the Effective Date shall be no more than 1,000,000. Grants of
restricted shares and restricted share units after the Effective Date shall aggregate no more than 1,750,000 shares.
No‘awards may be granted under the Amended Plan after May 27, 2020.

* Options outstanding under the Amended Plan as of December 31,2010 vest and become exercisable based on
time, generally over a four-year period; and expire ten years from their grant dates; Nonqualified options to purchase
an-aggregate of 3,439,012 shares ‘of Company common stock were outstanding under the Amended Plan as of
December 31, 2010. Upon exercise, options are settled with authorized but unissued Company stock, including
shares held in treasury.

The weighted average fair value of optlons granted in 2010 2009 and 2008 is provided below. The fair value for
all options as determined on the date of grant was estimated usmg the Black-Scholes optmn—prlclng model w1th the
following assumptions:

2010 2009 2008

Weighted average fair value at grant date.. ool rereeeas $§ 816§ 6.38 § 7.21
Expected dividend yield ... 0:0% 0.0% 20.0%
Expected volatility............ (O SO SO SO OUF SO MR SOUR OO 50.0% 43.6~58.0% ~36.2-43.6%
Expected term ... i 5years S'years S years

Risk-free interest rates ... o o i 1.55-2.39%""1.88-2.:84% 2.50 ~3.23%

The expected volatility used in 2010 is based on the actual volatility rates over a 10-year historic period for the
Company (since its initial public equity offering in February 2006) and a peer group (for the historic period prior to
February 2006). In 2009, the expected volatility used was based on the Company’s actual volatility rates. For all
periods prior to 2009, the Company estimated a blended rate for volatility in a manner generally similar to the
method applied in 2010. 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 $3.2 million, $3.6 million, and $3.4 million, for the years
ended December 31, 2010, 2009, and 2008, respectively, related to the share-based compensation expense. The
actual tax expense realized from stock options-exercised during 2010, 2009, and 2008 was $874,000; $18,000 and,
$199,000, respectively. There was no capitalized stock-based compensation expense in 2010,:2009, or 2008.

Nonqualified options to purchase an aggregate of 101,250 shares of Company common stock were vested,
exercisable, and outstanding under the 2005 Stock Option Plan at December 31, 2010. The options expire in 2015
(ten years from the grant date). Effective February 2006, no additional options were available for grant under the
2005 plan. The intrinsic value of these options as of December 31, 2010 was $24.03 per share, or $2.4 million in the
aggregate.
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An analysis of stock option activity for the year ended December 31, 2010 under the Amended Plan is as
follows: ‘

Weighted
i b Average
Options Exercise Price

Amended and Restated 2006 Equity Incentive Plan: »
Outstanding at December 31, 2009 ..ottt T A 43,893,099 8§ L 218:89

Granted ........owrsereenns ‘ ; W 550,712 . . 17.81
Exercised " ; (622,605) 1939
FOITEIEA ..oveiveicvneniicisiiisises s ssssens s s reesenenneen o (382,194) __19.77
Outstanding at Decembersfl;fzo,lo .............. et ;L/..' ............ s 3439012 § 18.53

 Weighted ~ Weighted = Intrinsic

Shares ~ Average Average Value ° "Aggregate

Under-  Exercise ~ ~ Remaining Per Intrinsic

L LR " “Option Price * Contractual Term'Share (1) ' Value (1)
Amended and Restated 2006 Equity ‘ i : ; Gy
Incentive Plan:
Options vested and exercisable at

Decermber 31, 2010....cccccmiiueroccronie 1,935320°8  19.61 5.8 Years $§ 692 $13.384790
Options vested and unvested expected to : e o)
vest at December 31, 201000 eeciis 3,332,532 18.58 6.9 Years © 795 26,497,925

(1) Computed intrinsic value per share amounts are based upon the amount by which the fair market value of the
Company’s common stock at December 31, 2010 of $26.53 per share exceeded the weighted average exercise
price. The aggregate vaIue amounts are calculated using the actual exercise prices and mclude only those optlons
‘that were exercisable and with positive intrinsic value at the end of the period.

The fair value of options vested during the years ended December 31, 2010, 2009, and 2008 was $8.1 million
$7.3 million, and $7.0 million, respectively. The total intrinsic value of stock options exercised during 2010, 2009,
and 2008 was $6.3 million, $49,000, and $189,000, respectively. Cash received from stock option exercises for the
years ended December 31, 2010, 2009, and 2008 totaled $12.1 million, $13,000, and $1.0 million, respectively.
Total compensation expenses related to nonvested options not yet recognized was $7.4 million at December 31,
2010. The Company expects to recognize this compensation expense over a weighted average period of 2.4 years..

RestrictedrStock/. i

Restricted stock awards in 2010, 2009, and 2008 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 the Company’s restricted stock awards was $17.93, $12.70, and $19.16 for the years ended December 31,
2010, 2009, and 2008, respectively. : , ,

During the year eridedy December 31, 2010, the Combany granted 427,851 shares of restricted stock to employees

pursuant to the Amended Plan. The restrictions relating to the restricted stock awards made in 2010 generally lapse
over a four-year period.
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“During the year ended December 31,:2010; the: Company awarded 45,753 :shares of restricted stock to non-
employee directors pursuant to the Amended Plan, all of which were outstanding at December:31, 2010. The’
restrictions relating to the restricted stock awarded in 2010 generally 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: apphcable committee meetings during the one-year perlod shares erl be forfeited unless res1gnat10n or:
farlure to:attend. is caused by death or dlsablhty

Weighted Average
Grant Date Fair -
Shares __Value =~
Nonvested restricted stock at December 31, 2009 .....coviviirivoieeeeeeeeeeeeeeeeenn 372,658 % 13009

GIANLEA ..ttt ettt et e ss e e ne e s e eeeeaeeneeseereeaensseseensessensea 473,604 17.93
VESIEA .ottt ettt ettt et ettt st et teststs b e s tnebe s ete b ereereerareesennn (166,640) S N10.57
Cancelled / repurchased by the Company...........coceevveieverreveveresreneesesnsenees (28,272) 16.75
Nonvested restricted stock at December 31,2010, 0000 e 651,350 °'§ e 7

The fair value of shares vested during the years ended December 31, 2010, 2009, and 2008 was-$3.0 million;,
$1.1 million; and $1.2 million, respectively. Total compensation expense related to nonvested restricted stock
awards not yet recognized was $7.7 million at December 31, 2010. The Company :expects to recognize this - .
compensatxon expense over a weighted average period of approx1mately 2.7 years. There are no other contractual -
terms covering restricted stock awards under the Amended Plan once the vesting restrictions have lapsed.

‘During the year ended December 31, 2010, 35, 043 restrlcted shares were purchased by certain executives
pursuant to the Management Stock Purchase Program (the “MSPP”). The restrictions on shares purchased under the
MSPP generally 1apse on'the second anniversary of the issue date AtDecember 31,2010, 421,672 shares were
avallable for issuance under the MSPP.

Share-Based Compensation ..

Share-based compensation is included in selling, general and administrative expense. Share-based compensatron
for the years ended December 31,2010, 2009, and 2008 consisted of the following (in thousands):

: : Total ,
Compensation Expense Related To: Compensation
Restricted Stock - - Stock Options Expense
Year ended December 31, 2010 .................................... .8 3.040. - $ 5383 § 8,423
Year ended December 31, 2009............coovivveererritrennn $ 1891  § 7,607 . $ 9.498
Year ended December 3 1, 2008, $ 1.472 $ 7259 % 8,731

(10) Net Income Per Common Share

The followmg 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, 2010, 2009, and 2008 (dollars in
thousands, except share data):

2010 2009 2008

Numerator: : ‘ o : Skt

Net'income ‘available to common stockholders ..., 000 i 3 194223 % 133.595 % 118,952

Denominator: '

Weighted average common shares outstanding — basic............... 56,869,531 54,973,690 55,904,246
Dilutive effect of contingent shares isSued............coovevrvverinnene — 202,899 —_
Dilutive effect of stock options w... . i Ceediie e e i 273,132 76,470 - 85,418
Dilutive effect of unvested shares ...l i, 161,398 173.870 15 438

Weighted average common shares outstanding ~— diluted ............ ‘ 57,304,061 55,426,929 56 005, 102

Net income per share available to common sytockholders: o ,

BaSIC .ttt ettt et er s daeaareneeneon $ 342§ 2437 § 2.13
Dlluted ...... et e $ 339 §. 241 § 2.12
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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 to purchase:3.3 million shares, 4.0
million shares, and 3.8 million shares were antidilutive and therefore excluded from the computation of EPS for the
years ended December 31, 2010, 2009, and 2008, respectively.

(11) Related Party Transactions
Renaissance Physician Organiéqtion

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 management subsidiaries, and 13 affiliated independent
physician associations, comprised of over 1,300 physicians providing medical services primarily in and around
counties surrounding and including the Houston, Texas metropolitan area. The Company’s Texas regulated
insurance subsidiary 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 10 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 the Company’s Texas Medicare Advantage plans.

~For the years ended December 31, 2010, 2009, and 2008, GulfQuest, L.P. earned management and other fees
from RPO of approximately $21.3 million, $20.3 million, and $18.9 million, respectively. These amounts are
reflected in management and other fees in the accompanying consolidated statements of income.

The Company incurred medical expense to RPO of approximately $148.3 million, $140.2 million, and $126.6
million for the years ended December 31, 2010, 2009, and 2008, respectively, related to medical services provided
to its members by RPO. The 50%/50% risk sharing with respect to the common membership pool of RPO and the
Company resulted in the Company accruing for amounts to RPO of approximately $2.1 million, $15,000, and $2.9
million for the years ended December 31, 2010, 2009, and 2008, respectively. GulfQuest, L.P.’s 25% share of
RPO’s profits were approximately $16.5 million, $11.6 million, and $12.9 million for those same respective periods.
These amounts are reflected as components of medical expense in the accompanying consolidated statements of
income. Amounts payable to the Company’s subsidiaries from RPO in connection with these various relationships
were $705,000 and $293,000 as of December 31, 2010 and 2009, respectively.

Transaction Involving Herbert A. Fritch

Herbert A. Fritch, the Company’s Chairman of the Board of Directors and Chief Executive Officer, ownsa
36.7% membership interest in Predators Holdings, LLC (“Predators Holdings™), the owner of the Nashville
Predators National Hockey League team. Mr. Fritch is a member of the executive committee of Predators Holdings.
In December 2007, Mr. Fritch loaned Predators Holdings $2.0 million and, in January 2009, collateralized a letter of
credit in the amount of $3.4 million in favor of Predators Holdings. A subsidiary of Predators Holdings manages the
Bridgestone Arena 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 2010 and 2009, the Company paid $144,000 and $134,000
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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Transactions Involving Jeffrey M. Folick

On November:30, 2010, the Company’s Board of Directors (the “Board”) increased the size of the Board from
eight to nine:members and elected Jeffrey M. Folick; the former chairman and: chief executive officer of Bravo
Health, to fill the vacancy. Mr. Folick, a Class II director, has an initial term scheduled to expire at the Company’s
2013 annual meeting of stockholders.

Pursuant to the terms of the amended merger agreement and his existing agreements with Bravo Health, Mr:
Folick received approximately $25.6 million in cash in equity proceeds and bonus and severance payments in
connection with the Bravo Health transaction and, depending on the outcome of certain post-closing adjustments,
may receive an additional $0.9 million. Additionally, approximately $5.2 million is being held in escrow to fund
Bravo.Health’s stakeholders® post-closing indemnification obligations; if any. As of December 31, 2010 there were
no amounts owed by the. Company to Mr. Folick.

Transactions Involving Benjamin.Leon, Jr.

On October 1, 2007, the Company completed the acquisition of all the outstanding capital stock of LMC Health
Plans. Prior to the closing, Benjamin Leon, Jr., who was elected as a director of the Company at closing, owned a
majority of LMC Health Plans’ outstanding capital stock: The acquisition of LMC Health Plans included the release
of contingent consideration of 2.67 million shares of HealthSpring common stock in November 2009 to the former
stockholders of LMC Health Plans; including Mr. Leon..

Medical Services Agreement

On October 1, 2007, LMC Health Plans entered into the Leon Medical Services Agreement with Leon Medical
Centers (“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 10 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, Total payments made to
LMC by the Company for medical services for the years ended December 31, 2010, 2009, and 2008 were $212.5
million, $186.7 million, and $138.9 million, respectively. 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 80.5% for 2010 and 2011 and again to 81.0% begmmng in 2012 for the remaining terrn of the agreement. The
Company had accrued $1.4 million and $3.0 million for amounts due to LMC under the Leon Medical Services
Agreement at December 31, 2010 and 2009, respectively.

Under the Leon Medical Services Agreement, LMC, either directly or through an affiliate of LMC or third party
designees, manages certain advertlslng and other promotional activities with respect to. LMC, in its capacity as a
provider of medical services to LMC Health Plans’ members, and LMC Health Plans’ clinic model Medicare plan
product offering in the operating areas that are the subject of the Leon Medical Services Agreement. The Leon
Medical Services Agreement requires LMC Health Plans to reimburse LMC (or its affiliate or third party .
designees(s) through which it conducts such advertising and promotional activities) for costs and expenses incurred
with respect to such advertising and promotional activities up to a contractual maximum amount with respect to any
twelve calendar month period during the term of the agreement. LMC Health Plans’ aggregate reimbursements to
Leon Advertising and Public Relations, Inc. for the years ended December 31, 2010, 2009, and 2008 totaled
approximately $5.1 million, $3.4 million, and $3.2 million, respectively. The Company had accrued $401,000 and
$351,000 for amounts due to Leon Advertising and Public Relations, Inc. under the Leon Medical Services
Agreement at December 31, 2010 and 2009, respectively.
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Other

“At December 31; 2010 and 2009, the Company had current assets of $578,000 and $2.8 million, respectively,
recorded on its consolidated balance sheets for amounts due from the sellers of LMC Health Plans under settlement
provisions included in the Stock Purchase Agreement regarding working capital and risk adjustment premiums
related to the period prior to the acquisition date.

(12) Lease Obllgatlons

The Company leases certain facilities and equipment under noncancelable operating 1ease arrangements with
varying terms. The facility leases generally have original terms of five to 10 years and contain renewal options of
five to20-years. For the years ended December 31, 2010,2009, and 2008 the Company recorded lease expense of
$8.3 million, $7.9 million, and $7.6 million respectively.

Future non-cancellable payments under these lease obligations as of December 31,2010 are as follows:

(in thousands)

$ 12,963

12,642

11,663

10,785

8,532

28,177

$ 84,762

(13) Debt
Long-term debt at December 31, 2010 and 2009 consists of the following (in thousands):
2010 2009

Debt amounts outstanding under credit 8greements .......ocovveieerienievemrere s $ 626,875 $ 236,973
Less: current portion 0f [ong-term debt ..........coocoeioieiiiiiiie e (61.226) _ (43.069)
Long-term debt, less current portion ..........c.ccceeesivnenrececens OO SO O SOTRUSU SUTO $ 565.649 '3 193,904

On February 11, 2010, the Company entered into a $350.0 million credit agreement (the “Prior Credit
Agreement”), which subject to the terms and conditions set forth therein, provided for a five-year, $175.0 million
term loan credit facility and a four-year, $175.0 million revolving credit facility (the “Prior Credit Facilities”).
Proceeds from the Prior Credit Facilities, together with cash on hand, were used to fund the repayment of $237.0°
million in term loans outstanding under the Company’s 2007 credit agreement and transaction expenses related
thereto.

Borrowings under the Prior Credit Agreement accrued interest on the basis of either a base rate or a LIBOR rate
plus, in each case, an applicable margin depending on the Company’s debt-to-EBITDA leverage ratio. The
Company also paid a commitment fee of 0.375% on the actual daily unused portions of the Prior Credit Facilities.

In connection with entering into the Prior Credit Agreement the Company wrote-off unamortized deferred
financing costs of approximately $5.1 million incurred in connection with the 2007 credit agreement. The Company
also terminated its interest rate swap agreements, which resulted in a payment of approximately $2.0 million to the
swap counterparties. Such amounts are classified as interest expense and are reﬂected in the financial’ results of the
Company for the year ended December 31 2010.-
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In connection with the acquisition of Bravo Health (see Note 2— Acquisitions), the Company and its existing
lenders and certain additional-lenders amended and restated the Prior Credit Agreement in the form of the Amended
and Restated Credit Agreement (“Restated Credit Agreement”) on November 30, 2010 to provide for; among other
things, the acquisition financing. As amended, the Restated Credit Agreement provides for the following:

* ' $355.0 million in term loan A indebtedness maturing in F ebruary 2015 comprised of:

» $175.0 million of term loan A indebtedness as “Existing Term Loan A” ($166.3 million of which was
outstanding prior to the acquisition); ; - X :

* $180.0 million of new term loan A indebtedness as “New Term Loan A” (funded at the closing of the
acquisition); _ :

s $175.0 million revolving credit facility maturing in Eebruary 2014 (the “Revolving Credit Facility”,; $100.0
million of which was:drawn at the closing); and Attt ' i

*::$200.0 million df new term loan B indebtedness maturing in November 2016 (“New. Term Loan B which
was funded at the closing). - S

The Revolving Credit Facility, Existing Term Loan A, New Term Loan A, and New Term Loan B are sometimes
referred to herein as the “‘Credit Facilities.”? il il i o

Borrowings under the Restated Credit Agreement accrue interest on the basis of either a base rate or LIBOR.
plus, in each case, an applicable margin depending on the Company’s total debt to adjusted EBITDA leverage ratio
(initially 450 basis points for LIBOR borrowings under New Term Loan B and 375 basis points-for LIBOR
borrowings under the other Credit Facilities). With respect to New Term Loan B indebtedness, the Restated: Credit
Agreement includes a minimum LIBOR of 1.5%. The Company also isrequired to pay.a commitment fee of 0:500%
per annum, which may be reduced to 0.375% per annum if the Company’s total debt to adjusted EBITDA leverage
ratio is 0.75 to 1.0 or less, on the daily unused portions of the Revolving Credit Facility. The effective interest rate
on borrowings under the credit facilities was 4.8% as of December 31, 2010. The Revolving Credit Facility matures,
the commitments thereunder terminate, and all amounts then outstanding thereunder are payable on February 11,
2014. The $175 million revolving credit facility, which is available for working capital and general corporate
purposes including capital expenditures and permitted acquisitions, was drawn in the amount of $100.0 million as of
December31,2010.

Under the Restated Credit Agreement, Existing Term Loan A and New Term Loan A are payable in quarterly
principal installments. Prior to June 30, 2013, each quarterly principal installment payable in respect of each of
Existing Term Loan A and New Term Loan A will be in an amount equal to 2.5% of the aggregate initial principal
amount of Existing Term Loan A or New Term Loan A, as the case may be, and for principal installments payable
on June 30, 2013 and thereafter, that percentage increases to 3.75%. The entire outstanding principal balance of each
of Existing Term Loan A and New Term Loan A is due and payable in full at maturity on February 11, 2015.

Under the Reéstated Credit Agreement, New Term Loan B is payable in quarterly principal installments, each in
an amount equal to 0.25% of the aggregate initial principal amount of New Term Loan B. The entire outstanding
principal balance of New Term Loan B is due and payable in full on November 30, 2016.

The net proceeds from certain asset sales, casualty and condemnation events, and certain incurrences of
indebtedness (subject, in the cases of asset sales and casualty and condemnation events, to certain reinvestment
rights), a portion of the net proceeds from equity issuances and, under certain circumstances, the Company’s excess
cash flow, are required to be used to make prepayments in respect of loans outstanding under the Credit Facilities.
Under such excess cash flow provisions, a prepayment in the amount of $25.0 million is due to be paid on or before
April 15, 2011. Such prepayment amount is net of a voluntary prepayment of $15.0 million paid by the Company in
December 2010 and is included in the current portion of long-term debt outstanding on the Company’s balance sheet
at December 31, 2010.
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Loans under the Restated Credit Agreement are secured by a first priority lien-on substantially all assets of the
Company and its non-regulated insurance subsidiaries, including a pledge by the Company and its:non-regulated
insurance subsidiaries of all of the equity interests in each of their domestic subsidiaries (including regulated
insurance subsidiaries):: ; ey e i G mrinsmesndd g

The Restated Credit Agreement also contains conditions precedent to extensions of credit thereunder as well as
representations, warranties, and covenants, including financial covenants, customary for transactions of this type.
Financial covenants include (i) a maximum total debt to adjusted EBITDA ratio of 2.25:to 1.00 (reducing to 2.00 at
December 31,2011 and 1.75 to 1.00 on June 30, 2012), (ii) minimum net worth requirements for each regulated
insurance subsidiary calculated by reference to applicable regulatory requirements, and (iii) maximum capital

expenditures, in each case as more specifically provided in the Restated Credit Agreement:

The Restated Credit Agreement also contains customary events of default as well as restrictions on undertaking
certain specified actions including, among others; asset dispositions, acquisitions and other investments; dividends;
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. Under the Restated Credit Agreement, the Company is permitted to repurchase $100.0 million of the
Company’s common stock in any calendar year (which annual amount increases as the Company’s leverage ratio
improves). 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 Restated Credit Agreement and the obligations-of
the issuing banks to issue letters of credit and may declare the loans outstanding under the Restated Credit
Agreement to be due and payable.

In connection with entering into the Prior Credit Agreement, the Company incurred financing costs of :
approximately $7.3 million, which were capitalized in February 2010. In connection with entering into the Restated
Credit Agreement, the Company incurred financing costs of approximately $19.5 million, which were capitalized in-
November 2010: These capitalized cost amounts have been accounted for as deferred financing fees and are being
amortized over the term of the Restated Credit Agreement using the interest method. The unamortized balance of
such costs at December 31, 2010 totaled $24.8 million and is included in other assets on the accompanying
consolidated balance:sheet:  « - = =" » : :

Maturities of long-term debt under the Restated Credit Facilities are as follows:

(in thousands)
$ 61,226
35,917
48,739:

153,013

164,304
163.676

$ 626,875

(14) Medical Claims Liability

The Company’s medical claims liabilities at December 3 1,2010 and 2009 consist of the following (in
thousands): ’

, o 2010 2009
Incurred but not reported Habilities .........c.oooirrormiireisinn e s § 258,832 § 121,782
Pharmacy HABIHEIES ...cuvvrueeereier i eree e sesiesass s ensssies e teresesenes st venparessessasaeeerene 45,785 45,648
Provider incentives and other medical payments...........ocovrireiiiieneeicc 38,065 31,683
Other medical Habilities. ... ..ot e i e e e 7.535 3.195

Total il ettt s PO SRR SO OUONOPRIPSO OO $ 350217 §.202.308
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Medical claims liability primarily represents the liability for services that have been performed by providers for
the Company’s 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 medical liabilities also include amounts owed to physician providers under risk-
sharing and quality management programs.

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 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 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. At December 31, 2010 and 2009, the
Company determined that no premium deficiency liabilities were required.

Ona monthly basis; the Company re-examines the previously established medical claims liability estimates ’
based on actual clalm submissions and other relevant changes in facts and mrcumstances 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 prov1des a reconciliation of changes in the medical claxms liability for the Company for the
years ended December 31,2010, 2009; and 2008 (in- thousands)

2010 2009 2008

Balance at beginning of period...........cccoeveveiveeeeviveniiiene $ - 202,308 § 190,144 $ 154510
Acquisition of Bravo Health; InC.........ococeveveieeereeeeeeeeene. 149,521 —_ —
Incurred related to: /
CUrrent PEriod . .....oeeeieiiicieicieieeeeeere et 2,463,801(1) 2,138,710¢1) 1,719,522(1)
CPIIOL PEriod (2) cveveeenieeeteieeeee e (15.829) (8.764) (11.631)
Total INCUITEd.....cooiviiiei s 2,447,972 2:129.946 1.707.891
Paid related to:" ’ o : ot ’r it
Current PEriOQ.......veeeeiieiieieieeeese et e et eeeeieeeesreeeeees 2,189,058 1,938,717 1,531,629
Prior Period i ... e 260,526(3) 179,065 140.628
CTotal PAI ieeevriieieccrcee e 2.449.584 2,117,782 1.672.257
Balance at the end of the period .........c.cceevicrereeeirien, § 350217 $  202.308 $ 190,144

(1) Approximately $2.0 million paid to providers under risk sharing and capitation arrangements related to 2009
premiums is included in the incurred related to current period amounts in 2010. Such amount does not relate to
fee-for-service medical claims estimates. Similarly, $2.2 million and $10.1 million paid to providers under risk
sharing and capitation arrangements related to prior year premiums are included in the 2009 and 2008 incurred
related to current period, respectively. Most of these amounts are the result of additional retroactive risk
adjustment premium payments recorded that pertain to the prior year’s premiums.

(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).

(3) Paid amounts related to the prior period for the 2010 period include $76.1 million of payments on acquired
liabilities ($149.5 million as shown in the table herein) resulting from the Bravo Health acquisition on
November 30,2010. ,
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(15) Income Tax

Income tax expense consists of the followmg for the perlods presented (in thousands)

Year Ended December 31,
2010 2009 2008
Current: S ' :
FEAEIAL ....vivoieeeeeeeeet et aeee e srere e sesme et sr s st m st ar s p s ansnes $ 120,474 § 81,826 $§ 65,401
State and 10Cal. . e et e s eaareens RISy 9 499 6.991 3.719

Total current provision ..

129.973 88.817 69120
Deferred: i

Federal |, ... sl (14,179) - (11,838) (1,708)
State and local.....ciiniiii L AT Ll S (797) (637)-_ 100
Total deferred provision ..ol iniiniiamingg . (14:976) - - (12.475) -~ (1.608)

$ 1149978 76342 -§ 67512

Total provision for income taxes

A reconciliation of the U.S. federal statutory rate (35%).to the effectwe tax rate is as follows for the penods
presented (in thousands):

Year Ended December 31,

2010 2009 2008
U.S. Federal statutory rate on income before i mcome 1120, TP o $ 108, 227 $ 73478 $ 65263
State income taxes, net of federal tax €ffECt ..........viourererrreieerriessereraeresesssseees : 5, 656 4,130 2,482
Permanent differenCes .........coiiivereersiereieeereeivesenseseionsens evegeiannss 674 98 (240)
Change in-valuation allowance ...l e 6 3) 3
Other 434 (1.361) 4
Income tax expense........coo.euen. OO OO OO O PO UO ORI $ 114997 § 76342 § 67,512

The tax effects of temporary differences that give rise to significant portions of the deferred tax assets and
liabilities at December 31, 2010 and 2009 is as follows (in thousands):

2010 2009

Deferred tax assets:
Medical claims liabilities, principally due to medical loss liability discounted for tax

PUTPOSES «veverraretaeaceeestataseeseeeesesesesesensrssstsabs s s an s e s s e s e s s s s n st beb bbbt $  2,523-.8.-1,289
Property and eqUIPIIENT. ...l 1,658 2,376
Accrued compensation, including share—based COMPENSALION ..vvevvivrieinieriinieirrine e 23,541 15,755
Allowance for doubtful 8CCOUNLES ......cc.ioiiiiviseiiniinisiireinie e 2,286 1,306
Federal net operating lOSS CAITYOVET .....c.oovvuimeriiviiiirenieiereis ettt 4,859 1,811
State net Operating l0SS CAITYOVET .....c.cveiveiiririiriinn it 2,511 1
Interest rate swap (other comprehensive 1088 ....c.cviiiiimiincne s — 790
INEANEZIDIE ASSELS .urer il it sttt b bbb n et 6,950 -
Other Habilities and ACCTUALS....c..veveeeeeieiiieiaivesssesss e sessesssssesesaesessessessnsensessasessasssssanes 1,199 2,051

Total gross deferred taX @SSELS .......ocecverereniriiiririiiie et 45,527 25,379
Less valuation allOWANCE ......cccvieeceiieistiraeressesesine e et sasesase s sasesraes s eabasnreeres b eiee s (4:208) (327)
DELEITEA LAX ASSBLS .eeveereeeiiiiieeeireeseeeresesaeessneesseasssesssaasssnesassasesseeneresareeaseeesnessnssen 41,319 25,052
Deferred tax liabilities: :
Intangible assets.......u: T L R R S o SR LIPS TS ARSI (124,908) - (90,936)
Unrealized gains from available for sale securities (other comprehenswe mcome) ... : (768) =(127)
Accrued compensation, due to timing of deduction............io i (466) 927)
Revenue, due to timing of income 1nclu31on ..................................................................... (3,272) (6, 523)
OhEr ACCTUALS ..ottt s e e e eete s e re s e e sane s e saamensbae dansaesiebaeeres b ntne s (747)
Total net deferred tax HabilitIes ......ucveruenreeeerieereereerresies e s $ (88.842) § (73 461)

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, 2010 and 2009 were $15.5 million and $7.0 million, respectively. Non-current
deferred tax liabilities at December 31, 2010 and 2009 were $104.3 million and $80.5 million, respectively.
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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, 2010 and 2009, the Company carried a valuation allowance against
deferred tax assets of $4.2 million and $327,000 respectively. Of the $4.2 million valuation allowance, $3.9 million
related to the Bravo Health acquisition during 2010 which was recorded as a component of goodwill.

The Company, including VIEs which are not consolidated for federal or state tax purposes, 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 $13.9 million and $5.2 million at
December 31, 2010 and 2009, respectively. These net operating loss carryforwards, if not used to offset future
taxable income, will expire from 2010 through 2030. State net operating loss carryforwards at December 31, 2010
and 2009 are approximately $46.8 million and $ 13,000, respectively. These net operating loss carryforwards, if not
used to offset future taxable income, will expire from 2013 through 2030. In addition, the Company has alternative

minimum tax credits which do not have an expiration date.

The Company’s utilization of these various tax attributes, at both the federal and state level, may be limited
under rules relating to the ownership changes. 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. None of the goodwill associated with the

Bravo acquisition is deductible for tax purposes.

TIncome taxes payable of $15.3 million and $6.3 million at December 31,2010 and 2009, respectively, are’
included in'other current liabilities on the Company’s consolidated balance sheets. In addition, income taxes payable
0f'$316,000 and $750,000 at December31,2010 and 2009, respectively, are included in other long-term liabilities
on the Company’s consolidated balance sheets. The balance in other long-term liabilities relates to certain tax
matters associated with the acquisition of LMC Health Plans which were recorded through goodwill, as well as
certain unrecognized tax benefits.

A reconciliation of the beginning and ending amount of unrecognized tax benefits is as follows (in thousands):":

2010 2009 2008

Unrecognized tax benefits balance at beginning of Year .............cooooceeeeeeveeeennnn, § 551 ..8.405..% 405
Increases in tax positions for prior years ......... oo ettt 29 16 <17
Decreases in tax positions for Prior YEars....... .ttt i i e oo eeseeeseeee s, e 14y - —
Increases in tax positions for CUITENt YEAT .........cocoevivevereuerereeeeeeeneeeeeees oo, 89 252 90
Increases in tax positions for current year (Bravo Health) ...cccoovovirennneiiensinennnine, , 694 — —
SEHIEMENLS ...evveveveiiieescetecseeeeee e s s —
Lapse of statute of HMitations........cocovueveeeeeirveiireiceeeeeeeeeeeeee e, (103) __(108) (107)
Unrecognized tax benefits balance at end of Year ............cccoveevveveeeereerereeererennnn, $ 1260 § 551 $._ 405

The Company’s continuing accounting policy is to recognize interest and 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 $265,000 and $25,000 as of December 31;:2010°and Deceniber 31, 2009, respectively. The
Company had unrecognized tax benefits of $995,000 and $526,000 as of December 31, 2010 and December 3 1,
2009, respectively, all of which, if recognized, would 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 12 months. o ’ ‘ ‘ ‘

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 2007 through 2010. 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 2006 through 2010 tax years remain open for examination by the tax authorities under a four year statute
of limitations. At the date of this report the Company has been scheduled for income tax audits in certain state
jurisdictions.
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(16) Derivatives

In October 2008, the Company entered into two interest rate swap agreements in'a total notional amount of
$100.0 million, relating to the floating interest rate component of the term loan agreement under its 2007 credit
agreement. In February 2010, the Company terminated its.interest rate swap agreements in connection with the
termination of the 2007 credit agreement. The interest rate swap agreements were classified as cash ﬂow hedges
See Note 22 for a'discussion of fair value accounting related to the swap agreernents

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

Derivative instruments used hy the Company involved, to varying degrees, elernents of credit risk, inf the event a
counterparty should default, and’market risk, as the instruments were subject to iriterest rate ﬂuctuations;

All derivatives were recognized on the balance sheet at their fair value. To the extent that the cash flow hedges
were effective, changes in their fair value were recorded in other comprehensive i 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) was recorded in
current-period earnings. As a result of terminating the interest rate swap agreements, the Company settled the swap
obligations with the counterparties for approximately $2.0 million and reclassified such amount from other
comprehensive income to interest expense during the first quarter of 2010.

The Company had no derivative financial instruments outstanding at December 31, 2010. A summary of the
aggregate notional amounts, balance sheet location and estimated fair values of derivative financial instruments at

December 31, 2009 was as follows (in thousands):

Notional Balance Sheet Estimated Fair Value
Hedging instruments Amount - Location Asset - (Liability)
Interest rate SWAaPS .....c.covveineniveeirieiiieneereerninn $ 100.000 Other current liabilities — (2,066)

A summary of the effect of cash ﬂow hedges on the Company s financial statements for the perlods presented is

as follows (in thousands)

Effective Portion

Income Statement Hedge Gain
Location of Gain (Loss)
Pretax Hedge (Loss) Reclassified Ineffective Portion
Gain (Loss) ::-Reclassified from from Income
Recognized in Accumulated Accumulated Statement
. Other Other Other Location of . _Hedge Gain
Comprehensive Comprehensive Comprehensive Gain (Loss) (Loss)
Type of Cash Flow Hedge ‘Income Income Income Recognized _Recognized
For the year ended i
December 31, 2010:
Interest rate swaps.....i..i: 3 i 38 Interest Expense $ (1,253) None 3 —
For the year ended
December 31, 2009:
Interest rate swaps.............. 3 1,190 Interest Expense 3 — "None 3 —
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(17) Retirement Plans

The cost of the Company’s defined contribution plans during the years ended December 31, 2010, 2009, and
2008 was $3.6 million, $3.0 million, and $2.4 million, respectively. Employees are 100% vested in their
contributions and vest fully in employer contributions after the first two years of service.. ,

(18) Segment Information

The Company reports its business in three segments: Medicare Advantage, stand-alone PDP, and Corporate.
Medicare Advantage (“MA-PD”) consists of Medicare-eligible beneficiaries receiving healthcare benefits, including
prescription drugs, through a coordinated care plan qualifying under Part C and Part D of the Medicare Program.
Stand-alone PDP consists of Medicare-cligible beneficiaries receiving prescription drug benefits on a stand-alone
basis in accordance with Medicare Part D. The Corporate segment consists primarily of corporate expenses not
allocated to the other reportable segments These segment groupings are also con51stent with mformatlon used by the
Company’s chief executive officer in making operating decisions. =~

~As of January 1, 2010, the Company revised its methodology for allocating SG&A expenses within its
prescription drug operations to its MA-PD and PDP segments, which resulted in allocating a greater share of such
expenses to its PDP segment. As a result of these revisions, the segment EBITDA amounts for the 2009 and 2008
perlods include reclass1ﬁcatlon adjustments between segments such that the penods presented are comparable.

The accountlng pohcles 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
SG&A) or interest expense to the Company’s.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 servtce
environment and are not the responsibility of segment operating management.

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

Asset and equity details by reportable segment have not been dlsclosed as the Company does not mternally
report such information.

Financial data by reportable segment for the years ended December 31 is as follows (in thousands):

MA-PD PDP ' Corporate Total

Year ended December 31 2010 S ’ i
Revenue....... $ 2,662,724 °'$ 472 916 $ 69 $3,135,709 -
EBITDA ; T 346372 53,411 (36,313) 363,470
Depreciation and amortization expense 27,208 371 5,714 33,293
Year ended December 31, 2009

ReVENUE il i it i e in bbb i $-.2,340,350 % 325,631 . $ 64..:$.2,666,045
EBITDA. ... Loiiiivviiivinrivasisiononss et e e e nen e 249,801 35,043 (28,567). - ~..-.256277

Depreciation and amortization expense.......... Sissesasring 25,340 88 5,298 30,726

Year ended December 31, 2008 ‘ e N /
$..1,919,168  $ 268,667 $ 485 - §. 2188 320

Revenue :
EBITDA 253,973 9,118 (28,956) 234,135
Depreciation and amortization €Xpense.............o.on...... 24,505 24 4,018 28,547

The Company uses segment EBITDA as an analytical indicator for purposes of assessing segment performance,
as'is common in the healthcare industry. Segment EBITDA should not be considered as a measure of financial
performance under generally accepted accounting principles and segment EBITDA, as presented, may not be
comparable to other companies.
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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 (m thousands)

2010 2009 2008

EBITDA ..ottt o NI IRIT C T TP, sandiceddi w0 $-363,470, 8,256,277 -8 234,135
INCOME LAX EXPEIISE .vevvieiecrenreueereeeteeeseeenrsineresssessassesassssesssssssassesssesanns (114,997) (76,342) (67,512)
INLETESE EXPEISE veveeiireruierirreeteseaesenterestesreiaeesesaessssrnsnesnesanessessesaesssssessens (20,957) (15,614) (19,124)
Depreciation and amortization.... (33,293) (30,726) (28.547)
Net Income .. iiivniiiiiiionnninn ES eviesarasenssssssassssnasiassinsiensnensnenenenenees 194,223 § 133595 § 118,952

(19) Statutory Capital Requifetnents k

The Cornpany s regulated msurance subsidiaries are requlred to mamtam satisfactory. mlmrnum net worth
requirements established by their respective state departments of i insurance. At December 31, 2010, the statutory
minimum net worth requirements and actual statutory net worth were as follows (in thousands)

Regulated Insurance Subsidiary o Statutory Net Worth
: ' “ ' o . _Minimum ___ Actual

Alabama HMO .....ooiiiic e rrereantenneaneeaeenenenens enteeenen b 1,12 § 59,537
Bravo Health Insurance ............. SOV : 11,327(1) 44,560
Bravo Health Mid-Atlantic HMO : 16,7540 19,272 -
Bravo Health Pennsylvania HMO - 51,956(1) 80,325
Bravo Health Texas HMO ......... S SR ITRE St 14,9841 28,504
Florida HMO il R AR G BN o R e E G 10,822 26,500
HealthSpring Accident and Health o i i s 68,118(1) - 141,066

Tennessee MO ..o i i s L i inniiiiii 17,198 e 11153

(1) minimum statutory net worth at 200% of authorized control leveI.

Each of these subsidiaries was in compliance with apphcable statutory requlrements as of December 31, 2010.
Notwithstanding the foregomg, the state departments of insurance can require the Company’s regulated i insurance
subsidiaries to maintain minimum levels of statutory capital in excess of amounts required under the apphcable state
law if they determine that maintaining additional statutory capital is in the best interest of the Company’s members
Effective December 31, 2010, the Company merged its Texas HMO and Accident and Health subsidiaries.

The Company’s regulated insurance subsidiaries 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
comphance with statutory capital requirements. At December 31, 2010, $688.4 million of the Company’s $771.8 -
million of cash cash equivalents, investment securities, and restricted investments were held by the Company’s
regulated insurance 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 damages in
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.
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In connection with CMS’s continuing statutory obligation to review risk score coding practices by:-Medicare
Advantage plans, CMS is conducting regular audits of Medicare Advantage plans for compliance by the plans and
their providers with proper coding practices (sometimes referred to as “Risk Adjustment Data Validation Audits” or
“RADV Audits”). The Company’s Tennessee Medicare Advantage plan was selected by CMS for a RADV Audit of
the 2006 risk ad)ustment data used to determine 2007 premium rates. In late 2009, the Company’s Tennessee plan
received from CMS the RADV Audit member sample; which CMS will use to calculate a payment error rate for
2007 Tennessee plan premiums. In February 2010, the Company responded to the RADV Audit request by
retrieving and submitting medical records supporting member sample diagnoses codes and risk:scores and,; where -
appropriate, provider attestations. CMS has not indicated a schedule for processmg or otherw15e respondmg to the
Company’s submissions: : : ; ;

In December 2010, CMS published for public comment its proposed methodology for payment adjustments
determined as a result of its various RADV Audits; including its methods for sampling, payment error calculation,
and extrapolation of the error rate across the relevant plan population. Numerous comments challenging CMS’s
methodologles were submitted to CMS by participants in the Medicare Advantage program, including the Company,
in January 2011. It is unclear when and how:CMS will respond to these comments and what form the RADV Audit
methodologies, including extrapolation and payment error calculations, will ultimately take. Because of the -
uncertainty, the Company is currently unable to reasonably estimate the probability of CMS’s assertion of a claim
for recoupment of overpaid Tennessee plan 2007 premiums or the amount of loss, or range of potential losses,
associated with the pending RADV Audit of the Tennessee plan. Accordingly, the Company has not made an
accrual related thereto. i iy s

(21) Concentrations of Business and Credit Risks

The Company’s primary lines of business, operatmg Medlcare health maintenance orgamzatrons (mcludmg
prescrlpnon drug beneﬁts) and a stand-alone prescnptlon drug plan are srgmﬁcantly 1mpacted by healthcare cost
trends. a ; .

The healthcare industry is impacted by health trends as well as being significantly 1rnpacted by government
regulations. Changes in govemment regulatlons may s1gn1ﬁcantly affect medlcal clarms costs and the Company’s
performance.

Over 99% of the Company’s premium revenue in each of 2010 and 2009 was derived from 2 limited number of
contracts with CMS, which are renewable annually and are terminable by CMS in the event of material breach or a
violation of relevant laws or regulations. In addition, substantially all of the Company’s membership in its stand-
alone PDPs results from automatic enrollment by CMS of members in CMS regions where the Company s Part D
premium | brd 1s/below the relevant benchmark If future Part D premium bids are not below the benchmark or the
Company vrolates relevant laws, regulations or prograrn requrrements relating to Part D, CcMS may not assign
additional PDP members to the Company and may reassign PDP members prevrously assigned to the Company.
Begmnmg in 2011, PDPs may also waive de minimis premium amounts bid in excess of the low income benchmark
n order to avoid the rea351gnment of members

Financial instruments that potentrally subject the Company to concentratrons of credit risk consist pnmanly of
investment securities, derivatives and receivables generated in the ordmary course of business. Investment securities
are managed by professional investment managers within guidelines established by the Cornpany 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, 2010.
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(22) Fair Value of Flnanclal Instruments

‘The: Company s 2010 and 2009 consohdated balance sheets include the: followmg ﬁnancral instruments:.cash
and cash equivalents, accounts receivable, investment securities, restricted investments, accounts payable, medical
claims liabilities, interest rate swap agreements, funds held (or due) for CMS for the benefit of members, and long-
term debt: The carrying amounts of accounts receivable, funds held (or due) for 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 Company’s
long-term debt (including the current portion) was $615.3 million and $220.7 million at December 31, 2010 and
2009, respectively, and consisted solely of non-tradable bank debt. The Company obtains the fair value of its debt
froma thlrd party that uses market observatlons to determine fair value

Cashand cash equlvalents consist of such items as certrﬁcates of deposit, money market funds, and certain U.S.
Government securities with an original'maturity of three months or less. The original cost of these assets
approximates fair value due to their short-term:maturity: In February 2010; the Company termmated its interest rate
swap agreements in connection with the termination of the related credit agreement. See Note 13 — “Debt” and
Note 16 == “Derivatives” The fair value of the Company’s interest rate swaps'at'December 31, 2009 reflected a
current liability of approximately $2.1 million in the accompanying consolidated balance sheet. The fair value of
investment securities is determined by pricing models developed using market data provided by a third party vendor,
The fair value of the Company’s restricted mvestments was $29.3 million and $16.6 million at December 3L 2010
and 2009, respectively (See Note 7). :

The following are the levels of the fair value hierarchy and a brief description of the type of valuation
mformatron (“rnputs”) that quahﬁes a financial asset for each level

Levellngut Voan ws : e Input Defimtlon

Levell Inputs are unadjusted quoted prices for identical assets or liabilities in active markets at the
measurement date

Levelll .. L Inputs other than quoted pnces mcluded in LeveLIthat are observable for the asset or habrhty

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
i) " in pricing the asset or liability at the measurement date.

When quoted prices in active markets for 1dent1ca1 debt securities are available, the Company uses these quoted
narket price o determine the fair value of debt securmes and classifies these assets as Level L. In other cases where
a quoted mar 5r1ee for identical debt secuntles ,an active market is either not avarlable or not observable, the
Company obtains the fair value from a third party vendor that bases the fair value on quoted market prices of
1dent1cal or similar securities or uses pricing models, such as matrix pricing, to determine fair value. These debt
securities would then be classified as Level II. In the event quoted market prices 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 classrﬁed in Level I1I even though there could be
some srgmﬁcant inputs that may be readlly available.
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There were no transfers to or from Levels 1 and II durmg the year ended December 31, 2010. The following
tables summarize fair value measurements by level at December 31,2010 and 2009 for assets and liabilities
measured at fair value on a recurring basis: R R

o . : December 31, 2010
(in thousands) Levell " Level2 Level 3 Total
Assets ‘ e
Cash and cash-equivalents........... e SRR 2 $.191.459 - § — § g 191,459
Investments: available for sale securities: - Ve
Government Obligations ............c..... S e i VS -§ 21,9438 -6, 355 $ — - §28,298
AgenCy ObligatioNS ... oveili i it e e . — 33,538 — 133538
Corporate debt SECUTTEIES 1...vueseve et en e — 197,094 —= 197,094
Mortgage-backed securities (Residential) ............ e e — 155,202 — 155 202
Mortgage-backed securities (Commercial)..........coouiovivivivoinns —_ 6,300 S 6,300
Collateralized mortgage obhga’uons e e o 2,252 a5
Other structured securities.................... U E TR o : — 12,076 — 12,076
Municipal securities.........c.c.......... e et e RN — 116,447 — 116,447
3219438 529264 % — -3 551207
: , i ' December 31,2009
(in thousands) Bt - o Level 1 Level2  Level 3 Total
Assets i il e S Tas
Cash and cash eqUIVALENTS ................oocoeeovveiiirreooseisosoieoo $ 439423 § g °$-439423
Investment securities: available for sale ............c..ccoo.oiieioire: $ — ~$22457°§ 0§ 22457
Liabilities - ‘ : . el
Derivative — interest rate SWADS ..oty se oo $ —$ 2066 % ' 2066

(23) Quarterly Financial Information (unaudited)
Quarterly financial results may not be comparable as a result of many variables; including non recumng 1tems

and changes in estimates for medlcal claims liabilities, risk adjustment payments from CMS, and certain amounts
related to the Part D program

Selected unaudited‘quarterly financial data in 2010 and 2009 is as follows (in thousands, except per shefe data):

For the Three Month Period Ended
March 31,  June 30, September 30, © December 31,

SR AT 2010 2010 2010 - 2010(1)
TOtal FEVENUES ©..viiiiiiireisiei i eee s i $760,442 768,479 ' 725,222 881,566
Income before iNCOME taxes .......iiiveeeerereeseeninnn, 53,635 87,566 85,072 82,947
Net INCOME. oo e, 33,801 55,775 53,780 50,867
Income per share — basiC...........ciiveeieeeecrine. $ 0.59 0.98 0.95 0.89
Income per share — diluted..............cccoveeururennn. 5 0.59 0.98 0.95 0.88

For the Three Month Period Ended
March 31,  June 30, September 30, December 31,

(dollars in thousands, except per share data) 2009 2009 2009 2009

Total TeVeNUES \.. i e $ 646,115 682,543 659,780 677,607
Income before inCOMe taxes.......ooveeeeeveeveveeenann. 32,460 50,222 62,907 64,348
NEt ICOME. ..o 20,612 31,891 42,314 38,778
Income per share — basic..........ocoeevevivcccaen § 0.38 0.59 0.78 0.68
Income per share — diluted.............occcovvveerennnn, $ 0.38 0.58 0.77 0.68

(1) Results for the quarter ended December 31, 2010 include one month’s contribution from the operations of Bravo
Health, which was acquired by the Company on November 30, 2010.
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(PARENT ONLY)
: BALANCE SHEETS
December 31,2010 and 2009
(in thousands)

2010 2009
; Assets:
Current assets:
Cash:and cash equivalents.............oe....ii et i anesennneens rerenaens eseesennnennenanns $ 46,1398 ...72,110
Prepaid expenses and other CUITENE ASSELS vvverrvereerersesseseessssesssssssssnssssiessansiness 2,183 2215
~Total CUITENE @SSELS .iviiivviierieeeiiensediiiiseabiioneeiirnsssnsesnnassasasas ererereerenesaesan 48322 . -T74.325
Investment in SUbSIAIATIES. ...iiviiiivierierresirerreres e ceerem s s eaesre et s nnes eeereaeaereas 1,652,217 1,066,124
Property and equipment, net.. 16,963 13,055
Intangible assets, net.............. —_— 227
Deferred financing fee.......... . U SRS I 24,837 25,190
Deferred tax assetS....o....ooniin: ; . 7,628 - 8,874
Due:from subsidiaries........ eeenenn ; 43.726: 25437
STTOTAL ASSEES ..eeveirereiieivnieieiveeensesneeeesueeonessesreesressnsen s et s s s ks s b aenssea s e st snnensess .o 31793693 -8 1,193,032
G Llablhtles and Stockholders’ Equity
Current liabilities:
Accounts payable, accrued expenses and Other. ... $ 31,018 $ 22,960
Current portion of lIong-term debt........’L......’,., ............................................... 61,226 43,069
Deferred tax Habilities ......o..vvorrevreeenn. eerreareatnanneenns e eteerteerrererraeeaeanaenaes o m2.240 1.847
Total CUITENE LHADIITIES +..vvveeeee ieeereialiaesiiaeieessserrnnresensasssnsessessssssnesesssssssssnannes ; 94,484 67,876
Long-term debt, less current portion........vcuevsniennineneneeenenes et 565,649 193,904
Other 1ong-term HabIHLIES . ...eveveverereeerecriciseiee st 1,429 1,796
: Total liabilities ........ didaine e e neanapeesrensis oot e sasss s s annass e 661,562 263.576
Stockholders™ equity:
COMIMON SEOCK e eeteeneeeeeetretestresteereerressesaeaneonaesseeseseressbes s sansaes s s s nssananssssnsEins 619 608
Additional paid in CapItal..............ccoivisisririiniiniinneas rerereeentanetaiens 569,024 548,481
" Retained SaIniNgS ...ovoeeurerenernsisesssiinsesssssassereiassssesssansenesas 622,988 428,765
Accumulated other comprehenswe 1ncome (loss) net... 1,495 (1,044)
“Treasury StOCK... .o i . C(61.995) - (47.354)
Total StoCKhOIAETS” EQUILY ...v.evvrrerecererierecisisiiinisesse s ss s sb s senseas 1132131 1929.456
Total liabilities and stockholders’ equity ........... [P RS RTO $ 1,793.693 ~§ 1,193.032
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SCHEDULE 1 — CONDENSED FINANCIAL.INFORMATION OF HEALTHSPRIN G, INC.
(PARENT ONLY)
CONDENSED STATEMENTS OF INCOME
' (in thousands)

Year ended Year ended Year ended

it e j aX ‘ December 31, December 31, December 31,
S 2010 2009 2608
Revenue: '
Management fees from affiliate ... oo iesisesnns $ 385 % 744 $ —
INVESTMENT INCOMIC. ...l ee s : 70 ’ 64 485
TOtAl TEVENUE ...t i S 455 808 o 485 -
Operating expenses: s
Salaries and DenefitS ..........ovvvui i oo eeeereerana .. 19,519 19,249 . .+ -..20,200
- AdmINIStrative EXPENSES ...vueueeei i e oo eranenenes 16,816 +.-9,455 12,790
‘Depreciation and amortization ... oo . e eeeess e e C e 5,714 5;298 4018
INEErest EXPENSE ittt e eaes 20942 - 15.614 19,118
Total operating expenses........; it ene e anes 62,991 49.616 56,126
Loss before equity in subsidiaries’ earnings and income i :
BAXES et e saene _ (62,536) ... 1(48,808) (55,641)
Equity in subsidiaries’ €arnings..........oecuevvvvicviveersreceeeerereeersesenns 233.893 161,215 - 153,522
Income before inCome taXes ...iiiiiuneeueeeesreeeeeersrersseresesensns 171,357+ 112,407 97,881
Income tax benefit..........ooucuiciiicieinee e s 22.866 . 21,188 21,071
NEt iNCOME.....0oueceriereee e es s eeees $ 194223 § 133595 § 118,952
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SCHEDULE I — CONDENSED FINANCIAL INFORMATION OF HEALTHSPRING, INC. - -
(PARENT ONLY)
CONDENSED STATEMENTS OF CASH FLOWS
(in thousands)

Year ended Year ended Year ended
December 31, December 31, December 31,

2010 2009 2008
Cash flows from operating actlvmes e
NEE INCOME ..ot iiiniievreenrsteenieisesireteneatsseneseiaoresenasisisssessansnsnaes $ 194,223 % 133,595+ % 118,952
Adjustments to reconcile net income to net cash provided by
operating activities: : ;
Depreciation and amOTtiZation ... ........coooiserirscecmsssnssissisens: : 5,714 , 5298 - 4,018
Equity in subsidiaries’ €arnings ...c.c.ocooeeeeeevernsioencnesnenccs . (233,893) (161;215) - (153,522)
Distributions and advances from subsidiaries, net...........c.... B 94,376 2 116,3560 0 83,453
Share-based COMPENSALION ... ..ottt iisrireruinersansrrnssesnsassesniseseseses 23,954 4,001 003,860
DEfErTed TAXES /1. i eeercrnsensersessioanashesmanssinssnmsseessenesvasasassninsas - 1,639 (2,123) 0 (1,051)
Amortization of deferred financing cost ... il i 2,251 2,360 2,442
" Write-off of deferred financing fee..i.....c.cccovisivviiirnariinennnnns _ 5,079 — —
Decrease (increase) due to change in:: v !
Prepald expenses and other current assets........ocvivneiinenns (120) o 0(848) (726)
Accounts payable, accrued expenses, and other current , , S
B FE 1LV R TN TO SN AU 40 SO0 0 ST SOOI SORPROROO 7,380 12,325 1,408
Other long-term Habilities. ... ..ccocivviieeienioieviineninieerecees 766 (2.412) 1.796
Net cash provided by operating activities .........ccoeeerese 81.369 107.337 60.630
Cash flows from investing activities:
Purchase of property . and equipment........coeevieimeienierennicnenenne (7,206) (12,701) (948)
Acquisitions, net.of cash. acquired .........cccovvineeniinnnnnnnnns (461.717) — —
Net cash used in investing activities .........ocveerecrinccnnans (468.923) (12.701) (948)
Cash flows from financing activities:
Proceeds from issuance 0f debt ......ovevvieeeieerecreeneereesenenenevenes 680,000 ~ — —
Payments 0N debt.....ociiiiiiiii e (290,097) (31,040) (28,237)
Deferred financing COSES ....vervumnininmirrinrimmseisesesssrgasssessessens (26,825) — —
Purchase of treasury SI0CK ......ccouiiiviismnesirenniincininnrscsncnne (14;304) — 47,.217)
Proceeds from stock options eXercised........ovvoerersinseeiienennans 12,131 13 1,012
Excess tax benefit from stock option exercised........cooouverecenee 678 18 84
Net cash provided by (used in) financing activities...... 361,583 (31.009) (74.358)
Net (decrease) increase in cash and cash equivalents ... (25,971) 63,627 (14,676)
Cash and cash equivalents at beginning of year ......... rerseeserssenrens 72,110 8.483 23,159
Cash and cash equlvalents atend of Year ...cc.covernivisseinnsneeninns $ 46,139 § 72,110 -°$ 8483
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Item 9. Changes in and Dieagfeemé;l’fa with Accountants on Accounting and Financial Disclosure
None.

Item 9A. Controls and Procedures

Management s Evaluatwn of Dzsclosure Controls and Procedures

Our management carried out an evaluanon reqmred 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 Rules 13a-15(e) and 15d-15(e) under the Exchange Act (“Dlsclosure Controls”). Based on the evaluation,
our management, including our CEO and CFO, concluded that, as of December 31, 2010, our Disclosure Controls
were effective.

Management’s Report on Internal Control Over Financial 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 extermal purposes-in accordance with generally accepted:
accounting principles. The Company’s internal control over financial reporting included those policies and
procedures that

6)] pertam 1o the mamtenance of records that ‘in reasonable detail; accurately and falrly 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

(iif) provide reasonable assurance regarding prevention or timely detection of unauthorized acquisition(s), 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.

The Company acquired Bravo Health, Inc. on November 30, 2010. Management excluded from its assessment of
the effectiveness of the Company’s internal control over financial reporting as of December 31, 2010, Bravo i
Health’s internal control over financial reporting associated with total assets of $806.1 million and total revenues of
$144.6 million included in the consolidated financial statements of HealthSpring; Inc. and subsidiaries as of and for
the year ended December 31, 2010.

The Company s.independent. reglstered public accounting firm, KPMG LLP, has issued an attestation report on
the Company’s internal control over financial reporting, which is set forth on page 69 of this report.

Changes in Internal Control Over Financial Reporting

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, 2010 that has materially affected, or is reasonably
likely to materially affect, our lnternal control over financial reporting.

Item9B. Other Information

None.
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 PART HI
Item 10.  Directors, Executive Officers and Corporate Governance

Except as noted below, information required by this Item 10 will appear in; and is hereby-incorporated by
reference from, the information under the headings “Proposal 1 — Election of Directors,” “Section 16(a) Beneficial
Ownership Reporting Compliance,” “Corporate Governance — Code of Business Conduct and Ethics,” and
“Corporate Governance — Board Commlttee Composition” in our definitive proxy statement for the 2011 annual
meetmg of stockholders : ‘ ’

Pursuant to General Instructlon G(3), information concerning executive ofﬁcers of the Cornpany is 1ncluded in
Item'1" of this report under the captlon “Executlve Officers of the Company

Item 11. - Executive Compensatlon

The information required by this Item 11 will-appear:in; and is hereby incorporated by reference from, the:
information under the headings “Executive Compensation,” “Director Compensation,” and “Corporate Governance
— Compensation Committee Interlocks and Insider Participation” in our definitive proxy statement for the 2011
annual meetmg of stockholders B S

Item 12. Securlty Ownershlp of Certain Beneficial Owners and Management and Related Stockholder
Matters

.Certain of the information required by this Item 12 will appear in, and is hereby incorporated by reference from
the information under the heading “Security Ownership of Certain Beneficial Owners and Management” in our
definitive proxy statement for the 2011 annual meeting of stockholders.

Securities’Authorized for Issuance Under Equity Compensation Plans

The following table provides:certain information as of December 31,2010 with respect to.our equity
compensation plans:

©)
Number of
(@) securities
Number of remaining for
"“'securities to:be (b) ] future issuance
~-issued upon ~Weighted-average under equity
exercise  of exercise price of compensation
Outstanding Outstanding plans (excluding
options, warrants: options, Warrants - - securities reflected
and rights and rights in column(a))
Equity compensation plans approved by: security holders:i....... 3,540,262 $ 0000 18107 4,892 263(1)’
Equity compensation plans not approved by, secunty ‘holders... e e i
TOtal vt siieieneivesshseesessessasenss o idees e veih deni e b b gee it e e end 3,540,262 ...% 18.07 4,892, 263

(1) Reflects shares of common stock available for issuance under our Amended and Restated 2006 Equity Incentive
Plan and our Amended and Restated 2008 Management Stock Purchase Plan, the only equity compensation
plans approved by our stockholders under which we continue to grant awards.

Item 13.  Certain Relationships and Related Transactions and Director Independence

The information required by this Item 13 will appeér in, and is hereby incorporated by reference from, the
information under the headings “Certain Relationships and Related Transactions” and “Corporate Governance —
Board Independence and Operations” in our definitive proxy statement for the 2011 annual meeting of stockholders.

Item 14.  Principal Accountant Fees and Services

The information required by this Item 14 will appear in, and is hereby incorporated by reference from, the
information under the heading “Fees Billed to the Company by KPMG LLP During 2010 and 2009 in our
definitive proxy statement for the 2011 annual meeting of stockholders.
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PART TV

Item 15,/ Exhibits and Financial Statement Schedules -
(a) Financial Statements and Fmanclal Statement Schedules

(1) All financial statements filed as part of thls report are hsted in the Index to Financial Statements on page 68
of this report.

(2)-All financial statement schedules requlred to-be filed as part of this report are listed in the Index to Financial -
Statements on'page 68 of this report:

(3) Exhibits — See the Index to Exhibits at end of this report, which is incorporated herein by reference.
(b) Exhibits

See the Index to Exhibits a_t/end of this report, which is incorporeted herein by reference.

(¢) Financial Statements"

We are ﬁhng as part of this report the ﬁnanc1al schedule listed on the index immediately preceding the financial
statements in Item 8 of this report. N

113



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, 2011 By:/s/ Karey L. Witty
Karey L. Witty
.Executive Vice President and Chief Financial Officer
(Principal Finaneial and: Accounting 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, 2011
Herbert A. Fritch Executive Officer (Principal Executive Officer)
[s/ Karey L. Witty . Executive Vice President and Chief Financial February 25, 2011
Karey L. Witty " : ~ Officer (Principal Financial and Accounting

' Officer) S
/s/ John T. Fox Director February 25,2011
John T. Fox
[s/ Jeffrey M. Folick Director February 25, 2011
Jeffrey M: Folick
/s/ Bruce M. Fried Director February 25,2011
Bruce M. Fried
/s/ Robert Z: Hensley Director February 25,2011
Robert Z. Hensley :
/s/ Benjamin Leon, Jr. Director February 25,2011
Benjamin Leon, Jr:
/s/ Sharad Mansukani . Director February 25, 2011
Sharad Mansukani ' '
/s/ Russell K. Maverfeld Director February 25,2011

Russell K. Mayerfeld

/s/ Joseph P. Nolan Director February 25,2011
Joseph P. Nolan
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INDEX TO EXHIBITS

Description

Exhibits

2.1 Amended -and Restated Agreement and Plan of Merger; dated as of November 30,2010, by and

¢ w200 among HealthSpring; Inc.; BHI Acquisition Corporation, Bravo Health, Inc:, and:Shareholder
Representative Services, LLC* ¢y ’ ,

2.2 Stock Purchase Agreement, dated as of August 9,2007, by and among Leon Medrcal Centers
Health Plans, Inc., the stockholders of Leon Medlcal Centers Health Plans, Inc., as sellers,
NewQuest, LLC as buyer, and HealthSprmg, Inc.® (2) L

3.1 Form of Amended and Restated Certificate of Incorporatron of HealthSprmg, Inc:(3)

3.2 Form of Second Amended and Restated Bylaws of HealthSpring, Inc. 3)

4.1 Reference is made to Exhibits 3.1 and 3.2

4.2 Specimen of Common Stock Certificate (3)

4.3 Registration Rights Agreement, dated as of October: 1, 2007, by and between HealthSprmg, Inc and
the former stockholders of Leon Medical Centers Health Plans; Inc. (4)"

44 Registration Agreement, dated as of March 1, 2005, by and among HealthSpring, Inc., GTCR Fund
. VIL L.P., GTCR Fund VIII/B, L.P., GTCR Co-Invest II, L.P., and each of the other stockholders of
HealthSprmg, Inc. whose name appear on the schedules thereto or on the 51gnature pages or joinders
to the Registration Rights Agreement (3) : T Y
10:1: Form of HealthSpring, Inc. Amended and Restated Restricted Stock Purchase Agreement**(3)
10.2 HealthSpring, Inc. 2005 Stock Option Plan** (3)
103 ' Form of Non—Queliﬁed Stock Option Agreement (Option:PIan)** 3)
104 HealthSpring, Inc. 2006 Amended and Restated Equity Incentive Plan** (5)
10.5 Form of Non- Qualiﬁed Stock Option Agreement (Equity Incentive Plan)** (6)
10.6 Form of Restricted Stock Award Agreement (Ofﬁcers -and Employees) (Equity Incentive :
: Plan)** (6) :
10.7 Form of Performance Restrlcted Stock Award Agreement (Officers and Employees) (Equrty
Incentive Plan)**
10.8 Form of Performance Stock Optlon Award Agreement (Ofﬁcers and Employees) (Equlty Incentive
' Plan)** S , o ,
109 Form of Restrrcted Stock Award Agreement (Directors) (Equlty Incentrve Plan)** 6) .
10.10 HealthSpring, Inc: Amended and Restated 2008 Management Stock Purchase Plan**(7)
10.11 Form of Restrlcted Stock Award Agreement (Management Stock Purchase Plan)**(7)
10.12 Non—Ernployee Drrector Compensation Pohcy** 8
10.13 Form of Executrve Severance and Noncompetition Agreement** (9)
10.14 HealthSpring, Inc. Executive Officer Cash Bonus Plan** (10)
10.15 Form of Indemnification Agreement** (3)
10.16 Medical Services Agreement, dated as of October 1, 2007, by and between Leon Medical Centers,

Inc.’and Leon Medical Centers Health Plans, Inc. (4)
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Exhibits _~  Description HE :
10.17 ‘Amendment and Restatement Agreement, dated as of October 22, 2010, by and among
HealthSpring, Inc., as borrower, certain subsidiaries of HealthSpring, Inc:, as guarantors, the lenders
- party thereto, JPMorgan Chase Bank, N.A., as syndication agent, and Bank of America, N.A., as
- administrative agent, including the Restated Credit Agreement attached as Exhibit A thereto (11)

10.18 Form of CMS Coordinated Care Plan Agreement
10.19  Form of CMS Stand-Alone Part D Plan Agreement

10.20 Amended and Restated IPA Services Agreemenf,'dated as'of March 1,2003; by and between Texas
HealthSpring, LLC and Renaissance Physician Organization, as amended (3). -

10.21 Full-Service Management Agreement, dated as of April 16, 2001, by and between GulfQuest, L.P.
and Renaissance Physician Organization, as amended (3)

211 Subsidiaries of the Registrant
23.1 Consent of KPMG LLP /
24.1 | Power ko‘f attbmey (inchlded onthe signaturepage‘) o :
311 Certification of Chief Executive Officer pursuant to Section 302 of Sarbanes-Oxley Act of 2002
312 Ceification of Chief Financial Officer pursuant to Section 302 of Sarbanes-Oxley Act of 2002
B 32.1 o “’C"ertiﬁcation of Chief ;E’xecuti’\’/’e”&)fﬁcer pursuant to Sectibﬂi'ébé'bf Sarbéné§40X1ey Act of 2002
320 Cettification of Chief Financial Officer pursuant to Section 906 of Sarbanes-Oxley Act 0f 2002

*  Schedules and exhibits omitted pursuant to Item 601(b)(2) of Regulation S-K. The Company agrees to furnish a
supplemental copy of any omitted schedule to the Securities and Exchange Commission upon request.

** Indicates management contract or compensatory plan, contract, or arrangement
(1) Previously filed as.an Exhibit to the Company’s Current Report on Form 8-K, filed December 2, 2010. -
(2) Previously filed as an Exhibit to the Company’s Current Report on Form 8-K, filed August 14, 2007.

(3) ‘Previously filed as an Exhibit to the Company’s Régistration Statement on Forrn S-1 (File No. 333-128939),
filed October 11, 2005, as amended.

“4) PrevioﬁSIy filed as an Exhibit to the Compayny’s:Current Repdrf on Form 8-K; filed October 4,:2007.

(5) Previously filed as Annex A to the Company’s Definitive Proxy Statement for its Annual Meeting of
Stockholders held on May 27,2010. . :

(6) Previously filed as an Exhibit to the Company’s Current Report on Form 8-K, filed June 1, 2010.

(7) Previously filed as an Exhibit to the Company’s Annual Report on Form 10-K_ filed February 25, 2009.

(8) Previously filed as an Exhibit to the Company’s Quarterly Report on Form 10-Q; filed July 30, 2010.

(9) Previously filed as an Exhibit to the Company’s Current Report on Form 8-K, filed December 14, 2009.

(10) Previously filed as an Exhibit to the Company’s Current Report on Form 8-K, filed March 18, 2010.

(11) Previously filed as an Exhibit to the Company’s Current Repf)'rt on Form 8-K, filed October 28, 2010.

116



SUBSIDIARIES OF THE REGISTRANT . ¢

Legal Name

HealthSpring of Florida, Inc. d/b/a Leon Medlcal Centers Health Plans

No.

1 NewQuest, LLC

2 HealthSpring USA, LLC

3 ... HealthSpring Management; Inc.

4 HealthSpring of Tennessee, Inc.. -

5 HealthSpring Employer Serv1ces Inc

6 Tennessee Quest, LLC

7 HealthSpring Life &,Health Insurance Company, Inc
8 'HealthSpring Management of America, LLC
9 NewQuest Management of Florida, LLC~
10 NewQuest Management of Illinois, LLC

11 NewQuest Management of Alabama, LLC
12 HealthSpring of Alabama; Inc ‘

13 ~TFexQuest; L.L.C. A

147 HouQuest; L.L.C: £ 28

15 22+ HealthSpring Pharmacy Serv1ces LLC

16 HealthSpring Pharmacy of Tennessee; LLC :
17 GulfQuest, L.P.

18

19 Bravo Health, Inc.

20 Bravo Health Mid-Atlantic, Inc.

21 Bravo Health Pennsylvania, Inc.

22 Bravo Health Texas, Inc.

23 Bravo Health Insurance Company, Inc.

24 Managed Care Services; LLC

25 Bravo Health California, Inc.

26

NewQuest Management of West Virginia, LLC

Exhibit 21.1

State of Formation
Texas

Tennessee
Tennessee
Tennessee
Tennessee
Tennessee

Texas.

Delaware

“'Florida

Ilinois
Alabama
Alabama
Delaware’
Delaware
Delaware
Delaware
Texas
Florida
Delaware
Maryland
Pennsylvania
Texas
Delaware
Delaware
Delaware
Delaware



Exhibit 23.1
Consent of Independent Registered Public Accounting Firm

The Board of Directors
HealthSpring, Inc.:

We consent to the incorporation by reference in the registration statements (No. 333-167235, No.333-151163 and
No. 333-131654) on Forms S-8 of HealthSpring, Inc. of our reports dated February 25,2011, with réspect to the
consolidated balance sheets of HealthSpring, Inc. and subsidiaries, as of December 31, 2010 and 2009, and the
related consolidated statements of income, stockholders” equity and comprehensive income, and cash flows in each
of the years in the three-year period ended December 31, 2010, the related financial statement schedule, and the
effectiveness of internal control over financial reporting as of December 31, 2010, which reports appear in the
December 31, 2010 annual report on Form 10-K of HealthSpring, Inc. \ : s

Our report dated February 25, 2011 on the effectiveness of internal control over financial reporting of HealthSpring,
Inc. contains an explanatory paragraph that states that HealthSpring, Inc. acquired Bravo Health, Inc. (Bravo) on
November 30, 2010. Management excluded Bravo’s internal control over financial reporting from its assessment of
HealthSpring, Inc.’s internal control over financial reporting as of December 31, 2010. Our audit report on internal
control over financial reporting of HealthSpring, Inc. also excluded an evaluation of internal control over financial
reporting of Bravo.

/s/ KPMG LLP

Nashville, Tennessee
February 25,2011



Exhibit 31.1
SECTION 302 CERTIFICATION:BY:CHIEF EXECUTIVE OFFICER
I, Herbert A. Fritch, Chief Executive Officer of HealthSpring, Inc.; certify that;
1. Thave reviewed this Annual 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 whlch 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; :

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 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 supervnslon 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; Gt

(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 thisreport 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 reglstrant s internal control
over ﬁnan(:lal reportmg, and ;

5. The reglstrant’s other certifying officer and I have dlsclosed 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, 2011

/s/ Herbert A. Fritch
Herbert A. Fritch
Chief Executive Officer




Exhibit 31.2

" SECTION 302 CERTIFICATION BY CHIEF FINANCIAL OFFICER

I, Karey L. Witty, Chief Financial Officer of HealthSpring, Inc., certify that: =

1.

2.

I have reviewed this Annual Report on Form 10-K of HealthSpring, Inc.;

Based on my kriowledge, this repdrt 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; - : s S

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; - ‘ i

The registrant’s other certifying officerand I are responsible for establishing and ‘Maintaining disclosure controls
and procedures (as defined in Exchange Act Rules 13a-15(e) and 15d-15(¢)) 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; - : ' : . d

-(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 ; ‘ e

(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 SR iy

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 EE

(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: T

February 25, 2011

/s/ Karey L. Witty
Karey L. Witty
Chief Financial Officer




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 31,2010
(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, 2011




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 HealthSpriné, Inc. on Form 10-K for the period ending December 31,2010
(the “Report”), I, Karey L. Witty, 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 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 condltlon and results
of operations of the. Company. :

s/ Karey L. Witty
Karey L. Witty

Chief Financial Officer
February 25,2011




