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PART I

This Annual Report on Form 10-K contains forward-looking statements within the meaning of Section 21E of the Securities Exchange
Act of 1934. Such forward-looking statements include, among others, those statements including the words “expects,” “anticipates,”
“intends,” “believes,” “may,” “will,” “should,” “continue” and similar language or the negative of such terms or other comparable
terminology. Although we believe that the expectations reflected in the forward-looking statements are reasonable, HealthStream’s actual
results may differ significantly from those projected in the forward-looking statements. Factors that- might cause or contribute to such
differences include, but are not limited to; those discussed in the section “Risk Factors” in Item 1A of this Annual Report on Form 10-K
and elsewhere in this document. In addition, factors that we are not currently aware of could harm our future operating results. You
should carefully review the risks described in other documents HealthStream files from time to time with the Securities and Exchange
Commission. You are cautioned not to place undue reliance on forward-looking statements, which speak only as of the date of this
Annual Report on Form 10-K. HealthStream undertakes no obligation to publicly release any revisions to the forward- lookmg statements
or reflect events or circumstances after the date of this document.

Item 1. Business

OVERVIEW AND HISTORY '

HealthStream, Inc. (HealthStream or the Company) provides Internet-based learning, talent management, and research solutions for
healthcare organizations—all designed to assess and develop the people that deliver patient ‘care which, in turn, supports the
improvement of business and clinical outcomes. Our learning and talent management products are used by healthcare organizations to
meet a broad range of their training, certification, competency assessment, performance appraisal, and development needs, while our
research products provide our customers information about patients’ experiences, workforce engagenient, physician relations, and
community perceptions of their services. HealthStream’s customers include healthcare organizations, pharmaceutical and medical
device companies, and other participants in the healthcare industry. Our customer base includes approximately 3,000 healthcare
organizations (predominately acute-care facilities) throughout all 50 states.

Our core learning and talent management product is the HealthStream Learning Center™ (HLC), which is delivered on our
proprietary platform provided via a software-as-a-service (SaaS) model on the Internet. At December 31, 2012, HealthStream had
approximately 3.1 million contracted, pnmarlly hospital-based subscribers to the HLC, which include 2.94 million subscribers already
implemented and 162,000 subscribers in the process of implementation. We deliver educational activities and training courseware to
our customers through the HLC, while we deliver competency management and performance appraisal tools through the
HealthStream Competency Center and HealthiStream Performance Center, respectively, on our SaaS-based platform. Our research
products and service offerings includé quality and satisfaction surveys, data analyses of survey results, and other research-based
measurement tools focused on patients, ‘physicians, employeés, and members of the community. Our « core research product is the
Patient Insights™ survey, which accounted for approx1mate1y 78 percent of our research product business, based on revenue, during
2012.

As we place greater emphasis on offering our customers new and innovative ways of assessing and developing their workforces,
simulation is becoming a growing part of our product portfolio. In June 2010, we announced a collaborative arrangement with Laerdal
Medical A/S (Laerdal Medrcal) a leader in healthicare simulation, to provide a suite of products for distributing training simulations
and scenarios directly over the Internet and managmg simulafion centers worldwide.’ SlmStore which allows simulation customers
to sample, license, and download scenarlos dlrectly to simulators over the Internet, was’ launched in the first quarter of 2011.
SimManager, an application for managing simulation centers, shares the same platform with our HLC, and was launched in early
2012. We have a long~term relationship with Laerdal Medical and have been a distributor of its HeartCode™ product line for the last
seven years. HeartCode™ uses task based manikins that assist healthcare professionals in studying, training, and testing for what is
commonly known as cardiopulmonary resuscitation (CPR) certification.

Headquartered in Nashville, Tennessee, the Company was incorporated in 1990 and began providing its Internet-based solutions in
1999 and its survey and research solutions in 2005. Including additional officés in Laurel, Maryland, Bréntwood, Tennessee, and
Austin, Texas, HealthStream had 496 full-time and 91 part-time employees as of December 31, 2012. HealthStream has evolved from
a company with an initial focus on technology-based training to a company providing:outcomes-focused learning, talent management,
and research solutions to the nation’s healthcare providers.

INDUSTRY BACKGROUND

According to the deputy director of theé National Health Statistics Group at the Centers for Medicare and Medicaid Services (CMS),
spending in the healthcare industry reached approximately $2.59 trillion in 2010, or 17.9% of the U.S. gross domestic product. Hospital
care expenditures accounted for approximately 31.4% of the $2.59 trillion mdustry According to the Bureau of Labor Statistics,
approximately 17.2 million professionals are employed in the healthcare segment of the domestic economy, with approximately
5.0 miltion employed in acute-care hospitals, our primary target market for our learning, talent management, and research products.'As of
December 31, 2012, approximately 3.1 million healthcare professionals were subscribers to our Internet-based HLC platform, which
include 2.94 mr]]lon subscribers already 1mplemented and 162 000 subscnbers in the process of implementation.

All of the 5.0 mrlhon hospital-based healthcare professionals -that work in the nation’s approximately 5,000 acute-care hospitals are
required by federal mandates and accrediting bodies to complete training in a number of areas. This training includes safety training



mandated by both the Occupational Safety and Health Administration {OSHA) and The Joint Commission (an independent, not-for-profit
organization that accredits and certifies healthcare organizations and programs in the United States), as well as tralmng on patlent
mformatlon conﬁdentwhty required under the Healthy Insurance Portablhty and Aocountablllty Act (HIPAA) S

Ini hospltals, stafﬁng issues and personnel shortages have also contnbuted to the. need for faclhty based workforce development as well as
additional .assessment and competency: based . training, For example, the American Hospital .Association’s (AFHA). report “Warkforce
2015: Strategy Trumps Shoxtage” (January 2010) estimates that the shortfall of physicians in 2020 will be approximately 109,000 and the
shortage of registered nurses in 2025 will be the equivalent of 260,000 full-time employees. ‘We- beheve that offermg training and
education for hospital personnel is increasingly bemg utilized as a retention and recryitment incentive. - S

Many healthcare professwnals use contmumg educatlon to keep abreast of the latest developments and meet hcensmg and cert1ﬁ,catlon
requirements. Continuing education is required for nurses, emergency. medlcal services personnel, first responder personnel, radaploglc
personnel, and physicians. Pharmaceutical and medical device companies, must also prqvide | thelr medical industry sales representatives
with training mandated for the healthcare industry and training for new products. Such companies also provide support and content for
education and training of audiences that use their products in healthcare organizations. ,

A large portion of the nation’s hospitals utilize research and survey tools to gain insight about patients’ experienges, to assess-workforce
competency and engagement, to determine the status of physwlan relations, and to measure the perceptlons about the hospltals in the
communities they serve. Industry-w1de interest is increasing in, research due in part, to the CAHPS® (Consumer Assessment of Healthcare
Providers and Systems) Hospital Survey launched by CMS in partnershlp w1th the Agency for Healthcare Research and Quality. (AHRQ)
Hospttals must submit data to CMS for certain required quality measures—which for inpatients includes the CAHPS® Hogpital Survey—
in order to receive the full market basket increase to their reimbursement payment rates from CMS. Hosp|tals that fall to submit this
survey data will incur a reduction’ of two percentagge points in the mpatlent market basket update amount for the followmg federal fiscal
year. We are de51gnated as a certified vendor for and offer CAHPS® Hospital Survey services,

The healthcare education industry is highly fragmented, varies signiﬁcantly in delivery methods (i.e., online products, live events, written
materials, and manikins for simulation-based training), and is composed of a wide variety of entities competing for customers, The sheer
volume of healthcare information. available to satisfy continuing education needs, rapid advances in medical developments, and the time
constraints that healthcare professwnals face make it difficult to quickly and efficiently access the connnumg edueatlon content most
relevant to an individual's practice or profession. Historically, healthcare professionals have received continuing edycation and training
through offline pubhcatlons, such as medical journals or by attending conferences and seminars. In additien, other healthcare workers and
pharmaceutlpal angd. med1ca1 device manufacturers’ s?,les and internal regulatory personnel usually fulfill their trammg from external
vendors or internal training departments. While these approaches satisfy, the ongoing education and training requirements, they are
typlcally costly and inconvenient, In addition, live courses are often limited in the breadth of, offerings and do not provide a method for,
tracking training completion. The results of these traditional methods, both from a business and comphance standpomt are difficult to
track and measure. While hosp1tals and health systems occasionally survey their patients, physicians, and employees using their own
internal resources, the practice is limited since they do not typically possess the valuable comparative benchmarking data that is available
from mdependent survey research vendors. .

Fmally, the hospltal industry continues to operate under intense pressure to reduce costs as a result of reductlons in govemment
relmbursement rates and increased focus on cost containment consistent with part1c1patlon of patlents in mapaged care programs. In
addition, hospltals as well as pharmaceutical and medical device companies, continue to expepence rising operatmg costs, coupled with
increased pressure to measure and report on the outcomes of the dollars spent on tralmng Our products and servjces are de51gt1ed to meet
these needs by reducmg healthcare organizations’ costs ‘of training while improving learning outcomes, enhancing reporting capablhtles,
and supporting customers’ business objectives. , .

HEALTHSTREAM'S SOLUTIONS

HealthStream’s products and services .are organized into two segments -- HealthStream Learning & Talent Management (formerly
referenced as HealthStream Leamning) ; and HealthStream Research -- that collectively help healthcare organizations meet their ongoing
trammg, educatlon, assessment, competency management, and compliance needs. We prov1de our learning, talent management, and
research solutlons foa wide range of customers within the healthcare 1ndustry

HealthStream Learning & Talent Management— Within HealthStream Learning & Talent Management, we bring training, assessment,
talent development, and talent management solutions together with administrative and management tools on .our platfarm through our:
HLC, HCC, and HPC. We also offer a more streamlined version of the HLC, HealthStream, ExpressTM along with HealthStream
Connect, a content dehvery platform that is de51gned for the singular purpose. of allowmg access to our extensive coqtent libraries. These
content libraries allow. HLC customers to. subscribe o a wide array of additional courseware.. Addltlonally, through our Hospital Direct.
capablhty—also on our, platfoml, medical device companies can offer online tralmng suppoxt for their products and sponsor contlnumg
education directly to. healthcare workers, . .

Our learning management system supports healthcare admnnstrators in eonﬁgunng trammg, to meet the precxse needs of various groups
of employees, modifying training materials, and documenting training complet1on As of December 31, 2012, 3.1 million healthcare
professionals had contracted subscriptions for our. Internet-based HLC services, which include 2.94 millian, subscribers already
implemented and: 162,000 subscribers in the process of implementation. Pricing for the HLC is subscription based, with fees based on



the number of subscribers, courseware provided, and other factors. We offer training, implementation, and account management services
to facilitate adoptlon of our products. Fees for trammg are based on the time and efforts of the personnel involved. Implementation fees
vary based on the size, scope, and complexity of the project. ‘Offered via a SaaS model, our Internet-based platform and our courseware
are hosted in a central data center that allows authorized subscribers Internet access to our services, thereby eliminating the need for
onsite local implementations of installed learning management products.

Other Applications on our Platform—In addition to the HLC, we offer an array of other applications on our platform, each serving a
unique function for hospitals and health systems. Each application on our platform is SaaS-based and has its own value proposition and
revenue stream.

e The Authoring Center is a platform extension that provides healthcare organizations the capability to create Internet-based
courses by moving their existing course material ‘online or self-authoring new material and electively sharing these materials
with our other customers through a courseware exchange. We also offer Authoring Pro, an upgraded product which includes a
licensed image library, as an additional subscnptlon to this product. Team Author, a collaborative authoring apphcatlon was
launched in 2012. Pricing for these products is subscription based, with fees based on the number of subscribers and level of
penetration of services within the customer organization.

e The HealthStream Competency Center™ (HCC) is our SaaS-based platform extension for competency management for
healthcare organizations, which provides customers tools to assess competency and appraise performance. Competency
assessment is a requirement of hospitals and healthcare organizations for maintaining accreditation based on requirements from
The Joint Commission to evaluate, document, and report performance competencies. We believe that the HCC offers an
effective means of determining which competencies are associated with each position and evaluating and 'documenting
competency assessments.

e The HealthStream Performance Center™ (HPC) is our SaaS-based platform extension for performance management for
healthcare organizations, which provides an automated, paperless performance appraisal process. The HPC was launch in March
of 2012. We believe the HPC offers an effective means of streamlining the performance appraisal process, which tends to
increase completion rates and consistency with all aspects of hospitals® workforce appraisal processes.

e  SimCenter®—which is a suite of applications—was announced in January 2011. We formed a collaborative arrangement,
named SimVentures, with Laerdal Medical in 2010 to offer products and serviges aimed at accelerating the global adoption of
simulation-based learning by healthcare providers with a focus on improving clinical competencies and patient outcomes. The
venture offers healthcare organizations and medical and nursing schools worldwide a range of fully integrated SaaS applications
that accelerate development and distribution of simulation content; enable enterprise-wide management of simulation centers,
simulators, and programs; and support assessment of the effectiveness of simulation training as part of complete cugricula.
SimStore®, one segment of our collaborative arrangement with Laerdal, began operations in the first quarter of 2011 and our
new simulation management platform, SimManager, was launched in early 2012. SimView, our new debriefing system for
simulation-based training, also was launched in early 2012.

e  The HealthStream Improvement Center™ is a SaaS-based platform extension related to our research offering. This extension is
an online system for hospital leaders to optimize and accelerate the execution of improvement plans, including those based on
results from our:patient, employee, physician, and community surveys. The Improvement Center, a licensed technology, is one
of'a number of solutions from HealthStream Research that include a comprehensive line of survey. products, national
benchmarks, HCAHPS Improvement Library, consulting services, and other suppert tools.

HealthStream Research— HealthStream Research complements HealthStream Learning & Talent Management’s product and service
offerings by providing hospital-based customers with Patient Insights™, Employee Insights™, Physician Insights™, and Community
Insights™ surveys, data analyses of survey results, and other research-based measurement tools. Our services are designed.to provide
thorough analyses with insightful recommendations for change; benchmarking: capability using our comprehensive databases; and
consulting services to identify solutions for our customers based on their survey results. Clients are able to access and analyze their survey
results data through Insights Online™, our secure web-based reporting platform. Our survey and research solutions focus on providing
statistically valid-data to assist our customers. with their decision making related to their organization’s- performance improvement
objectives. In addition to collecting and reporting data, we provide -analysis and consulting to help customers understand their survey
results and the underlying impact on their business. It is with this insight that healthcare organizations are able to develop plans for
improved performance that can be delivered through our learning solutions. Pricing for these services is based-on the survey type, delivery
method, size of the survey instrument, sample size, frequency of survey cycles, and other factors:

BUSINESS COMBINATIONS

We acquired Decision Critical, Inc. (DCI) in June 2012 and Sy.Med Development, Inc. (Sy.Med) in October 2012. For additional
information regarding these acquisitions, please see Note 5 of the Consolidated Financial Statements and Item 7, “Management’s
Discussion and Analysis of Financial Condition and Results of Operations” included elsewhere in this report.



CUSTOMERS :
We provide our lgarning, talent management, and research solutions to customers across a broad range of entltles within. xhe healthcare
industry, including healthcare organizations (including government entities) and pharmaceutical and medical device companigs. We
derive a substantial portion of our revenues from a relatively small number of customers, although no single customer represented
more than 10 percent of our revenues during 2012, 2011, or 2010. Examples of, customers that, have purchased or contracted. for
products and services from HealthStream include: HCA, Inc., Tenet Healthcare Corporation, Catholic Health Initiatives, Communlty
Health Systems, Inc., Lifepoint Hospitals, Inc., and Ardent Health Services, LLC. . o .

oo i : :
SALES AND MARKETING
We market our products and services prlmarlly through our direct sales teams, our consultants, and our account relationship managers,
who are based at our corporate headquarters in Nashville, Tennessee and in our additional offices located in Laurel, Maryland and
Brentwood, Tennessee, as well as remote home office sales locations. As of December 31, 2012, ()ur HeaithStream Learnlng & Talent
Management sales and relationship management personnel consijsted of 71 employees——of whlch 62 carried sales quotas—and our
HealthStreamJResearch sales and consultant personnel consisted of 29 employees—of which 14 carried sales quotas. Opr geographically
dispersed field sales organization is divided into teams focused on selling our learning and talent’ mapagement products and a separate
sales team focused on selling our research products. In addition to sales professionals, we also. employ strateglc account personnel that
manage our largest customer relationships as well as account relationship managers and consultants who work to develop and expand
relationships, mcludlng contract renewals.

We conduct a vanety ‘of marketing programs to promote our products and services, mcludmg product catalogs user groups—including
our annual customer Summit, trade shows, online promotion and demonstratlons telemarketing campalgns pub‘llc relations, distribution
of product—spemﬁc llterature direct mail, and advertlsmg N
Over most of the last eleven years, we have hosted a conference in Nashville for our customers known as the “Stimmit.” We have utilized
this client conference to reach out to existing and potential customers and business partners, provide training and educational services,
and to demonstrate our hew and existing product offerings. We have marketing teams that are resp6n51b1e for these initiatives and for
working with and supporting our product management and sales teams. At December 31, 2012, our market:hg personnel consisted of 15
employees.

OPERATIONS '

We believe our ability to establish and maintain long-term customer relationships, adoption of our products and services, recurring sales,
and development and maintenance of new and existing products are dependent on the strength of our operations, customer service,
product development and maintenance, training, and other support teams. As of December 31, 2012, these personnel consisted of
approximately 157 employees for our Learning & Talent Management segment and approximately 274 employees for our Research
segment, of which 169 employees worked in our interviewing center. Our Learning & Talent Mantdgement operations team consists of
persorinel associated with customer support, implementation services, product development and mainteriance, training, and project
management. Our Réséarch operations team consists of personnel assoeiated with phone interviewing, dlstrlbutmg m&prdcessing paper-
based survey instruments, data analysis and reporting of sutvey results; and project management -

TECHNOLOGY MANAGEMENT

Our services are designed to be reliable, secure, and scalable. Our sofiware is a combination of proprietary and commercially available
software and operating systems. Our software supports hosting and management of content, publication of ‘our web sites; execution of
courseware, registration and tracking of users, collection, sampling, and analysis of survey data, and reporting of information for both
internal and external use. We designed the platforms that provide our services to allow each component to be independently.scaled by
adding commercially available hardware and a combination of commercially available and proprietary software components.

Our software:gpplications, servers, and network infrastructure. that deliver the majority of our services are hosted by. third-pasty data
center providers. Our primary data center is located at a tier-four rated hwosting facility in Chicago, Illinois, and our disaster recovery data
‘center is hosted: by a-separate provider located in Franklin, Tennéssee. Both of our providers maintain our equipment in secure, limited
access. environments, supported by redundant power; environmental conditioning, and network connectivity. Our providers’ hosting
centers are connected-to the Internet through multiple, redundant, high-speed fiber optic circuits. The transactional systems supporting the
data collection for our survey products are located in-secure, limited access environments located at our Nashville, Tennessee and: Liaurel,
Maryland offices and feed our core business intelligence platforms supporting our survey products located at our prinhary hosting facility
in Chicago. Company personnel monitor allservers, networks, and systems on a continuous basis. Together with our providers, we
employ several levels of enterprise firewall systems and data abstraction to protect our-databases, customer information, and courseware
library from unauthorized access. All of our production data located in our Chicago data center is backed up in real time to. our disaster
recovery data center. Monthly snap-shots-of our data are stored off-site with a third-party data storage provider. = .. t-

COMPETITION ' N R
In addition to the competing healthcare education delivery methods in the industry, we also have direct competitors. In the leammg and
talent management business, a number of companies offer competitive learning management products and talent management modules to
the healthcare industry. We compete with companies such as Cornerstone OnDemand, Healthcare: Source; Oracle, SABA, SAP, and
SumTotal Systems that provide their services to multiple industries, including healthcare. During 2012, SAP and Oracle gained greater
presence in this market by way of acquisitions; SAP acquired SuccessFactors and Oracle acquired TALEO. We also compete with large



medical publishers that have operating units that offer learning management systems that focus on healthcare, such as Reed Elsevier
Group’s MC Strategies. In the survey business, we see competition from large nationally recognized survey research firms such as Avatar
International, Gallup, National Research Corporation, Press Ganey Associates, Professional Research Consultants, Inc., and others. Our
survey business also experiences direct competition from vendors who provide survey research services to other industries including
Kenexa, which is now owned by IBM, and Foresight, which is now owned by TNS Global. Finally, in our simulation business, we
compete with B-Line Medical, CAE/Meti, and EMS.

We believe our learning and talent management solutions, which include both products and services that facilitate training, assessment
and development for healthcare professionals a wide assortment of coursgware, a mechanism for measuring. satisfaction and/or other
results, and the ability to provide all our services on a single platform over the,Internet, provide us with a.competitive advantage. In our
survey research business, we believe our large proprietary database of survey results, technology infrastructure designed to automate the
processing of survey results, proprietary core survey instruments and actipn plan development methodology, and our ability to quickly
deliver relevant online courseware targeted at addressing survey related findings provide us with a competitive advantage. In our
simulation business, our SimCenter™ products enable simulation centers to purchase courseware online, manage students and resources,
and provide a debriefing capability in an integrated manner. Built on the HLC platform and with our collaborative arrangément with
Laerdal Medical, a world leader in simulation equipment; we believe we have a competitive advantage in this area. We believe that the
principal competitive factors affectmg the marketing of our learning, talent management, and research solunons to the healthcare industry
include:

® features of the HLC product, including reporting, management functionality,, ability to manage a variety of events or
modalities, courseware assignment, curriculum management, scalablllty, and the ablllty to track utilization and results;

® scope and variety of Internet-based learning courseware available, including mandated content for OSHA, The Joint
» Commission, patient safety, and HIPAA requirements, competency-based content, courseware scenarios that drive
simulators, courseware that provides CPR certification, as well as the ability of our customers to create and host their
own web-enabled courseware;

® our singular focus on the healthcare industry and our deep healthcare expertise;

o scope and quality of professional services offered, including survey execution, implementation, benchniarking, training
and the expertise and technical knowledge of the customers’ employees;

L competitive pricing, which supports a return on investment to customers when compared to other alternative delivery
methods;

® customer service and support;

° effectiveness of sales and marketing efforts; and

L company reputation. : e ) ‘

Collectively, we believe these capabilities provide us With the ability to improve the quahty of healthcare. by assessing and developing the
people who deliver care. . . {i .

A

GOVERNMENT REGULATION OF THE INTERNET AND THE HEALTHCARE INDUSTRY

Regnlatlon of the Internet and the Privacy and Securlty of Personal Informatlon _ X

The laws and regulations that govern our business change rapidly. For example, the. United States govemment and the govemments of
some states and foreign countries have attempted to regulate activities on.the Internet The followmg, are some of the evplving areas of
law that are relevant to our business: :

® Privacy and Security Laws. Current and proposed federal, state and foreign privacy and security regulations and other
laws restricting the collection, use, security and disclosure of personal information could limit our ability to collect
information or use and disclose the information in our databases or derived from other sources to generate revenues. It
may be costly to implement security or other measures designed to comply with any new legislation. For example, the
American Recovery and Reinvestment Act of 2009 (ARRA) expanded the application of certain HIPAA privacy and
security requirements to apply directly to us as a business associate of our customers. On January 25, 2013, the United
States Department of Health and Human Services (HHS) issued implementing regulations, and we may incur
substantial costs to comply with these regulations. Compliance is generally required by September 23, 2013.

o Content Regulation. Both foreign and domestic governments have adopted and proposed laws governing the content
of material transmitted over the Internet. These include laws relating to obscenity, indecency, libel and defamation.
We could be liable if content delivered by us violates these regulations.



1 e + Information Security. Accountability Regulation. As a business associate of our customers,-we are'required to report
- .certain breaches of protected health information to our customers, whick must in turty aotify affected individuals,
HHS and, in certain situations involving large breaches, the media. ‘HHS recently issued regulations that create a
presumption that all non-perntitted uses ordisclosures of unsecured, protected health infotination'are breaches unless
the covered entity or business associate establishes that there is a low probability the information has been
compromised. In addition, we are subject to certain state laws fhat relate to privacy ‘orithe reporting of ‘security
breaches. For example, California has enacted leglslatlon requiring disclosure of secunty breaches mvolvmg personal

" information and medical information. We may incur costs to comply with these security requiremeits.'Because: many

* - of these laws are new and there is little guidance related to many of these laws, it is'difficult to €stimate the cost of oitf
compliance’ with these laws. Furthér, Congress has considered bills that would reqiire compames "to" engage
independent third parties to audit the:companies’ computer information security. If the Cempany is required to report

a breach of security or if one of the Company*s customers is requlred to report a breach of secunfy by the Company,
the Company s bus1ness oould be neganvely 1fhpacted

e, Sales and, Use Tax Through December 31 2012, we collected sales, use or other taxes on tgxable transacthns in all
states in which we have employees or have a significant leve] of sales activity. While HealthStream expects that this
approach is appropriate, other states or forgign jurisdictions may seek to impese tax-gollection gbligations on
companies like us that engage in online commerce. If they do, these obligations could limit the growth of elegtronic
commerce in general and limit our ability to profit from the sale of our services over the Internet.

Laws and regulations d’lrectly applicable to contefit regulatlon e-commerce ‘TInternet communications, and thc anacy and ¢ secunty of
pérsonal information are bécoming more prevalent. Congress continues con51der1ng laws regarding Inteﬂ'net taxatiofi. The dynamic nature
of this regulatory environment ingreases the uncertainty regarding the marketplace impact of such regulation. The. enactngnt of any
additional laws. or regulations may increase our cost of conducting business or otherwise harm our business, -financial condition and
operating results. . ‘ .

Regulation of Education, Training and Other Services for Healthcare Professionals

Occupational Safety and Health Administration (OSHA). OSHA regulations require employers to provide training to employees to
minimize the risk of injury from various potential workplace hazards. Employers in the healthcare industry are required to provide
training with respect to various topics, including blood borne ﬁathogens exposure control ‘laboratory safety and tuberculosis infection
control. OSHA regulations require employers to keep records of their employees' completion of training with respect to these workplace
hazards.

The Joint Commission. The Joint Commission mandates that employers in the healthcare industry provide certain workplace safety and
patient interaction training to employees. Training required by The Joint Commission may include programs on infection cont¥ol, patient
bill of rights, radiation safety, and incident reporting. Healthcare organizations are required to provide and document tramlng on these
topics to receive accreditation from The Joint Commission. In addition, The Joint €ommission ‘imposes ‘tontinuing education
requirements on physicians that relate to each physician's specific staff appointments. oL
Health fnsurance Portability: and . Accountability Act (HIPAA). HIPAA regulations require: certain organizations, including:most
healthcare providers and health plans, to adopt safeguards regarding the use and disclosure of health-related information. HIPAA
regulations also require these organizations to provide reasonable and appropriate safeguards to protect the privacy, integrity and
confidentiality of individually identifiable healthcare infornation.’ These healthétire drganizations are required to.kstablish, naintain and
provide training with regard to their policies and procedures for protecting the integrity and confidentiality of individually identifiable
healthcare information. Healthcare organizations are requiréd to document traihing on these topics to ‘support:theirt compliants ARRA
éxpandet! the application of ceértain HIPAA privacy and security reqitirements to apply directly to companies- Cknown: as busiries
assoeiates) that-provide servicé§ to certain hedlthcare organizations. Under the regulations that implement thesé:ARRA" requiretrients;
business associates and their subcontractors may be directly subject to criminal and civil sanctions for violations' of HIPAA ptivacy
security standards.
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The American Nurses Credentialing Center (ANCC). ANCC, a subsidiary of the American Nurses Association (ANA), provides
individuals and organizations throughout the nursing profession with the resources they need to achieve practice excellence. ANCC's
internationally renowned credentialing programs certify nurses in specialty practice areas; tecognize healthcare organizations for
proino’ting safe, positive work environments through the Magnet Recognition Program® and the Pathway to Excellence® Prograin;
and accredit providers of continuing nursing education. In addition, ANCC’s Institute for Credentialing Innovation® offers an ari‘éy
of informational and edueational services and products to support its core credentialing programs. ANCC certification exams validate
nurses’ skills, knowledge, and abilities. More than a quarter. million nurses have been certified by ANCC since 1990. More than
80,000 advanced practice nurses are currently certified by ANCC. The ANCC Magnét-Recognition Program® recognizes healthcare
organizations that provide the very best in nursing care and professionalism in nursing practice. The program also provides a vehicle
for disseminating best practices'and strategies among nursing systems. ThePANCC Magnet Recognition Program is the gold standard
for nursing excellence. The Pathway to Excellence® Prograim recognizes the essentfal elements of an ‘optimal nursing practice
environment. The designation is eamed by healthcare organizations that create work environments where nurses, can flourish. The
award substantiates the professional satisfaction of nurses and jdentifies best places to work. ‘

Continuing Nursing Education (CNE). Statg nurse practice laws are usually the source of authority for establishing the state board of
nursing requirements, The state board of nursing establishes the state's CNE requirements for professional nurses. CNE credits are
provided through accredited providers that have been approved by the ANCC Commission on Accreditation and/or the state board of
nursing. CNE requirements vary widely from state to state, Thirty-two states require registered nurses to certify that they have
accumulated a minimum number of CNE credits in order to maintain their licenses. Ip some states, the CNE requirement only applies to
re-licensure of advance practice nurses, or additional CNEs may be required of this ategory of nurses. Required CNE rapges from 12 to
50 credits annually, with reporting generally on a bi-annual basis. Board certifications (e.g., CNOR —certification of perioperative
nursing) also require CNE credits, with cer'tair'f béyg:entages required in specific categories based.on the, certification type. We are an

accredited provider of CNE by the ANCC.

Continuing Medical Education (CME). State licensing boards, professional organizations and employers require physicians to certify that
they have accumulated;a minimum number of continuing medical education hours to ‘miaintain their. licenses. Generally,seach state's
medical practice laws. authorize the state's. board of medicine to establish and track CME requirements.. .Forty-eight state medical
licensing boards currently have CME requiremients, as well as, Puerto. Rico, Guam, and;the U8, Virgin Islands. The number of CME
hours required by each state ranges from 12 to 50'hours per year. Other sources of CME requirements are state medical societies and
practice specialty boards. The failure to-obtain the, requisite amount and type of €ME could!result in non-renewal of the physician's
license to practice medicine and/or membership in a medical or-practice specialty snciety. The. American Medical Assogiation’s (AMA)
Physician Recognition Award certificate (PRA) is widely accepted as proof of participation;in-CMRB. The AMA classifies continuing
medical education activities as either Category 1, which includes formal CME activities, or Category 2, which includes most informal
activities. Sponsors want to designate CME activities-for AMA PRA Categbry: I' Gredit™ because this ‘has become:the benchmark for
quality in formally: organized educatiohal activities. Most agencies hationwide that: require CME' participation specify 4MA PRA
Category 1 /Credit™. Only institutions and organizations accredited to provide: CME ‘can-designate an-activity for 4MA4:PRA Category 1
Credit™. The: Accreditation Council for Continuing Medical Education’ (ACCME) is responsible for awarding accreditation status to
state medical societies, medical schools, and other institutions and orgamizations that provide CME activities: for a national audience of
physicians. Only ‘institutions and- organizations: are accredited. The ACCME and state medical societies:do not accredit or approve
individual activities. State medical societies, operating under the aegis of the ACCME, accredit institutions @nd organizations that provide
CME activities primarily for physicians within the state or bordering states: We are an accredited provider of CME by the ACCME. -

Centers for Medicare & Medicaid Services: (CMS). CMS: has atticulated a vision for health care quality---the right care for every
person:every.time. To achieve this vision, CMS is committed to care that is safe, effective, timely, patient-eentered, efficient, and
equitable. Value-based purchasing (VBP), which: linksipayment-more diregtly to the quality of care provided, is a strategy that can
help to transform the. current payment system by rewarding providers for delivering high quality, efficient clinical care. Through a
number of public reporting programs, demonstration projects, pilot programs,-and voluntary efforts,'CMS has launched VBP
initiatives in hospitals, physician offices, nursing homes, home health services, and dialysis facilities. Further, pursuant to the Patient
Protection and Affordable Care Act, as amended by the Healthcare and Edppatioq Reconciliation Act of 2010 (collectively, ACA),
CMS is implementing a number of initiatives designed to link pa'yme'nt‘s'f’t"(‘)‘a ‘quality and efﬁciéncfl,‘i'hc'lﬁdirig a"VBP program for
inpatient hospital services. S ‘ : : ' sgho e '

Gonsumer Assessment of Healthcare Providers and Systems (CAHPS). CMS has.partnered with AHRQ to develop a standardized survey
instrument and data collection methodology for meastiring patients’ perspectives on hospital care. The intent of the survey is to produce
comparable data on the patients’ perspectives to allow corisumer-based comparisons between hospitals, align:incentives to drive hospitals
to improve their quality of care, and increase the. transparency of hospital reporting. Hospitals must submit data for certain: requited
quality measures—which for inpatients includes the CAHPS® Hospital Survey—in order to receive the.full market basket increase to
their reimbursement payment rates from CMS. While hospital participation is voluntary, hospitals that fail to submit this survey data will
incur a reduction of two percentage points in the inpatient market basket update amount for the followifig federal fiscal year. We have
received certified vendor designation and will continue to offer CAHPS® Hospital Survey services. In‘addition, we are a certified vendor
approved to offer CAHPS® Home Health Care Survey used to measure the experiences of people receiving home health care from
Medicare-certified home health agencies. We also offer CAHPS® Clinician and Group Survey used to measure patient experiences with
health care providers and staff in doctor’s offices.



Medicare and Medicaid Electronic Health Records (EHR) Incentive Programs. The Medicare and Medicaid EHR Incentive
Programs provide incentive payments to eligible professionals, eligible hospitals and critical access hospitals (CAHs) as they adopt,
implement, upgrade or demonstrate meaningful use of certified EHR technology. By putting into action and meaningfully using an
EHR system, providers will reap benefits beyond financial incentives—such as reduction in errors, availability of records and data,
reminders and alerts, clinical decision support, and e-prescribing/refill automation.

Allied Disciplines. Various allied health professionals are required to obtain continuing education to maintain their licenses. For example,
emergency medical services personnel may be required to acquire up to 20 continuing education hours per year, all or a portion of which
can be fulfilled online. These requirements vary by state and depend on the classification of the employee.

Other Continuing Education. We are also an accredited provider of continuing education and continuing pharmacy education by the
Association of Surgical Technologists, Inc. (AST) and the Accreditation Council for Pharmacy Education (ACPE), respectively.

Regulation of Educational Program Sponsorship and Support

The Office of Inspector General (OIG) issued Compliance Program Guidance for Pharmaceutical Manufacturers in April 2003 and
issued Compliance Program Guidance for the Durable Medical Equipment, Prosthetics, Orthotics, and Supply Industry in July 1999
(collectively, the Guidelines). These documents include guidelines related to continuing educational activities supported by
pharmaceutical and medical device companies. The Guidelines already have and may continue to affect the type and extent of
commercial support we receive for our continuing education activities. The trade associations for the pharmaceutical and medical
device industries (PhRMA and AdvaMed, respectively) have also promulgated their own codes of ethics. In January 2009, the
PhRMA code of ethics was updated, and AdvaMed made changes to its code of ethics that became effective in July 2009. These
changes placed further restrictions on the interactions between industry and health care professionals. The AMA has established its
own code of ethics regarding Gifts to Physicians from Industry to provide standards of conduct for the medical profession. The
Company follows the rules and guidelines provided by ACCME, ANCC, and other continuing education accrediting bodies to ensure
that its continuing education programming is free from commercial bias and consistent with the Guidelines.

In March 2010, ACA became law. ACA requires manufacturers of drugs, biological devices and medical supplies covered by
Medicare, Medicaid, or the Children’s Health Insurance Program to annually report to HHS payments or transfers of value, including
educational programs, given by such manufacturers to physicians and teaching hospitals, with limited exceptions. On February 8,
2013, CMS issued a final rule implementing this provision of ACA. Manufacturers will be required to report the physician’s name,
business address and national provider identifier as well as other information including the value, date, form and nature of what is
offered. Manufacturers subject to the rule are required to begin collecting information beginning August 1, 2013, with the first
reporting deadline set for March 31, 2014: CMS will release the 2013 reported data on a public website by September 30, 2014.
Manufacturers that do not meet the reporting obligations will be subject to significant monetary penalties.

The U.S. Food and Drug Administration (FDA) and the Federal Trade Commission (FTC)

Current FDA and FTC rules and enforcement actions and regulatory policies or those that the FDA or the FTC may develop in the future
could have a material adverse effect on our ability to provide existing or future applications or services to our end users or obtain the
necessary corporate sponsorship to do so. The FDA and the FTC regulate the form, content and dissemination of labeling, advertising and
promotional materials, including direct-to-consumer prescription drug and medical device - advertising, prepared by, or for,
pharmaceutical, biotechnology or medical device companies. The FTC regulates over-the-counter drug advertising and,.in some cases,
medical device advertising. Generally, regulated companies must limit their advertising and promotional materials to discussions of the
FDA-approved claims and, in limited eircumstances, to a limited number of claims not approved by the FDA. Therefore, any information
that promotes the use of pharmaceutical or medical device products that is presented with our services is subject to the full array of the
FDA and FTC requirements and enforcement actions. We believe that banner advertisements, sponsorship links and any educational
programs that lack independent editorial control that we may present with our services could be subject to FDA or FTC regulation. While
the FDA and the FTC place the principal burden of compliance with advertising and promotional regulations on the advertiser, if the
FDA or FTC finds that any regulated information presented with our services violates FDA or FTC regulations, they may take regulatory
action against us or the advertiser or sponsor of that information. In addition, the FDA may adopt new reguiatory policies that more
tightly regulate the format and content of promotional information on the Internet.

INTELLECTUAL PROPERTY AND OTHER PROPRIETARY RIGHTS

To protect our proprietary rights, we rely generally on copyright, trademark and trade secret laws; confidentiality agreements and
procedures with employees, consultants and other third parties; license agreements with consultants, vendors and customers; and use
reasonable measures designed to control access to our software, documentation and other proprietary information. We own federal
trademark and service mark registrations for the marks “HEALTHSTREAM”, “HOSPITAL DIRECT”, “OR PROTOCOL”, “INSIGHT
INTO ACTION”, “QUALITY CHECK”; “SIMCENTER” and “SIMSTORE.” We also have obtained registration of the
“HEALTHSTREAM” mark in certain other countries. Applications for several trademarks are currently pending. However, there can be
no assurance that we will be successful in obtaining registration of other trademarks for which we have applied.

The courseware that we license to our customers is developed through a combination of license agreements with publishers and authors,
assignments and work-for-hire arrangements with third parties, and development by employees. We require publishers, authors and other



third parties to represent and warrant that their content does not infringe on or misappropriate any third-party intellectual property rights
and that they have the right to provide their content and have obtained all third-party consents necessary to do so. Our publishers, authors
and other third parties also agree to indemnify us against certain liability we might sustain due to the content they provide.

If a third party asserts a claim that we have infringed its patents or other intellectual property, we may be required to redesign our
products or enter into royalty or licensing agreements. In addition, we license technologies from third parties for incorporation into our
services. Royalty and licensing agreements with these third parties may not be available on terms acceptable to us, if at all. Additionally,
the steps we have taken to protect our intellectual property and proprietary rights may not be adequate. Third parties may infringe or
misappropriate our intellectual property. Competitors may also independently develop technologies that are substantially equivalent or
superior to the technologies we employ in our products or services. If we fail to protect our proprietary rights adequately, our competitors
could offer similar services, potentially significantly harming our competitive position and decreasing our revenues.

AVAILABLE INFORMATION

The Company files reports with the SEC, including annual reports on Form 10-K, quarterly reports on Form 10-Q and other reports from
time to time. The public may read and copy any materials we file with the SEC at the SEC’s Public Reference Room at 100 F Street, NE,
Washington, DC 20549. The public may obtain information on the operation of the Public Reference Room by calling the SEC at 1-800-
SEC-0330. The Company is an electronic filer and the SEC maintains an Internet site at htp:/www.sec.gov that contains the reports,
proxy and information statements, and other information filed electronically. Our website address is www healthstream.com. Please note
that our website address is provided as an inactive textual reference only. We make available free of charge through our website, the
annual report on Form 10-K, quarterly reports on Form 10-Q, current reports on Form 8-K, and all amendments to those reports as soon
as reasonably practicable after such material is electronically filed with or furnished to the SEC. The information provided on our website
is not part of this report, and is therefore not incorporated by reference unless such information is otherwise specifically referenced
elsewhere in this report.

OUR EMPLOYEES

As of December 31, 2012, we employed 496 full-time and 91 part-time persons, including approximately 169 employees in our
interviewing center. Our success will depend in large part upon our ability to attract and retain qualified employees. We face competition
in this regard from other companies, but we believe that we maintain good relations with our employees. We are not subject to any
collective bargaining agreements.

EXECUTIVE OFFICERS OF THE REGISTRANT

The following is a brief summary of the business experience of each of the executive officers of the Company. Officers of the Company
are elected by the Board of Directors and serve at the pleasure of the Board of Directors. The following table sets forth certain
information regarding the executive officers of the Company:

Name Age Position

Robert A. Frist, Jr. ..cccocvverercreeene 45 Chief Executive Officer, President and Chairman of the Board of Directors
Jeffrey S. DoSter.......cccoooevinivunee 48  Senior Vice President and Chief Technology Officer

Gerard M. Hayden, Jt.........coeence. 58 Senior Vice President and Chief Financial Officer

Arthur E. Newman ........cccoeeveenee. 64  Executive Vice President

J. Edward Pearson ..........ccocevvvnene 50  Senior Vice President and Chief Operating Officer

Michael Sousa......cccevvereeiercrennnes 44  Senior Vice President

Robert A. Frist, Jr., one of our co-founders, has served as our chief executive officer and chairman of the board of directors since 1990
and president since 2001. Mr. Frist is the company’s chief operating decision maker. He graduated with a Bachelor of Science in business
with concentrations in finance, economics and marketing from Trinity University.

Jeffrey S. Doster joined the Company in May 2008 as senior vice president and chief technology officer. From November 2006 to May
2008, he served as principal at The Altus Group LLC, a business consulting company. He eamned undergraduate degrees in both
Economics and Business Administration from Towson University, as well as a Master of Business Administration from Loyola College,
in Maryland.

Gerard M. Hayden, Jr. joined the Company as senior vice president and chief financial officer in May 2008. From April 2007 to May
2008, he served as executive vice president and chief financial officer of MedAvant Healthcare Solutions, a healthcare transaction
processing company. He earned a Bachelor of Arts from the University of Notre Dame and a Master of Science from Northeastern
University. Mr. Hayden served on the Company’s Board of Directors and was a member of the Audit Committee from September 2006
to May 2008.

Arthur E. Newman joined the Company in January 2000, and is currently our Executive Vice President. Previously he served as our chief
financial officer and senior vice president from January 2000 to March 2006. He holds a Bachelor of Science in chemistry from the
University of Miami and a Master of Business Administration from Rutgers University.

J. Edward Pearson joined the Company in June 2006 as senior vice president, responsible for our survey and research business and was
named president of HealthStream Research™ during 2007 and Chief Operating Officer in 2011. He earned a Bachelor of Business
Administration in accounting from Middle Tennessee State University.
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Michael Sousa joined the company in October 2004, and was promoted to senior vice president in January 20109. He previously, sesved s
vice president for the Company, with responsibilities for our strategic- accounts program. He earned a Bacheloer of, Science degrge from
Boston College and a Master of Business Administration from Boston University. o - :

Item 1 A. Risk Factors : C . S, 0o

We bélieve that the risks and uncertainties described below and elsewhere in this document are the priticipal matérial risks facing thé
Company as of the date of this report. In the fiiture, we may become stibject to hdditional risks that are ot currently Known to us. Our
business, financial condition or results of operations could be materially adversely affectéd by any of the followmg mls and by any
unknown risks. The trading prlce of our common stock could decline due to atty of the followrng risks or any unlénoWn rlsks

Risks Related to Our Business Model

We may be unable to ef]’ectzvely execute our growth strategy whzch could have an adverse effect on our busmess and competmve
position in the mdusny b

Our business strategy mcludes increasing our market share and presence through sales to new customers addrtwnal sales to exnstmg
customers, introductions of new products and services, and maintaining strong relatlonshlps with our exrstmg customers Some of the
risks that we may encounter in executing our growth strategy include: : . BT W e e

* expenses, delays and dlfficultles of identifying and developmg new products or services and integrating §uch new products or
services into our existing organlzatlon

» inability to leverage our operational and financial systems sufﬁmently to support our growth

* inability to generate sufficient revenue from new products to offset investment costs;

* inability to effectively identify, manage and exploit existing and emerging market opportunities; ¥

* inability to maintain our existing customer relationships; '

« increased comnétition'ﬁ'om new and existing competitors;

. ’lengthy sales cycles or customers delaying purchasing decisions due to economic conditions;

¢ reduced spending within the training, information and education departments of hospltals within our target market and

« failure of the market for t,rammg, information and educatron in the healthcare mdustry to grow to a sutﬁclent s1ze or at a sufficient
rate.

If any of these risks are realized, our business, and our competitive position in the industry, could suffer.

We may be unable to effectively identify, complete or integrate the operations of future acquisitions, joint ventures, collaborative
arrangements or other growth investments. - i

As part of our growth strategy, we actively review possible acquisitions, joint ventures, cqllaborative a.lrangements or growth
investments that complement or enhance our business. We may not be able to identify, complete or integrate the operations of future
acquisitions, joint ventures, collaborative arrangements or other growth investments. In addition, if we finance acquisitions, joint
ventures, collaborative arrangements or other growth initiatives by issuing equity securities, our existing shareholders may be diluted
which could affect the market price of our stock. As a result, if we fail to properly evaluate and execute acquisitions and investments,
our business prospects may be seriously harmed. Some of the risks that we may encounter in implementing our acquisition, joint
venture, collaborative arrangement or growth investment strategies include:

* expenses, delays or difficulties in identifying and integrating acquired compames or joint venture operatlons collaborative
arrangements or other growth mvestments into our organization; ; !
. mablhty to retam personnel;assomated with acquisitions, joint ventures, collaborative arrangements or other growth investments;

* diversion of management’s attention from other initiatives and/or day-to-day operations to effectively execute our growth strategy;

. inahility to generate sufficient revenue, profit, and cash flow from acquisitions, joint ventures, collaborative arrangements or
other growth investments to offset our investment costs.
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Our abthtv to accurately forecast revenue for certain products and services may be hindered by customer schedulmg

As revenues from our subscription business contlnue to increase, a larger portlon of our revenues wrll be predlctable, however,
quarterly performance may be more subject to fluctuations. Our HealthStream Research products and services are typically contracted
by healthcare organizations for multi-year terms, but the frequency, sample size, and timing of survey cycles can vary. from quarter to
quarter and year to year. The contract structure for some Research products gives customers latitude about when to initiate a survey,
which can affect quarterly or annual revenue forecasts. Also, other project-based products, such as certain content development, and
professional services, are subject to the customers’ involvement in the provision of the product or service. The timing and magnitude
of these project-based product and service contracts may vary widely from quarter to quarter and year to year, and thus may affect our
ability to accurately forecast quarterly and annual financial performance.

Our ability to accurately forecast revenue may be affected by lengthy and widely varying sales cycles.

The period from our initial contact with a potential customer and their first purchase of our solution typically ranges from three to
nine months, and in some cases has extended much further. The range in the sales cycle can be impacted by multiple factors,
including an increasing trend towards more formal request for proposal processes :and more competition within .our industry, as.well
as formal budget timelines which impact timing of purchases by target customers. New preducts tend to have a longer and more
unpredictable revenue ramp period. As a result of these factors, we have only limited ability to forecast the tlmmg and type of initial
sales. This, in turn, makes it more difficult to forecast quarterly and annual financial performance.

We may not be able to maintain our compettnve posmon against, current and potential competttors, espec:ally those with
significantly greater financial, technical, marketing, or other resources.

Several of our competitors and many potential competitors have longer operatmg histories and srgmﬁcantly greater ﬁnancral
‘technical, marketmg, or other resources than we do. We encounter direct competmon from both large and small e-learning compames
and other companies focused on training and talent management in the healthcare mdustry We also face competition from larger
survey and research companies. Given the profile and growth of the healthcare industry and the growing need for education, training,
simulation, research, and information, it is. likely that additional competitors will emerge, We believe we maintain a competitive
advantage against our competitors by offering a..comprehensive array of products and services; however, our lack of smarket
diversification resulting from our concentration on the healthcare industry may make us susceptlble to losing market share to our
competitors who also offer a complete e-learning.solution to a cross-section of industries. These companies. may be able-to respond
more quickly than we can to new .or changing opportunities, technologies, standards or customer requirements. Further, most of our
customer agreements are for terms ranging from one to four er five years, with no obllgatlon to renew. The short terms of these
agreements may enable customers to more easily shift to one of our competitors. :

The failure to mamtam and strengthen our relationships with strategtc partners or szgmf cant changes in the terms of the
agreements we have with them may have an adverse impact on our ability to successfully market our products and services.

We have entered into contracts with other compames, including content, technology, and retail channel vendors Our ability to
increase the sales of our products and services depends in part upon maintaining and strengthening relationships with these current
and future strategic partners. Most of these contracts are on a non-exclusive basis. Certain strategic partners may offer products and
services from multiple distinct companies, including, in some instances, products or services which may compete with our products
and services. Moreover, under contracts with some of our strategic partners, we may be bound by provisions that restrict our ability to
market and sell our products and services to certain potential customers. The success of these contractual arrangements will depend in
part upon the strategic partners’ own competitive, marketing, and strategic considerations, including the relative- advantages of usmg
alternative products being developed and marketed by them or our competitors. ,

We cannot guarantee that we will be able to maintain and strengthen our relationships with strategic partners, that we will be
successful in effectively integrating such partners’ products and technology into our own, or that'such relationships will be successful
in generating additional revenue. If any of these strategic partners are unsuccessful in their involvement with our products and
services, or seek to amend the financial or other terms of the contracts we have with them, we will need to broaden our efforts to
increase focus on the types of services and solutions they sell and alter our development, 1ntegrat10n andfor distribution strategies,
which may divert our planned efforts and resources from other projects.

Lastly, we could be subject to claims and liability, as a result of the activities, products, or services of these strateglc partners. Even if
these claims do not result in liability to us, investigating and defending these claims could be expensive; tlme-consummg and result in
suspension of certain offerings to our clients and/or adverse pubhclty that could harm our business.

We may not be able to retain proper distribution, rights from our content partners, and thts could aﬁ'ect pro]eeted growth in
courseware subscription revenue.

Most of our agreements with content prov1ders are fpr 1n1t1al terms of two to three years. The content partners may choose not to
renew their agreements with us or may terminate the agreements early if we do not fulfill our contractual obligations. If a significant
number of our content providers terminate or fail to renew their agreements with us on acceptable terms, it could result in a reduction
in the number of courses we are able to distribute, causing decreased revenues. Most of our agreements with our content partners are
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non-exclusive,and eur competitors offer, or could offer; training -and- continuing education. content.that is similar-to.or. the same as
ours. If publishers and authors, including our current content partners, offer information to users or our competitors on more favorable
terms than those:offered to us, or increase our license fees, our competitive position and our profit-margins and prospeets could be
‘harmed. In addition, the failure by our content partners to deliver high-—ciuality content and to revise their content in response to user
demand and évolving healthcare advances and trends could result in customer drssatlsfactron -and mhlbrt our abrlrty t¢' attract: and
retain- subscnbers of our oourseware offenngs N ‘ . ' -

$ I
i

‘We may not be able to deve!op new products aml serwces, or enhanaements o our extstmg products emf semces, or be. able to
achieve widespread acceptance of new products, services or features, or keep pace with technalogtcal developments:

Our growth strategy depends in part on our ability to generate revenue growth through sales to new customers as well as increasing
sales of additional courseware subscriptions and other products and services to existing customers. Our.identifigation.of additional
features, content, products and services may not result in timely development of complementary products. In addition, the success of
certain néw products and services may be dependent on continued growth in our base of Interhet-based customers and we ére not able
to -accurately predict the volume or speed with which old and new customers will adopt-such new products and services: Because
healthcare training continues to change and evelve, we may be unable to-accuratély predict and develop new products, features,
content and other products to address the needs of the healthcare industry. Fusther, the new products, services dnd enharicements we
develop may intreduce significant defécts ifito or otherwise negatively impact our core software! platforms. ‘While all new produets
and services are subject to testing and quality control, all software and software-based services are subject to errors and malfunctions.
If we release new products, services and/or enhancements with bugs, defects or errors or that cause bugs, defects or errors in existing
products, it could result in lost revenues, reduced ability to méet contractual obhgatrons and would'be detrimiental to our business and
reputation. If new products, features, or content are not accepted or integrated by new or existing customers, we may not be able to
recover the cost of this development and our financial performance will be harmed. Continued growth of our Internet-based customer
populatlon is dependent on our ability to continu¢ t0 provide relevant products and services in a timely manner. The success of our
‘business will depend ont our ability to continue provrdmg our products and serv1ces as well as enhancmg our courseware, product and
service offerings that address the needs of healthcare organizations.

We may be unable 16 continue to license our third party software, on Which a portion 0f our product and service oﬂ'ermgs rely, or
we may expertence efrors m this soﬂware, which could increase our costs and’ decrease 0ur revenue.

"Wae: use teohnology components- in' some " of our products that have been hcensed from third parties. Future licenses to these
technologies may ‘hot be available to us on commercially reasonable terms, or at all: The'loss of or inability to obtain or maintain any
of these licenises could result in delays in the introduction of new products and services or could. force us to discontinue -offéring
portions of our learning management or survey and research solutions until equivalent technology, if available, is identified, licensed
and integrated The operation of our products would be impaired if errors occur in third party technology or content that we
incorporate, an¥l we may incur additional costs to repair or replace the defective techmology of content. It may be difficult for us to
correct-any errors in’third party products because the products are not within our control. Accordingly, our revenue could decrease
and our costs could increase in the event of any errors in this technology. Furthermore, we may become subject to legal claims related
to hcensed technology based on product llablhty, 1nfr1ngement of intellectual property or other legal | theones

'F'lnancial Rlsks

1

A srgny' cam pomon of our: revenue is generated from a relatzve(y Small number of customers.

We derlve aasnbstannal portron of our revenues from a relatively small number of customers. A termination of our agreements w1th
any of our significant customers or a failure of these customers to renew their contracts .on. favorable terms, or at all, could have:a
materlal adverse effect on our busmess

A szgmflcam pompn af our busmess is subject to renewal each year. Therefore, renewals have a s:gmf ieant unpact on.our
revenue and operatmg results. . .

For the year, ended December 31, 2012, approx1mately 70% of our net revenue was derived from oyr Intemet-based subscnptlon
products. Our Internet-based HLC customers have no obligation to renew their subscnptrons for our products or services after the
expiration of the subscription agreement, and in fact, some customers have elected not to renew their subscription. In addition, our
customers may renew at a lower pricing or activity level. During the year ended December 31, 2012; 'we renewed 99.5% .of the annual
HLC contract value up for - renewal and 98.7% of: the subscribers which were up for renewal. Our, customers’ renewal .rates may
decline or fluctuate as a result of a number of factors, including but not limited to their dissatisfaction with our: service, pricing or
competitive product offerings. If we are unable to renew a substantial portion of the contracts that are up for renewal or maintain our
pricing; our revenue' could be adversely affected; which would have a matertal -adverse affect-on our results of operations atid
financial position. HealthStream Research product and service contracts typically range from one.to three years in length, and
customers are not obligated to renew their contract with us after their contract expires. If our customers do not renew thelr
arrangements for our sefvtces ‘or lf thelr actrvrty leVels decline, our revenue may declme and our business wnll suffer s o

et
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We may be unable to accurately predict the timing of revenue recognition from sales activity as it is often dependent on achieving
certain events or performance milestones, and this inability could impact our operating results.

Our ability to recognize revenue is dependent upon several factors including the transfer of customer-specific information such as
unique subscriber IDs, which are required for us to implement customers on our Internet-based learning and talent management
platform. Accordingly, if customers do not provide us with the specified information in a timely manner, our ability to recognize
revenue will be delayed, which could adversely impact our operating results. In addition, completion and acceptance by our customers
of developed content and courseware must be achieved, survey responses must be received and tabulated, and utilization of
courseware is required in connection with subscription Internet-based learning and talent management products for us to recognize
revenue.

Because we recognize revenue from subscriptions for our products and services over the term 0f the subscrtptton period,
downturns or upturns in sales may not be immediately reflected in our operating results. . - “

We recognize approximately 70% of our revenue from customers monthly over the terms of their subscription agreements, which
have initial contract terms ranging from one to four or five years. As a result, much of the revenue we report in each quarter is related
to subscription agreements entered into during previous quarters. Consequently, a decline in new or renewed subscription agreements
in any one quarter will not necessarily be fully reflected in the revenue in that quarter and will negatively affect our revenue in future
quarters. In addition, we may be unable to adjust our. cost structure to reflect this reduced revenue. Accordingly, the effect of
significant downturns in sales and market acceptance of our products and services may not be fully reflected in our results of
operations until future periods. Additionally, our subscription model also makes it difficult for us to rapidly incréase our revenue
through additional sales in any period, as revenue from new customers must be recognized over the applicable subscription term.
Finally, the majority of costs associated with our sales cycles are incurred up front before revenue recognition commences, and
therefore periods of strong sales perfotmance may increase our costs in’ the near term negatlvely affecting our ﬁnan<:1al perfonnance

We may not be able to meet our strategtc busmess 0b]ecttves unless we obtain additional financing, which may not be avatIable to
us on favorable teims, or at all. W :

We expect our current cash and investment reserves, revolving credit facility, and cash flows from operations to be sufficient to meet
our cash requirements through at least 2013. However, we may need to raise additional funds in order to:

. X A ! '
+ -.develop new, or enhance existing, services or products;

+ respond to competitive pressures;
+ finance working capital requirements;

* acquire complementary businesses, technology, content or products; or

P

* otherwise effectlvely execute our growth strategy

At December 31, 2012, we had approximately $93.3 mllhon ip cash, cash. equlvalents, and marketable securities. We also have up to
$20.0 million of availability under a revolving credit facility, subject to certain covenants, which expires in July 2014. We expect to
incur between $9.0 and $10.0 million of capital expenditures, software development and content purchases during 2013. We continue
to actively review possible business acquisitions that would complement or enhance our products and services. We may not have
adequate cash and investments or availability under our revolving credit facility to consummate one or more-of these acquisitions.
The capital markets have been experiencing extreme volatility and disruption, and we cannot assure you that if we need additional
financing that it will be available on terms favorable to us; or at all. If ddequate funds are not available or are not available on
acceptable terms, our ability to fund expansion, take advantage of available opportunities, develop or enhance services or products or
otherwise respond to competitive pressures would be significantly limited. If we raise additional funds by issuing equxty or
convertible debt securities, the percentage ownershlp of our ex1st1ng shareholders may be reduced.

We have significant goodwill and identifiable intangible assets recorded on our balance sheet that may be subject to zmpatrment
losses that would reduce our reported assets and earmngs

As of December 31, 2012, our balance sheet mcluded goodw1ll of $29.3 mllhon and identifiable intangible assets of $8.8 million.
There are inherent uncertainties in the estimates, judgments and assumptions used in assessing recoverability of goodwill and
intangible assets. Economic, legal, regulatory, competitive, reputational, contractual, and other factors could result in.future declines
in the operating results of our business units or market value declines that do not support the carrying value of goodwill and
identifiable intangible assets. If the value of our goodwill and/or intangible assets is impaired, accounting rules require us to reduce
their carrying value and report an impairment charge, which would reduce our reported assets and earnings for the period in which an
impairment is recognized.
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The current uncertain economic environment may Bave a negative impact on our customers ind us which oould havea szgmﬁcam
impact on our revenue, operating results and financial condition. » e

It is difficult to predict the:full magnitude and duration of the current uncertain economic environment and its related impact on our
customers, suppliets and our company. For example, our customers may experience fluctuations or declines in their business and.as a
consequence, some customers‘may choose to invést less in information technology-assets for their business which;!in turn, could have
an impact on us. The potential negative effects on-us include, but are not limited to, reductions in our renewal and revenue growth
rates, shortér contract terms, pricing pressures, and delays in payments from customers that increase our aceounts receivable resulting
in a deterioration of our cash flow and working capital position. We continue to monitor general economic conditions, however, and
depending on the severity and/or duration of any economic downturn, these circumstances could have a material adverse effect on our
revenue, results from operatrons and financial condltlon

We may not be able to demonstrate compliance with Sarbanes-OxIey Section. 404 in a timely mannerpand the carrection of‘any
deﬁctenczes tdenttf ied during upcoming annual audtts may be costly and could harm our business.

1
4

Sarbanes Oxley Sectlon 404 requires our management to report on, and .requires our independent public accountmg firm to attest to,
the effectiveness of our internal controls over financial reporting. The rules governing the standards to be met are complex and will
require significant process review, documentation and testing, as well as’possible remediation efforts for any identified deficienoies.
This process of review, documentation, testing and remediation will result in increased expenses-and require significant attention from
management and other internal and external resources. Any matériat weaknesses identified during this process may preclude us from
asserting the effectiveness of our internal controls Th1s may negatively affect our stock price if we cannot effcctlvely remedrate the
issues identified in a trmely manner.

Changes in generally accepted accounaug prmcrples (GAAP) and other accounting regulatmns ami mtetpretanons could reqmrc
us to delay recognition of revenue and/or accelerate the reeognmon of expenses, resultmg in lower eammgs.

b A RS 8}
While we beheve we correctly account for and recognize revenue and expenses, any changes in GAAP or other .accounting
regulations and interpretations concerning revenue and expense recognition could decrease our revenue or increase our expenses.
Changes to regulations concerning revenue:recognition could require us to-alter our current revenue accounting practices and cause us
to either defer revenue into a future period, or to recognize :lower revenue in a current period. Likewise, 'changes to regulations
concerning expense recognition could require us to alter our current expense accounting practices and cause us to defer recognition of
expense into a future period, or to recognize increased expenses in a current period. Changes to either revenue recognition or expense
recognition accounting practices could affect our financial performance.

Risks Related to Sales, Marketing and Competition

Our operating margins could be affected if our ongoing refinement to pricing models for our products;and services is not accepted
by our customers and the market. . :

Over the past few years we have implemented several changes, and we continue to make changes, in pur pricing and our product and
service offenngs to increase revenue and to meet the needs of our customers. We cannot predict whether our current pricing and
products and’services, or any ongoing refinements we make will be accepted by our existing customer base or by prospective
customers. If our customers and potential customers -decide not to accépt our current or future pricing or product and service
offenngs it could have a material adverse effect on our business. : R

Risks Related to Operanons

We may be umable to adequately develop our systems, pracesses and support in a manner that will, enable us o meet the dem,and
[far our sepvices. . . ;

We have provrded our online products and services since 1999 and continue to develop our ability to provnde our courseware, leamlng
and talent management systems, and research systems on both a subscription and transactional basis over the Internet. Our future
success will depend on.our. ability to. effectively, develop and maintain the infrastructure, including procurement . of additional
hardware and software, and implement the services, including customer support, necessary to meet the demand for our products and
services. Our inability from time to time to successfully develop the necessary systems and implement the necessary services on a
timely basis has resulted in our customers experiencing some delays, interruptions and/or errors in their service. Such delays..or
intertuptions may cause customers to become dissatisfied with our service and move to competing providers-of traditional and online
training and education services. If this happens, our revenue and neputatlon could be adversely affected, whrch weuld have & matenai

adverse effect on our financial condition. i . : Lo
R > : i Lt

. . . i
i . [
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Our business operations could be significantly disrupted if we lose members of;, or fail to integrate, our management team.

Our future performance is substantially dependent on the continued ‘services of our management team and our ability to retain and
motivate them. The loss of the services of any of our officers or senior managers could harm our business, as we may not be able to
find suitable replacements. We do not have employment agreements with any of our key personnel, other than our chief executive
officer, and we do not maintain any “key person” life insurance policies. : '

We may not be able to hire and retain a sufficient number of qualified employees and, as a result, we may not be able to effectively
execute our growth strategy or maintain the quality of our services.

Our future success will depend. on our ability to attract, train, motivate, .and retain other highly skilled technical, managerial,
marketing, customer support, and survey personnel. Competition for certain personnel is intense, especially for developers, web
designers and sales personnel, and we may be unable to successfully attract sufficiently qualified personnel. We have in the past and
continue to experience difficulty hiring qualified personnel in-a timely manner for these positions. The pool of qualified technical
personnel, in particular, is-limited in Nashville, Tennessee, where-our headquarters are located. Our interviewing center. is located in
Laurel, Maryland, and we may experjence difficulty in maintaining and recruiting qualified individuals to perform these services. We
will also need to maintain or increase the size of our staff to support our anticipated growthy without compromising the quality of our
offerings or customer service. Our inability to locate, hire, integrate and retain qualified personnel in sufficient numbers may reduce
the quality of our services and impair our ability to grow.
We may not be able to upgrade our hardware and software technology infrastructure quickly enough to effectively meet demand
for our services. r i : _ ' ‘ b '
We must continue to obtain reasonably’ priced, commercially‘available hardware and operating software as well as' continue to
enhance our software to accommodate theé increased use of our platform and increased courseware in our library. Decisions about
hardware and software enhancements are based in part on estimated forecasts of the growth in demand for our services. This growth
in démand for our services is difficult to forecast and the potential audiende for our services is widespread and dynamic. If we are
unable to increase the data storage and processing capacity of our systems at least as fast as the growth in demand, our customers may
encounter delays or disruptions in their service. Unscheduled downtime could harm our business and also could discourage current
and potential customers from using or continuing to use our services and réé}féelfut\ue revenue. '
Our network infrastructure and computer systems and software may fail. '
An unexpected event (including but not limited to a telecommunications failure;:fire, earthquake, or other catastrophic loss) at our
Internet service providers® facilities or at our on-site data facility could cause the loss of critical data and prevent us from offering our
products and services for an unknown period of time. System downtime could negatively affect our reputation and ability to sell our
products and services and may expose us to significant third-party claims: Our business' inferruption’ insirance may not adequately
compensate us for losses that may occur. In addition, we rely on third partnigs to securely store our archived d‘atfa, house our web server
and network systems and connect us to the Internet. While our se’r‘i/ic.jc, providers have planned for 'c@:r't’ain_ _co_ntl'ngencies, the failure by
any of these third parties to provide these services satisfactorily and 3@1; inability to find suitable feplacements would impair our
ability to access archives and operate our systems and software. ~ '* n ‘ ‘ ‘ ’ '
We may lose users and lose revenue if out security measures fail. i B

Y Rt I . : R TR oo : , . :
If the security measures that we use to protect customeror personal information are ‘ineffective, we may lose users of our services,
which could reduce our revenue; tarnish our reputation, and subject us to ‘significant liability. We rely on security and authentication
technology licensed from third parties. With this technology, we perform real-time credit card authorization:and verification, as well
as the encryption of other selected secure customer data. We cannot predict whether these security measures could be circumvented
by new technological developmenits. Further, the-audit ptocesses’ and cotitrols used within -our production platforms may not be
sufficient to identify and prevent errors or deliberate misuse. In addition, our software, databases and servers may be vulnerable to
computer viruses, physical or electronic attacks and similar disruptions. We r‘nay'fneed to spend significarit resources to protect against
security breaches o to alleviate problems caused by any breaches. We caniiot assure that we can prevent all security breaches.

We may experience errors'in our software products that administer and réport on hospital performance, and thésé'errors could
result in action taken against us that could harm our business. : MR b

<f _—
i

Certain survey data collécted and reported by us, such as the survey data included as part of our CAHPS®Hospital survey is used by
CMS to determine, in part, the amount of reimbursement payments to hospitals, and any ‘errors-in-data-collection, survey sampling, or
statistical reporting could result in reduced reimbursements to our hospital customers if we are unable to correct these errors, and this
could, in turn, result in litigation against us. Further, this survey data reported to CMS is then published by CMS to the' general public,
and any errors we experience that result in incorrect scoring on our hospital oustomer- may: result.in- damage to that hospital’s
reputation, and the hospital may in turn bring litigation against us. We may be required to indemnify against such claims, and
defending against any such claims could be costly, time consuming and could negatively affect our business. C
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Risks Related to Gevernment Regulagion, Content and-Intellectual Property KIS T T
Government regulation mqv xubjeat us.to Itabzltty or reqmre usto change the way we do Business.,

The laws and regulataons that govem our busmess change rapldly, Evolvmg areas of law that are rele:vam to. gur busmess mclude
privacy and security laws, proposed encryption laws, content regylation,. 1nformat10n segurity. accountahility. regulation, and, sales and
use tax laws and regulations and attempts to regulate activities on the Internet. Because of this rapidly evolving and uncertain
regulatory envitonment; we cannot predict how these laws and regulations might affect our business. These ungertginties make ‘it
difficult to ensure compliance with the laws and regulations goveming er impacting:our, dusiness:. These laws-and regulations:could
harm us by subjecting us to liability or forcing us to change how we do business. In addition, certain laws mandate that our customers
centractually requite-us to: protect the privacy and security of certain-personal-and health related information. If we fail to abide by
these ‘required: contractual provisions, our: cifstomers’ may terminate their confracts with us. In-addition, ARRA expanded the
application 'of certain of the: HIPAA ptivaey and: security regulations to apply directly to' business assooiates including us. Violations
of HIPAA privacy and security regulations may result'in civil-and eriminal penalties. Further, ARRA has increéased these penalties
and strengthened other enforcement provisions of HIPAA, which may result in increased enforcement activity: HHS has published a
final rule that implements many of these ARRA: provisions that become effective March 26,2013. The final rule will likely requlre
amendmeénts-to -existing agreements with our customiers and ‘subcontractors by September: 23, 2013 except that exrstlng ‘business
associate agreemments may qualify forarcextended compliance date of September 23, 2014 -

We may not be able to maintain our certtf fication to conduct CMS mandated surveys, aml thts could adversely ajfect our busmess
Our survey product offermgs mclude prov1d1ng sur\;ey ser\wces to ass1st customers in therr comphance ‘with CMS regukatlons We agc
currently designated by CMS as a certified vendor to offer CAHPS® Hospital Surveys and CAHPS® Home Health Care Surveys
including data collection and: submission services.. If:we are unable to maintain, these certifications,;or secure certifications for futuge
CMS mandated surveys, we would aot be able, o admrmster these survey instruments for.ous.customers and our business may-suffer.

NI T R VAT

A/ny reducnotr gr change i m the regalatwn of cammumg edycatmn ami trammg in the healrhcarg mréusm’ may advemq{y qﬁ"q:;t
our business. . . ot R T T PR PR & St BT

Our ‘business model i$ depencfent in part on requrred &rammg an& contmumg educatlon for healthcare professronals and other
healthcare workers resulting from regulations of state and federal agencres 'state hcensmg boards and professronal orgamzat‘rlons Any
change in these regulations that reduce the requirements for continuing education and training for the healthcare industry.could hagm
our business. In addition, a portion of our business with pharmaceutical and medical device manufacturers and hospitals is predicated
on our: ability to .maintain accreditation status with- organizations such as the ACCME, ANCC, and AGPE The fallure #0, mamtam
status-as an, accmdlted provides could have a detrrmental gffect on.our business.., EEERTI e .
We ang-,be liable to third par'ties for ca;ptent that. is availablefrom gur.anline Iibraly b s L b
We may be Jrable to thlrd partles for the content 1n our onllne hbrary if the text, graphics, soﬁware or other content 1n our hbr
v1ofates copynght trademark or other 1ntellectua1 property nghts our content partners violate thexr contractual obhgat 'ns fo others
>y provrdmg content to our Tibrary, or ‘the ‘content ‘does not conform to accepted standards of care in the hea[thcare professron We
attempt to minimize these types of liabilities by requiring representations and warranties relatlng to our conten partners ownership of
the rights to distribute as well as the accuracy of their content. We also take Decessary fgpshres to review: this content oursglves.
Although our agreements with our content partners in most instances contain provisions providing for indemnification by the content
providers in the event of inaccurgte content; our content-partners, may pot havg the financial resources to megt:this obligation,.Aleged
Hability could harm our,business by damaging our reputation, requiring us . to incur legal costs in defense, exposmg us to: awards of
damagemand costs, and; dwertmg managemertt 'S attentron away from our busmess A i

TR I 3

LProtection.of, r;en:am mtelleg:tnal pmper(v may be dﬂ' qult and costly, and me may bhe unable: to ppatect our rmellectual pmper;y,

Desplte our effp ‘mprotect our mtelIectual propnetary rrghts a thlrd party could, wrthout authonzatron copy or otherw1se
mrsappropr!late pur content, }mt;ormatlgn ‘from’ our ~d tabases, or other_ intellectual property ‘Our agreements w1th employees
consultants and others who part1c1pate in development activities could be breached and result in our trade secrets becoming known, or
oL tradg secrets,apd other intellectual, property, cquld be. independently developed by competitors. We may not have adequate
remedies for such breaches or protechons against such competitor developments. In ad.dltron, e:laws af, some forelgr;‘cquntnes do
not protect our proprietary rights to the same extent as the laws of the United States, and effective intellectual property protection may
not be availgble inthose jurisdictionsyMe currently -owncseveral.applications and registrations. for trademarks and domain, names in
the United.-States: and. other-.countries..ag :welk as_certain common law trademarks and service matks. Thei ourrent,:system for
registering,-allocating and managing domain names has been the subject of litigation and:proposed, regulatory reform. Additionally,
legislative, proposals have been made:by the fiaderal government that. would afford. broad ptrotection te: owners of databases of
information, such ag-stock quotes. This protﬂctlon of databases already exists in the European Union. .. . . .+ o9
gt of v

Our busmess could be harmed if, unauthonzed pa;rtres mﬁmge upon, or mrsappropnate our, mtellectual property, proprletary systems,
content, platform, services or other information. Our efforts to protect our intellectual property through copyright, trademarks and
other controls may not be adequate. For instance, we may not be able to secure trademark or service mark registrations for marks in
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the United States or in foreign countries, or to secure patents for our proprietary products and services, and even if we are successful
in obtaining patent and/or trademark registrations, these registrations may be opposed or invalidated by a third party.

There has been substantial litigation in the computer and online industries regarding intellectual property assets, particularly patents.
Third parties may claim infringement by us with respect to current and future products, trademarks or other proprietary rights, and we
may counterclaim against such third parties in such actions. Any such claims or counterclaims could be time-consuming, result in
costly litigation, divert management’s attention, cause product release delays, require us to redesign our products or require us to enter
into royalty or licensing agreements, any of which could have a material adverse effect upon our business, financial condition and
operating results. Such royalty and licensing agreements may not be available on terms acceptable to us, if at all.

We may be liable for infringing the intellectual property rightj of others.

Our competitors may develop similar intellectual property, duplicate our products and/or services, or design around any patents or
other intellectual property rights we hold. In the future, litigation may be necessary to enforce our intellectual property rights or to
determine the validity and scope of the patents, intellectual property or other propritary rights of third parties, which could be time
consuming and costly and have an adverse effect on our business and financial condition. Intellectual property infringement claims
could be made against us, especially as the number of our competitors grows. These claims, even if not meritorious, could be
expensive and divert our attention from operating our company and result in a temporary inability to use the intellectual property
subject to such claim. In addition, if we and/or our affiliates and customers become liable to third parties for infringing their
intellectual property rights, we could be required to pay a substantial damage award and develop comparable non-infringing
intellectual property, to obtain a license, or to cease providing the content or services that contain the infringing intellectual property.
We may be unable to develop non-infringing intellectual property or obtain a license on commercially reasonable terms, if at all.

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

Our principal office is located in Nashville, Tennessee. Our lease for approximately 61,000 square feet at this location expires in April
2017. The lease provides for a two-year renewal option with rates increasing during the renewal period. We are leasing approximately
19,000 square feet of office space in Laurel, Maryland. The lease expires in March 2014 and provides for a two-year renewal option. We
are leasing approximately 6,000 square feet of office space in Brentwood, Tennessee, and the lease expires in October 2015. We are also
leasing approximately 3,000 square feet of office space in Austin, Texas, and the lease expires in December 2013.
Item 3. Legal Proceedings
None.
Item 4. Mine Safety Disclosures
Not applicable.

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

The following table sets forth, for each quarter of the two most recent years, the high and low sales prices per share of-our common stock
as reported on the NASDAQ Global Select Market under the ticker symbol HSTM:

-1 . o+ Commhon Stock Price - Cale
2012 2011
High Low High Low
First QUArter ..........coovvcvrvvemensesensinnsenens et ersbr sttt et etsass s et bt bes $ 24.05 $ 1648 $ 813 $ 676
Second Quarter........... .. eeeeteteret s et b tere s R a s ebsantassastes 2622 - 2072 1327 . 1.55
Third QUATTET......cueveeereerccrennererersi it es s s sen s bs s st s sssssnsnsns sssens 30.47 23.27 14.37 10.33
FOurth QUATTET ........c.ovevveeeeerererrricrein s e bsbs s s nsnsnsnasseseseas 30.53 22.28 18.80 11.47

As of February 21, 2013, there were 109 registered holders and 6,497 beneficial holders of our common stock. Because many of such
shares are held by brokers and other institutions on behalf of shareholders, we are unable to estimate the total number of shareholders
represented by these record holders.
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DIVIDEND POLICY ; (R o T
We have never declared or paid any cash d1v1dends on our common stock, a.nd‘ we do not. antlclpate paying. cash dmdends in the
foreseeable future We 1ntend to retam earnings for use in the operatlon of our busmess

See the table labeled: “Seduntles Authorized for Issuance: Under Equity Compensatlon Plans” to’ be contamed in the 2013 Proxy
Statement, incorporated by reference in Part I1l, Item 12 of this Annual Report on- Fon'n 10- '

STOCK PERFORMANCE GRAPH e '

The graph below compares the cumulative total shareholder return on our common stock since December 31 2007 with the cumulatlve
total return of companies on the NASDAQ Composite Index and the NASDAQ Computer & Data Processing Index over the same period
(assuming the investment of $100 in our common stock, the NASDAQ Composite Index ‘and the NASDAQ Computer & Datd
Processing Index on December 31, 2007 (for our stock and the indices) and reinvestment of all dividends).

COMPARISON OF 5 YEAR CUMULATIVE TOTAL RETURN @~ 1
Among HealthStreani, Inc., The NASDAQ Composite Index * °~ =~ ; "
And The NASDAQ Computer & Data Proéessing Index * e

& - $800 . : L Y
$600 : :
$500
$400
$300 /
$200
$100 —

$° } i / {' ‘ . = .
12/07 17/68 | 12/09 | 13/i0 | 12/t /13
—ar— HealthStream, Inc. 100.00 | 6657 | 11286 | 22971 | 527.14 | 694.57
—e— NASDAQ Composite 10000 | 59.03 | 8225 | 9732 | 9863 | 110.78
- NASDA%S:;::;:‘:' &Datal 5000 | 5750 | 90.39 9829 | 9515 | 106.83

e HealthStream, Inc. =@~ NASDAQ Composite === NASDAQ Computer & Data Processing

\ _ J

- v
¥

{1) 3100 invested on 12/31/2007 in stock or index-including reinvestment of dividends. Fiscal year ending December 31.

RECENT SALES OF UNREGISTERED SECURITIES
None. b

ISSUER PURCHASES OF EQUITY SECURITIES

None.

18



Item 6. Selected Fi inancial Data

The selected statement of income and balance sheet data for the past five years are derived from our audited consolidated financial
statements. You should read the following selected financial data in conjunction with our consolidated financial statements and the notes
to those statements and “Management’s Discussion and Analysis of Financial Condition and Results of Operations™ located elsewhere in
this report.

HealthStream acquired DCI on June 29, 2012 and Sy.Med on October 19, 2012. Both DCI and Sy.Med’s results of operations are
included within our consolidated statement of income effective June 30, 2012 and October 20, 2012, respectively. Revenues may be
subject to fluctuations as discussed further in “Management’s Discussion and Analysis of Financial Condition and Results of Operations”
located elsewhere in this report. During 2012, 2011, and 2010, we recorded a tax provision of approximately $5.9 million, $4.4 million
and $2.9 million, respectively. During 2009 and 2008 we recognized portions of our deferred tax assets through the reversal of the
valuation allowance, resulting in deferred income tax benefits of approximately $9.1 million and $0.4 million, respectively. As a result of
these factors, the annual results presented below are not comparable. The operating results for any single year are not necessarily
indicative of the results to be expected in the future.

Year Ended December 31,
(in thousands, except per share data)
2012 2011 2010 2009 2008
STATEMENT OF INCOME DATA:
Revenues, net $ 103,732 $ 82,066 $§ 65,754 $ 57,398 $§ 51,600
Total operating costs and expenses 90,273 70,728 58,695 52,276 49,118
Income from operations 13,459 11,338 7,059 5,122 2,482
Net income » $ 1,645 3 6944 § 4,154 $ 13972 $ 2,855
Net income per share — basic $ 0.29 $ 031 '$ 0.19 $ 065 $ 0.13
Net income per share — diluted $ 0.28 by 029 § 0.18 $ 064 $ 013
Weighted average shares of common stock outstanding — basic ...... : 26,128 22,445 21,767 21,458 21,707
Weighted average shares of common stock outstanding — diluted ... T 27507 23,748 ___ 22488 21838 __ 22204
BALANCE SHEET DATA: ‘ ) :
Cash and cash equivalents. ; $ 41,365 $ 76904 $ 17,868 $ 12,287 $ 4,107
Marketable securities — short and long term..........cccocvcvveennerereennns. 51,952 12,548 5,703 : - --
Goodwill and intangible assets 38,104 23,104 23,991 24,938 25,885
Working capital 83,259 78,631 19,524 - 10,714 1,148
Total assets 174,528 154,237 82,011 71,002 52,797
Deferred revenue ‘23,146 22,759 16,740 12,234 10,202
Long-term debt and capital leases, net of current portion................. - - - 4 320
Shareholders’ equity . ; : - 132,196 120,915 56,791 51,821 36,763

Item 7. Management's Discussion and Analysis of Financial Condition and Results of Operations

The following discussion of the financial condition and results of operations of HealthStream should be read in conjunction with
“Selected Financial Data” and HealthStream’s Consolidated Financial Statements and related notes thereto included elsewhere in this
report. This discussion contains forward-looking statements that involve risks and uncertainties. HealthStream’s actual results may differ
significantly from the results discussed and those anticipated in these forward-looking statements as a result of many factors, including
but not limited to those described under “Risk Factors” and elsewhere in this report.

OVERVIEW

We provide Internet-based learning, talent management and research solutions for healthcare organizations—all designed to assess and
develop the people that deliver patient care which, in turn, supports the improvement of business and clinical outcomes. Our learning and
talent management products are used by healthcare organizations to meet a broad range of their training, certification, assessment and
development needs, while our research products provide our customers information about patients’ experiences, workforce engagement,
physician relations, and community perceptions of their services. HealthStream’s customers include. healthcare organizations,
pharmaceutical and medical device companies, and other participants in the healthcare industry. Our customer base includes
approximately 3,000 healthcare organizations (predominately acute-care facilities) throughout all 50 states.

19



Revenues for the year ended December 31, 2012 were approximately $103.7 million compared to $82.1 million-for.the year ended
December 31, 2011, an increase of 26.4%. Operating income increased by 18.7% to $13.5 million for 2012, compared to $11.3 million
for 2011. Net income increased by 10.:1% to $7.6 million for 2012, compated to $6.9 million for 2011. Earnings per share (EPS) was
$0.28 per share (diluted) for 2012 compared to $0.29 per share (diluted) for 2011. Revenues from HedlthStream Learning & Talent
Management grew by 35.3%, or $20.5-million, and revenues from HealthStream Research igrew: by 4.9%; or ‘$1.2 million. We had
approximately 3.1 million contracted subscribers, of which approximately 2.94 million were fully implemented subscribers on our
Internet-based HLC platform at December 31, 2012. During 2012, we renewed approximately 683,000 subscribers, representing a 98.7%
renewal rate for the subscribers up for renéwal, and a 99.5% renewal rate based on the annual contract value wp:for renewal. As of
December 31, 2012 our cash-and investment balances approximated $93.3 million, and we maintained full avaﬁablhvy under our $20.0
million revolving credit!facility. : i Nt :

CRITICAL ACCOUNTING POLICIES AND ESTIMATES

Revenue Recogmtlon

We recognize revenues from our Internet-based learning and talent management products and courseware. subsenptlons based on.a per
person subscription basis, and in some cases on a per license basis. Our fees are based on the size of the facilities’ or organizations’

employee user population and the service offerings to which they subscribe. Revenue is recognized ratably over the service period of the
underlymg contract. Reveriues associated with onliné training are recognized over the term of the subscription period or over the
historical‘usage period, if usage typically differs from the subscription period. All other service revenues are recognized as the related
services are performed or products are delivered.

Revenues derived ﬁom‘ the license of installed software products, associated with the Sy.Med products, are recognized upon shipment or
installation of the software. Software support and maintenance revenues are recognized ratably over the term of the related agreement.

Revenues from survey and research services are recognized when survey results are delivered to customers via either Internet-based
reporting throughout the survey period or by providing final survey results once all services are complete. A significant portion of
revenues for survey and reporting services that are provided through the use of Internet-based reporting methodologies are recognized
using the proportional performance method, reflecting recognition throughout the service period which corresponds with the survey
cycle and reporting access by the customer, which typically ranges from one to five months. If survey results are delivered to the
customer after all services have been completed, then the corresponding revenues are recognized in full in the period such results are
provided to the customer. All other revenues are recognized as the related services are performed or products are delivered to the
customer. Revenues:for these services can be subject to seasonal factors based on customers’ requirements that can 1mpact the timing,
frequency, and volume of survey cycles. :

Revenues from profbssmnal services include content maintenance, consulting, and implementation services. Fees are based on the time
and efforts involved, and revenue is recognized upon completion of performance milestones using the proportional performance method..

We offer training services for clients to facilitate integration of our Internet-based products. Fees for training are based on the time and
efforts of the personnel involved. Basic online training is generally included in the initial contract; however, incremental training is fee
based and revenues are generally recognized upon completion of training services. Ve i . =

We expect to continue to generate revenues by marketing our Internet-based -products and our survey and research services through
healthcare organizations. We expect that the portion of our revenues related to services provided via our Internet-based learning and
talent management. products will increase in absolute dollar amounts. Specifically, we will seek :to generate revenues from healthcare
workers by marketing to their employers or sponsoring organizations. The fees we charge for courseware resulting from this marketing is
typically paid by either the employer or sponsoring organization. .

Accounting for Income Taxes

The Company accounts for income taxes using the asset and liability method, whereby deferred tax assets and liabilities are determmed
based on the temporary differences between the financial statement and tax bases of assets and liabilities measured:at tax rates that will be
in‘effect for the year in which the differences are expected to affect taxable income. Management periodically assesses the realizability of
its deferred tax assets; and to the extent that we believe a recovery is not likely, we establish a valuation allowance to reduce the
deferred tax asset t0 the amount we estimate will be recoverable. The Company maintains a valuation allowance of approximately $1.1
million for the pomon of its deferred tax assets which are related to the portlou ‘of our NOLSs associated with deductions for stock option
exercises. - e "

Software Development Costs

Software development includes our costs to develop and maintain our products and applications, including our Internet-based learning
and talent management products and our survey reporting applications. Once planning is completed and development begins, we
capitalize internal costs and payments to third parties associated with the development efforts where the life expectancy is greater than
one year and the anticipated cash flows are expected to exceed the cost of the related asset. During 2012 and 2011, we capitalized
approximately $4.4 million and $6.1 million, respectively, for software development. Such amounts are included in the accompanying
consolidated balance sheets under the caption “capitalized software development.” We amortize capitalized software development costs
over their expected life, which is generally one to five years. Capitalized software development costs are subject to a periodic impairment
review in accordance with our impairment review policy.
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In connection with software development, our significant estimates involve the assessment of the development period for new products,
as well as the expected useful life of underlying software or product created. Once capitalized, software development costs are subject to
the policies and estimates described below regarding goodwill, intangibles and other long-lived assets.

Goodwill, Intangibles and Other Long-lived Assets , :

The Company evaluates goodwill for impairment at the reporting unit level by assessing whether it is more likely than not that the fair
value of a reporting unit exceeds its carrying value. If this assessment concludes that is more likely than not that the fair value of a
reporting unit exceeds its carrying value, then goodwill is not considered impaired and no further impairment testing is required.
Conversely, if the assessment concludes that it is more likely than not that the fair value of a reporting unit is less than its carrying value,
a goodwill impairment test is performed to compare the fair value of the reporting unit to its carrying value. The Company determines
fair value of the reporting units using both income and market based models. Our models contain significant assumptions and accounting
estimates about discount rates, future cash flows and terminal values that could materially affect our operating results or financial position
if they were to change significantly in the future and could result in an impairment. We perform our goodwill impairment assessment
whenever events or changes in facts or circumstances indicate that impairment may exist and also during the fourth quarter each year.
Intangible assets and other long-lived assets are also reviewed for events or changes in facts and circumstances, both internally and
externally, which may indicate an impairment is present. We measure any impairment using observable market values or discounted
future cash flows from the related long-lived assets. The cash flow estimates and discount rates incorporate management’s best estimates,
using appropriate and customary assumptions and projections at the date of evaluation.

Allowance for Doubtful Accounts

We estimate the allowance for doubtful accounts using both a specific and non-specific identification method. Management’s evaluation
includes reviewing past due accounts on a case-by-case basis, and determining whether an account should be reserved, based on the facts
and circumstances surrounding each potentially uncollectible account. An:allowance is also maintained for accounts not specifically
identified that may become uncollectible in the future. Uncollectible accounts are written-off in the period management believes it has
exhausted every opportunity to collect payment from the customer. Bad debt expense is recorded when events or circumstances indicate
an additional allowance is necessary based on our specific and non-specific identification approach. Our allowance for doubtful accounts
totaled approximately $142,000 as of December 31, 2012.

Stock Based Compensation.. - o . »

We recognize compensation expense using a fair-value based method for costs related to share based payments including stock options.
Measurement of such compensation expense requires significant estimation and assumptions; however, we believe that the Black Scholes
option pricing model we use for calculating the fair value of our stock based compensation plans provides a reasonable measurement
methodology using a framework that is widely adopted. '

As of December 31, 2012, we have two stock incentive plans which qualified as stock based compensation plans. During the years ended
December 31, 2012, 2011, and 2010, we recorded approximately $1.1 million, $788,000, and $664,000 of stock based compensation
expense, respectively. We have historically granted stock aptions or restricted share units to our management group on an annual basis, or
when new members of the management group begin their employment. We have historically granted stock options or restricted share
units to members of our board of directors in conjunction with our annual shareholders meeting, or as new members are added on a pro
rata basis based on the time elapsed since our annual shareholders’ meeting. We expect.to continue providing equity based awards to our
management group and our board of directors for the foreseeable future. As of December 31, 2012, total future compensation cost related
to non-vested awards not yet recognized was approximately $2.3 million net.of estimated forfeitures, with a weighted average expense
recognition period of 2.4 years. Future compensation expense recognition for new equity based award grants will vary depending on the
timing and size of new awards granted, changes in the market price or volatility.of our common stock, changes in risk-free interest rates,
or if actual forfeitures vary significantly from our estimates. . . :

RESULTS OF OPERATIONS

Revenues and Expense Components W _ ,
The following descriptions of the components of revenues and expenses apply to the comparison of results of operations.

Revenues, net. Revenues for our HealthStream Learning & Talent Managemént business segment primarily consist of the following
products and services: provision of services through our Internet-based HLC, authoring tools, a variety of courseware subscriptions,
competency and performance appraisal tools, implementation and consulting services, content development, online sales training courses
(RepDirect™), HospitalDirect®, SimVentures, and a variety of other educational activities to serve professionals that work within
healthcare organizations. HealthStream Learning & Talent Management revenues also include products from the recent acquisitions of
DCI and Sy.Med. Revenues for our HealthStream Research business segment consist of quality and satisfaction surveys, data analyses of
survey results, and other research-based measurement tools focused on patients, employees, physicians, and other members of the
community.
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Cost of Revenues (excluding depreciation and:amortization). Cost of revenues (excluding depreciation and amortization) cofisists
primarily of salaries and employee benefits, stock based compensation, employee travel and lodgirg, materials, outsourced phone Sarvey
support, contract labor, hosting costs, and other direct expenses associated with revenues, as well ‘as ‘toyalties paid by us-to content
providers based on a percentage of revenues. Personnel costs within cost of revenues are associated with individuals that facilitate
product delivery, provide services, conduct, process and manage phone and papet-based surveys, Randie custotrier support calls or
inquiries, matiage the téchnology infrastructure for our hosted applications, manage content and survey‘services, coordinate content
maintenance servrces, and provrde training or implementation servicés.

Product Developnient. Pmduct development consists primarily of salaries and employee beneﬁts contract fabor, stock based
compensation, content acquisition costs before technological feasibility is achieved, costs associated with the development of content-and
expenditures ‘associated with maintaining, developing and operating our training, delivery and administration platforms. In addition,
product development expenses are associated with the development of new software feature enhancements and new products. Personnel
costs within product development include our systéms, application development and quality assurance teams, ppoduct managers, and
other personnel assoc¢iated with content and product development.
. . IR T A
Sales and Marketing. Sales:and marketing consists primarily of salaries, commissions and employee benefits, stock based compensation,
employee travel and lodging, advertising, trade shows, promotions, and related marketing costs. We host a:national customer conference
in Nashville known as “Summit,” a portion of the costs of which are included in sales and marketing expenses.: Personnel costs within
sales and marketing include our HealthStream Learning & Talent Management and HealthStream Research sales teams, consultants and
marketing personnel. : , i

Other General and Administrative Expenses. Other general and administrative expenses consist primarily of salaries and employee
benefits, stock based compensation, employee travel and: lodging, facility costs, office expenses, fees for professional services, business
development and acquisition related costs, and other operational expenses. Personnel costs within.general and administrative expenses
include individuals associated with normal corporate functions (accounting, legal, human resources; administrative, internal information
systems, and executive management) as well as personnel who maintain our accreditation status with various organizations

Depreciation and Amortization. Depreciation and amortization consist of fixed asset deprecratron, amortization of 1ntang1bles cons1dered
to have definite lives, amortlzatron of content development fees, and amortization of capltahzed soﬁware de\‘e[opmenn RS

Other Income (Expense) Net. The primary component of other income is interest income related to interest eamed on cdsh, cash
equivalents and irivestments in marketable securities. The primary component of other expense is -interest expense related to our
revolving credit facility.

2012 Compared to 2011

Revenues, net. Revenues increased approx1mately $21.7 million, or 26.4%, to $103 7 million for 2012 ﬁ'om $82.1 million for 2011.
Revenues for 2012 consisted of $78.6 million, or 76% of total revenue, for HealthStream Learning & Talent Management and $25.2
million, or 24% of total revenue, for HealthStream Research. In 2011, revenues consisted of $58.1 million, or 71% of total revenue for
HealthStream Learmng & Talent Management and $24. 0 million, or 29% of total revenue, for HealthStream Research.

Revenues for HealthStream Learning & Talent Management increased $20.5 million, or 35.3%, over 2011 Revenues from our Internet-
based subscription learning and talent management products increased by $17.6 million, or 32.2% over 2011 due to a higher number of
subscribers and more courseware consumption by subscribers. Our HLC subscriber base increased by 14% during 2012 to 2.94 mitlion
fully-implemented subscribers at the end of 2012 compared to 2.57 million fully-implemented subscribers: at the end of 2011,
Additionally, we had a 13% increase in contracted subscribers, with 3.1 million contracted subscribers at December 31, 2012 compared
to 2.75 million contracted subscribers at December 31, 2011. Revenues from project-based services incréased by $1.5 million compare
to the prior year period due to more engagements than the pnor year. Revenues from SimVentures, our collaboratlve arrangement wrth
Laerdal Medical, mcreased approx1mately $844,000 over the prior year period.

Revenues for HealthStream Research increased $1.2 million or 4.9%, over 2011. Revenues from Patient Insights™ surveys, our survey
research product that génerates recurring revenues, increased by $1.8 million, or 10.1%, over the prior year. Revenues from other
surveys, which ate conducted on annual or bi-annual cycles, decllned by $633 000, or 10. 5%, compared to the prior year due to fewer
survey engagements.

;o . ; - vE e

!

22



Cost of Revenues (excluding depreciation and amortization). Cost of revenues increased approximately $10.6 million, or 34.1%, to $41.7
million for 2012 from $31.1 million for 2011. Cost of revenues as a percentage of revenues was 40.2% of revenues for 2012 compared to
37.9% of revenues for 2011. Cost of revenues for HealthStream Learning & Talent Management increased approximately $9.5 million to
$28.4 million and approximated 36.1% and 32.4% of revenues for HealthStream Learning & Talent Management for 2012 and 2011,
respectively. The increase is primarily associated with increased royalties paid by us resulting from growth in courseware subscription
revenues, increased personnel expenses, and increased costs associated with project-based services. Cost of revenues for HealthStream
Research increased approximately $1.0 million to $13.3 million and approximated 52.7% and 51.0% of revenues for HealthStream
Research for 2012 and 2011, respectively. The increase is primarily the result of additional costs associated with the growth in patient
survey volume over the prior year.

Product Development. Product development expenses increased approximately $1.1 million, or 15.2%, to $8.6 million for 2012 from
$7.5 million for 2011. Product development expenses as a percentage of revenues were 8.3% and 9.1% of revenues for 2012 and 2011,
respectively.

Product development expenses for HealthStream Learning & Talent Management increased approximately $1.1 million and
approximated 9.0% and 10.2% of revenues for HealthStream Learning & Talent Management for 2012 and 2011, respectively. The
decrease as a percentage of revenue is the result of the growth in revenues over the prior year period, while the increase in amount is due
to additional personnel expenses associated with the maintenance of our platform, as well as working on new product development
initiatives. Product development expenses for HealthStream Research increased approximately $4,000 and approximated 6.2% and 6.5%
of revenues for HealthStream Research in 2012 and 2011, respectively. - : '

Sales and Marketing. Sales and marketing expenses, including personnel costs, increased approximately $3.9 million, or 24.2%, to $19.9
million for 2012 from $16.0 million for 2011. Sales and marketing expenses were 19.2% and 19.5% of revenues for-2012 and 2011,
respectively. : . ' '

Sales and marketing expenses for HealthStream Learning & Talent Management increased approximately $3.2 million and approximated
17.9% and 18.7% of revenues for HealthStream Learning & Talent Management for 2012 and 2011, respectively. This expense increase
is primarily due to additional personnel and related expenses, increased travel expenses, increased marketing spending, increased
expenses for our annual customer Summit, and increased commissions associated with higher sales performance compared to the prior
year period. Sales and marketing expenses for HealthStream Research increased approximately $687,000, and approximated 21.5% and
19.7% of revenues for HealthStream Research for 2012 and 2011, respectively. The expense increase was primarily due to additional
personnel and related expenses and increased commissions. :

Other General and Administrative Expenses. Other general and administrative expenses increased approximately $2.7 million, or 25.0%,
to $13.5 million for 2012 from $10.8:million for 2011. Other general and administrative expenses as a percentage of revenues were
13.0% and 13.1% of reveriues for 2012 and 2011, respectively. - :
‘ : .

Other general and administrative expenses for HealthStream. Learning & Talent Management increased $644,000 over the prior year
period primarily due to employee recruiting costs, rent, and other support costs, while other general and administrative expenses for
HealthStream Research decreased $302,000 compared to the prior year period primarily due to lower personnel costs. The unallocated
corporate portion of other general and administrative expenses increased $2.4 million over the prior year period, primarily associated with
additional personnel, professional fees, stock based compensation expense, rent, franchise taxes, and other general expenses, as well as
one-time expenses associated with the acquisitions of DCI and Sy.Med. During 2012, we incurred approximately $678,000 of costs
associated with the completed acquisitions of DCI and Sy.Med, and other costs for evaluating potential transactions as part of our
business development initiatives. . :

Depreciation and Amortization. Depreciation and amortization increased approximately $1.2 million, or 23.1%, to $6.7 million for 2012
from $5.4 million for 201T. The increase primarily resulted from amortization of capitatized software development. assets and
amortization of intangibles assets for DCI and Sy.Med within HealthStream Learning & Talent Management and depreciation expense
associated with leasehold improvements to our Nashville, Tennessee office space. .

Other Income (Expense), Net. Other income, net was approximately $118,000 for 2012 compared to $10,000 for 2011. The improvement
over the prior year period was associated with higher interest income from investments in marketable securities. o

Income Tax Provision. The Company recorded a provision for income taxes of $5.9 million for 2012 compared to $4.4 million for 2011.
The Company’s effective tax rate was 43.7% for 2012 compared to 38.8% for 2011. The increase in the effective tax rate primarily
resulted from changes in certain state apportionment factor estimates, which resulted in a higher proportion of income subject to taxation
in those states and a reduction in our state operating loss carryforwards. ' ‘ !
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Net Income. Net income increased approximately $701,000, or 10.1%, to $7.6 million for 2012 from $6.9 million for 2011. Earnings per
diluted share (diluted) were $0.28 per share for 2012, compared to $0.29 per diluted share for 2011. A key factor impacting the
comparison of EPS (diluted) for 2012 to EPS (diluted) for 2011 was the effect of additional shares of the Company’s common stock
outstanding that were issued during the Company’s fourth quarter 2011 stock offering. The impact of the stock offering increased the
weighted average outstanding share count by approximately 3.6 million shares for 2012 compared to 2011.

Adjusted EBITDA (which we define as net income before interest, income taxes, stock-based compensation, and depreciation and
amortization) increased by 21.1% to approximately $21.2 million for 2012 compared to $17.5 million for 2011. This improvement is
consistent with the factors mentioned above. See Reconciliation of Non-GAAP Financial Measures in Management’s Discussion and
Analysis of Financial Condition and Results of Operations for our reconciliation of this calculation to measures under US GAAP.

2011 Compared to 2010

Revenues, net. Revenues increased approximately $16.3 million, or 24.8%, to $82.1 million for 2011 from $65.8 million for 2010.
Revenues for 2011 consisted of $58.1 million, or 71% of total revenue, for HealthStream Learning & Talent Management and $24.0
million, or 29% of total revenue, for HealthStream Research. In 2010, revenues consisted of $45.2 million, or 69% of total revenue, for
HealthStream Learning & Talent Management and $20.6 million, or 31% of total revenue, for HealthStream Research.

Revenues for HealthStream Learning & Talent Management increased $12.9 million, or 28.6%, over 2010. Revenues from our Internet-
based subscription learning and talent management products increased by $12.1 million, or 28.4% over 2010 due to a higher number of
subscribers and more courseware consumption by subscribers. Our HLC subscriber base increased by 14% during 2011 to 2,572,000
fully-implemented subscribers at the end of 2011 compared to 2,250,000 fully-implemented subscribers at the end of 2010. Additionally,
we had a 12% increase in contracted subscribers, with 2,749,000 contracted subscribers at December 31, 2011 compared to 2,450,000
contracted subscribers at December 31, 2010. Revenues from SimVentures, our collaborative arrangement with Laerdal Medical, were
$824,000 during 2011, while there were no revenues during 2010.

Revenues for HealthStream Research increased $3.4 million, or 16.5%, over 2010. Revenues from Patient Insights™ surveys, our survey
research product that generates recurring revenues, increased by $3.4 million, or 23.2%, over 2010. Revenues from other surveys, which
are conducted on annual or bi-annual cycles, increased modestly over the prior year.

Cost of Revenues (excluding depreciation and amortization). Cost of revenues increased approximately $6.9 million, or 28.4%, to $31.1
million for 2011 from $24.2 million for 2010. Cost of revenues as a percentage of revenues was 37.9% of revenues for 2011 compared to
36.8% of revenues for 2010. Cost of revenues for HealthStream Learning & Talent Management increased approximately $5.3 million to
$18.8 million and approximated 32.4% and 30.0% of revenues for HealthStream Learning & Talent Management for 2011 and 2010,
respectively. The increase was primarily associated with increased royalties paid by us resulting from growth in courseware subscription
revenues and from additional personnel expenses. Cost of revenues for HealthStream Research increased approximately $1.6 million to
$12.2 million and approximated 51.0% and 51.8% of revenues for HealthStream Research for 2011 and 2010, respectively. The increase
in amount was primarily the result of costs associated with the growth in patient survey volume over 2010 levels.

Product Development. Product development expenses increased approximately $484,000, or 6.9%, to $7.5 million for 2011 from $7.0
million for 2010. Product development expenses as a percentage of revenues were 9.1% and 10.6% of revenues for 2011 and 2010,
respectively.

Product development expenses for HealthStream Learning & Talent Management increased approximately $423,000 and approximated
10.2% and 12.1% of revenues for HealthStream Learning & Talent Management for 2011 and 2010, respectively. The decrease as a
percentage of revenue was the result of the growth in revenues over the prior year, while the increase in amount was due to additional
personnel expenses associated with platform maintenance and new product development initiatives, including SimVentures. Product
development expenses for HealthStream Research increased approximately $61,000 and approximated 6.5% and 7.3% of revenues for
HealthStream Research for 2011 and 2010, respectively. The decrease as a percentage of revenue was the result of the growth in revenues
over the prior year, while the increase in amount was due to additional personnel costs.

Sales and Marketing. Sales and marketing expenses, including personnel costs, increased approximately $2.9 million, or 22.7%, to $16.0
million for 2011 from $13.1 million for 2010. Approximately $627,000 of the increase resulted from the Summit, which occurred during
the second quarter of 2011, but did not occur during 2010. Sales and marketing expenses approximated 19.5% and 19.9% of revenues for
2011 and 2010, respectively.

Sales and marketing expenses for HealthStream Learning & Talent Management increased $2.6 million and approximated 18.7% and
18.4% of revenues for HealthStream Learning & Talent Management for 2011 and 2010, respectively. This expense increase was
primarily due to the Summit, additional personnel and related expenses, increased marketing spending, and increased commissions
associated with better sales performance compared to the prior year. Sales and marketing expenses for HealthStream Research increased
approximately $361,000, and approximated 19.7% and 21.2% of revenues for HealthStream Research for 2011 and 2010, respectively.
The expense increase in amount for HealthStream Research resulted from the Summit and additional personnel and related expenses.
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Other General and Administrative Expenses. Other general and administrative expenses increased approximately $1.2 million, or 12.3%,
to $10.8 million for 2011 from $9.6 million for 2010. Other general and administrative expenses as a percentage of revenues
approximated 13.1% and 14.6% for 2011 and 2010, respectively.

Other general and administrative expenses for HealthStream Learning & Talent Management increased $251,000 over the prior year,
primarily associated with increased rent expense and recruiting costs for new employees, while other general and administrative expenses
for HealthStream Research decreased by $192,000 from the prior year due to lower personnel costs. The unallocated corporate portion of
other general and administrative expenses increased $1.1 million over the prior year, primarily associated with software maintenance
renewal fees, personnel expenses, professional fees, stock based compensation expense and rent expense.

Depreciation and Amortization. Depreciation and amortization increased approximately $532,000, or 10.9%, to $5.4 million for 2011
from $4.9 million for 2010. Amortization for HealthStream Learning & Talent Management increased $467,000, or 24.6%, and
approximated 4.1% and 4.2% of revenues for HealthStream Learning & Talent Management for 2011 and 2010, respectively. This
expense increase was primarily associated with amortization of capitalized software development, and included amortization of the AVS
product acquired from Laerdal Medical. Amortization for HealthStream Research decreased $58,000, or 4.6%, due to certain intangible
assets reaching the end of their expected life, and approximated 5.0% and 6.1% of revenues for HealthStream Research for 2011 and
2010, respectively. The unallocated corporate portion increased approximately $122,000 and was primarily associated with increased
depreciation from the expansion of our Nashville, Tennessee office space.

Other Income (Expense), Net. Other income, net was approximately $10,000 for 2011 compared to a net expense of $21,000 for 2010.
The improvement over the prior year was associated with higher interest income resulting from both higher invested balances and higher
yields on cash and marketable securities.

Income Tax Provision. The Company recorded a provision for income taxes of approximately $4.4 million for 2011 compared to $2.9
million for 2010. The Company’s effective tax rate was 38.8% for 2011 compared to 41 .0% for 2010.

Net Income. Net income increased approximately $2.8 million, or 67.2%, to $6.9 million for 2011 from $4.2 million for 2010. EPS was
$0.29 per share (diluted) for 2011, compared to $0.18 per share (diluted) for 2010.

Adjusted EBITDA improved by 39.2% to approximately $17.5 million for 2011 compared to $12.6 million for 2010. This
improvement is consistent with the factors mentioned above. See Reconciliation of Non-GAAP Financial Measures in Management’s
Discussion and Analysis of Financial Condition and Results of Operations for our reconciliation of this calculation to measures under
US GAAP.

Réconciliation of Non-GAAP Financial Measures

This report contains certain non-GAAP financial measures, including, non-GAAP net income, non-GAAP operating income, non-
GAAP revenue and adjusted EBITDA, which are used by management in analyzing the Company’s financial results and ongoing
operational performance. These non-GAAP financial measures should not be considered as a substitute for, or superior to, measures
of financial performance which are prepared in accordance with US GAAP and may be different from non-GAAP financial measures
used by other companies.

In order to better assess the Company’s financial results, management believes that adjusted EBITDA is an appropriate measure for
evaluating the operating performance of the Company because adjusted EBITDA reflects net income adjusted for non-cash and non-
operating items. Adjusted EBITDA is also used by many investors and securities analysts to assess the Company’s results from
current operations. Adjusted EBITDA is a non-GAAP financial measure and should not be considered as a measure of financial
performance under US GAAP. Because adjusted EBITDA is not a measurement determined in accordance with US GAAP, it is
susceptible to varying calculations. Accordingly, adjusted EBITDA, as presented, may not be comparable to other similarly titled
measures of other companies.

The Company understands that, although adjusted EBITDA is frequently used by investors and securities analysts in their evaluation
of companies, this measure has limitations as an analytical tool, and you should not consider it in isolation, or as a substitute for an
analysis of the Company’s results as reported under US GAAP. For example, adjusted EBITDA does not reflect cash expenditures, or
future requirements for capital expenditures or contractual commitments; it does not reflect non-cash components of employee
compensation; it does not reflect changes in, or cash requirements for, our working capital needs; and due to the Company’s
utilization of federal and state net operating loss carryforwards in 2010, 2011 and 2012, actual cash income tax payments have been
significantly less than the tax provision recorded in accordance with US GAAP, and income tax payments will continue to be less
than the income tax provision until our existing federal and state net operating loss carryforwards have been fully utilized or have
expired.

Management compensates for the inherent limitations associated with using adjusted EBITDA through disclosure of such limitations,
presentation of our financial statements in accordance with US GAAP, and reconciliation of adjusted EBITDA to net income, the
most directly comparable US GAAP measure.
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As discussed elsewhere in this repert, the Company completed the acquisitions of DCI during June 2012 and Sy.Med in October 2012. 1n
accerdance with US GAAP reporting requirements for fair value, we recorded a deferred revenue write-down of $192,000 for DCI and
$916,000 for Sy.Med. These write-down’s will result in lower revenues than would have otherwise been recognized for such services.

In-order to provide more accurate trends and comparisons of the Company’s revenues, operating income, and net income, management
believes that adding back the deferred revenue write-down associated with fair value accounting for acquired businesses provides a better
lndlcanon of the ongoing performance of the Company. The revenue for the acquired contracts is deferred and typically recognized over
a one year period, so.our US GAAP revenues for the one year period afier:the acquisition will not reflect the full amount of revenues that
would have been reported if the acquired deferred revenue was not written down to fair value.

GAAP net income ..........coounee.. eeerersssserersrsvesseterssresstsssrssssarens erreresarterererersarsnessassresensana $ 7645 $ 6944 $ 4,154
Interest income....... ‘ . , (181) (€2)) (19
Interest expense............ : : . 48 . 48 . 4l
Income tax provision -5,932 . 4404 2,884
Stock based compensation expense ‘ 1,136 ., 188 o 664
Depreciation and AMOTHZALON. «..ooivoeerrirristisrissrssent sttt ss s raeneens __S412 T 4880
Adjusted EBITDA ..........ccococviiercreneisesierisesesssssssesssstsssssnssssssssssssssssssssssssssesssnosssons 8 17545 8 12604
GAAP TEVEIMUES.......o.oivmseeerperirercssegsonsapsesansusessasssasssssesssesssssssssesssssnsstosesssssssssssesosstseensmnes , $ 82066 $§ 65754
Adjustment for deferred revenue wnte -down _ ‘ = )
NORGAAP TEVENUES ......o.ovveiiinrcerninieecectstteintestenees et stsasa s esasssnasaessssesassarseressone $ 82,066 $ 65,754
GAAP OPETAtiNg INCOMME .......c.crvreerererirereerereissersaeesescsreresssissasonssesssesersesssssssassssssnssmsssesenes $ 13459 $ 11,338 $ 7,059
Adjustment for deferred revenue write- AW e, prveeneenns _490. - -
Non-GAAP OPErating iNCOME .........c.cecrrirerirrererenseessenssssnissernsssesersnsssesesasstorsssssessssssssoses $ 13,949 $ 11,338 $ 7,059

GAAP net income iR e SR
Adjustment for deferred revenue write-down, net of tax
Non-GAAP net inCome ..........ocuerueuceivccrieninennne e e R

FINANCIAL OUTLOOK FOR 2013

The Company provides projections and other forward-looking information in this “anancial Outlook for 2013” section within
“Management’s Discussion and Analysis of Financial Condition and Results of Operations.”™ This section contairis many forward- looking
statements, particularly relating to the Company’s future financial performance. These forward-lookmg statements are estimates based on
information currently ‘available to the Company, are made pursuant to the safe harbor provisions of the Private Securities Litigation
Reform Act of 1995 and are subject to the precautionary statements set forth in the introduction in Part I of this Annual Report on Form
10-K above; Actua], results are likely to differ, and in the past have differed, matenally from those forecast by the Company, dependlng
on the outcome of various factors, including, but not limited to, those set forth in Item 1A, Risk Factors.

The Company anticipates that consolidated revenues for the full year 2013 will grow by 20 percent to 22 percent when compared to the
full year 2012. This  growth rate estimate includes the expected contributions from theé two acquisitions we closed during 2012, DCI and
Sy.Med. Wé anhclpate revenue growth in the Learning & Talent Management segment to be in the 24 percent to 26 percent range and the
Research segmet’)t s revenue to increase by approximately eight percent to ten percent.

We antlclpate continuing ifivestments in 2013 to support future growth. We expect that our investmerits w111 take the form of both
operating expenses and capital expenditures. Accordingly, we antncnpate that the Company s 2013 ‘full-year operatmg intome will be
approximately 6 to10 percent over full-year 2012. This operating income range includes our estimated costs of entry into the post-acute
care market and the impact of our other 2013 investment initiatives.

We anticipate that our 2013 capltal budget will be between $9 million and $10 mllhon We expect our effective tax rate to range between
42 and 44 percent for the full-year of 2013.

-
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SELECTED QUARTERLY OPERATING RESULTS

The following tables set forth selected statements of income data for each of the eight quarters in the period ended December 31, 2012.
The information for each quarter has been prepared on the same basis as the audited statements included in other parts of this report and,
in our opinion, includes all adjustments, consisting of only normal recurring adjustments, necessary for a fair presentation of the results of
operations for these periods. You should read this information in conjunction with HealthStream’s Consolidated Financial Statements-and
related notes thereto included elsewhere in this report. The operating results for any quarter are not necessarily indicative of the results to
be expected in the future. : -

Factors Affecting Quarterly Operating Results
Revenues from our subscription products are recognized ratably over thesubscription term. Survey and research revenues are
impacted by seasonal factors resulting from the volume, timing, and frequency of survey cycles. :

MLEM

March 31, June 30, September 30, December 31,
2012 2012 2012° 2012
' (In thousands, except per share data)

STATEMENT OF INCOME DATA: o )
Revenues, net . $ 23674 $ 25841 § 2638 $ 27,838
Total operating costs and expenses ... 21,333 21,800 22,649 24,492
Income from operations . 2,341 - 4,041 3,731 3,346
Net income 3 1,420 § . 2427 $ 1,977  § 1,821
Net income per share : i

Basic . $ 0.05 $ 0.09 3 0.08 $ 0.07

Diluted . . $ 0.05 $ 009 $ 0.07 $ 0.07
Weighted average shares of common stock outstanding:

Basic ... : : —_—2399 26127 26,173 26,212

Diluted 27,335 27,501 27,591 27,600

Quarter Ended
March 31, June 30, September 30, December 31,
2011 2011 2011 2011
(In thousands, except per share data)

STATEMENT OF INCOME DATA:
Revenues, net $ 18,506 $ 21,051 $ 20,618 $ 21,891
Total operating costs and expenses . 15,949 . 17,945 17,924 18910
Income from operations 2,557 3,106 2,694 2,981
Net income $ 1,526 § 1,830 § 1,796 § 1,792
Net income per share ":

Basic $ 007 $ 008 § 008 § 0.08

Diluted 5 0.07 3 0.08 $ 0.08 $ 0.07
Weighted average shares of common stock outstanding:

Basic 21,837 22,002 22,164 23,776

Diluted 22,969 23,350 23,496 25,176

(1)~ Due to the nature of interim eamings per share calculations, the sum of quarterly eamings per share amounts may not equal the reported earnings per share for the full year.

Liquidity and Capital Resources

Net cash provided by operating activities was approximately $22.5 million during 2012 compared to $19.8 million during 201 1. Our
primary sources of cash were generated from receipts from the sales of our products and services. The number of days sales outstanding
(DSO) was 55 days for 2012 compared to 60 days for 2011. The Company calculates DSO by dividing the average accounts receivable
balance (excluding unbilled and other receivables) by average daily revenues for the year. The primary uses of cash to fund our
operations include personnel expenses, sales commissions, royalty payments, payments for contract labor and other direct expenses
associated with delivery of our products and services, and general corporate expenses.

Net cash used in investing activities was approximately $59.0 million during 2012 and $17.1 million during 2011. During 2012, the
Company purchased $118.2 million of marketable securities, utilized $9.9 million (net of cash acquired) to acquire DCI and Sy.Med,
spent $4.4 million for capitalized software development, purchased $4.3 million of property and equipment, and made $0.2 million in
other investments. These uses of cash were partially offset by maturities of marketable securities of $78.1 million. During 2011, the
Company purchased $17.3 million of marketable securities, spent $6.1 million for capitalized software development, and purchased $4.1
million of property and equipment. These uses of cash were partially offset by maturities and sales of marketable securities of $10.4
million. '

Cash provided by financing activities was approximately $934,000 during 2012 and $56.4 million during 2011. The primary source of

cash from financing activities for 2012 included proceeds of $823,000 from the exercise of employee stock options. The primary sources
of cash from financing activities for 2011 included proceeds of approximately $55.1 million from the issuance of 3.6 million shares of
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our common stock in an underwritten public offering and $1.2 million from the eXerexse of" elnployee stiocl( olétlons The pnmary ‘uges.of
cash. for 2011 related to payments under capital lease obligations.

Revenues increased and operating income improved over the prior year, and our: balance sheet reﬂects: posmve working capltal of $83.3
million at December 31, 2012 compared to $78.6 million at December 31; 2011. The increase in working capital primarily resulted from
increases in cash and investment balances. At December 31, 2012; the Company’s primary source of liquidity was $93.3 million of cash
and cash equivalents and marketable securities. The Company also has a $20.0 million revolving credit facilityloan agreement, all of
which was available at December 31, 2012.

We believe that our existing cash and cash equivalents, marketable securities, cash generated from operations, and available: borrowings
under our revolving credit facility will be sufficient to meet. anticipated: cash needs for working: ¢apital, new product development,
potential acquisitions and capital expenditures for at least the next 12 months. Over the past eight years, we have utilized our federal and
state net operating loss carryforwards to offset taxable income. We anticipate our remaining net operating loss carryforwards will become
fully utilized over the next 12 to 24 months. Our actual tax payments may increase significantly once the net operating loss carryforwards
are fully utilized. As part.of our growth strategy, we review possible acquisitions that complement our products and services. We
anticipate that future acquisitions, if any, would be effected through a combination of stock and cash consideratioh. The issuance of our
stock as consideration for an acquisition could have a dilutive effect on earnings per share and could adversely affect our stock price.

Because we have no material debt or outstanding borrowings under our revolving credit facility, our balance sheet is unleveraged. Our
revolving credit facility contains financial covenants and availability calculations designed to set a maximum leverage ratio of
outstanding debt to equity. Therefore, if we were to borrow against our revolving credit facility, our debt capacity would be dependent
on the covenant values at the time of borrowing. As of December 31, 2012, we believe we were in compliance with all covenants. The
credit markets have been experiencing extreme volatility and disruption, and we_cannot assure you that if we need additional financing
that it will be available on terms favorable to us, or at all. Failure to generate sufficient cash flow from operations or raise:additional
capital when requlred in sufficient amounts and on terms acceptable to us could harm our business, financial condition and resuits of
operations.

Off-Balance Sheet Arrangements and Contractual Obllgatlons

The Company’s off-balance sheet arrangements primarily consist of operating leases, contractual obligations, and our revolving credit
facility, which is described further in Note 14 to the Company’s consolidated financial statements contained elsewhere in this report.

The following table presents a summary of future anticipated payments due by.the Company under contractual obligations with firm
minimum commitments as of December 31, 2012, excluding amounts already recorded in the Consolidated Balance Sheets (in
thousands):

Payments due by period
Less than 1 More than §
year 1-3 years 3-5years years Total
Operating 16ases.............uu.coveveecnnccrrsmmesnnneesiesennen $ 1918 § 2211 § 1279 § - 8 5408
Purchase obligations . 367 406 - - 773
TOtAL . s $ 2285 $ 2617 § 1279 §$ - $ 6,181

Recent Accounting Pronouncements

[

In June 2011, the Financial Accounting Standards Board (“FASB”) issued Accounting Standards Update (“ASU”) 2011 05
Presentatzon of Comprehensive Income, which amends ASC ‘Topic 220, Comprehenszve Income. The objecﬁt/e of ASU 2011-05 is to
improve the comparablhty, consistency and transparency of financial réporting and to mcrease the prominence of items reported in
other comprehenswe income. The update requires entities to present items of net mcome, itéms of other comprehenswe income and
total comprehensnve income in one continuous statement or two separate consecutive statements and entities will fo longer be
allowed to present items of other comprehenswe income in the statement of stockholders equity. Reclassification adjustments
between other comprehensive income and net income will be presented separately on the face of the financial statements. The
adoption of ASU 2011~ 05 dld not have a material 1mpact on our consolldated ﬁnancral statements

In’ August 2011, the FASB issued ASU 2011-08, Intangzbles — Goodwzll and Other which amends ASC Toplc 350, Intangzbles —
Goodwill and Other. The purpose of ASU 2011 -08 is o mmpllfy how an entxty tests goodw1ll for 1mpamnent Entities will assess -
qualitative factors to determine whether it is more likely than not that a reportmg unit’s fair value is'less than its carrying value. In
instances where the fair value is determined to be Tess than the carrying value, entmes will perform the two-step quantitative goodw1ll
impairment test. The adoption of ASU 2011-08 did not have a material impact ori our consolidated financial statements.
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Item 7A. Quantttattve and Qualitative Disclosures about Market Risk :

The Company is exposed to market risk from changes in interest rates. We do not have any foreign currency exchange rate risk or
commodity price risk. As of December 31, 2012, the Company had no outstanding debt. We may become subject to interest rate market
risk associated with any future borrowings under our revolving credit facility. The interest rate under the revolving credit facility is based
on 30 Day LIBOR plus a margin of either 175 or 200 basis points determined in accordance with a pricing grid. We are exposed to
market risk with respect to our cash and investment balances, which approximated $93.3 million at December 31, 2012. Assuming a
hypothetical 10% decrease in interest rates, interest income from cash and investments would decrease on an annualized basis by
approximately $35,000.

The Company’s investment policy and strategy is focused on investing in highly rated securities, with the objective of minimizing the
potential risk of principal loss. The Company’s policy limits the amount of credit exposure to any single issuer and sets limits on the
average portfolio maturity.

The above market risk discussion and the estimated amounts presented are forward-looking staterhents of market risk assuming the
occurrence of certain adverse market conditions. Actual results in the future may differ materially from those projected as a result of
actual developments in the market.
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

The Board of Directors and Shareholders of
HealthStream, Inc.

We have audited the accompanying consolidated balance sheets of HealthStream, Inc. as of December 31, 2012 and 2011, and the related
consolidated statements of income, comprehensive income, shareholders’ equity, and cash flows for each of the three years in the period
ended December 31, 2012. These financial statements are the responsibility of the Company’s management. Our responsibility is to
express an opinion on these financial statements based on our audits.

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

In our opinion, the financial statements referred to above present fairly; in all material respects, the consolidated financial position of
HealthStream, Inc. at December 31, 2012 and 2011, and the consolidated results of its operations and its cash flows for each of the three
years in the period ended December 31, 2012, in conformity with U.S. generally accepted accounting principles.

We also have audited,'in accordance with’ the standards of the Public Company Accounting Oversight Board (United States),
HealthStream, Inc.’s internal control over financial reporting as of December 31, 2012, based on criteria established in Internal Control —
Integrated Framework issued by the Committee of Sponsoring OrganiZations of the Treadway Commission and our report dated
March 1, 2013 expressed an unqualified opinion thereon. - ‘

! /s/ Emst & Young LLP

Nashville, Tennessee
March 1, 2013
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

The Board of Directors and Shareholders of - S o
HealthStream, Inc. : nedd

We have audited HealthStream, Inc.'s internal control over financial reporting as of December 31, 2012, based on criteria established
in Internal Control — Integrated Framework issued by the Committee of Sponsoring Orgatiizations of the Treadway Commission-(the
COBO criteria). HealthStream, Inc.’s managementis responsible for maintaining effective internat-control over: financial reporting,
and for its assessment of the effectiveness of internal control over financial repbrting included- i the accompanying Management’s
Report on Internal Control over Financial Reporting. Our responsibility is to express an opinion on the Company’s internal control
over financial reporting baséd onouraudit. ~ *~ - 0wl o I AP S8 f

)

i . : : - e oo [N IO B ¢ - N ot
We conducted our audit in accordance with the standards of the Public Company Accounting Oversight Board (United States). These
standards require that we plan and perform the audit to obtain reasopable assurance about whether,effective internal contro), 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, testing and evaluating the design and operating effectiveness of
internal control based on the assessed risk, and performing such other procedures as we considered necessary in the circumstances.
We believe that our audit provides a reasonable basis for.our opinion. ; : S \

A company’s internal control over financial réporting is ‘a process designed to provide reasonable assurance regarding the reliability
of financial reporting and the preparation of financial statements, for external purposes in accordance with generally accepted
accounting principles. A company’s internal control over financial reporting includes those policies and procedures that (1) pe,r&inuto
the maintenance of records that, in reaspnable detail, accurately and fairly reflect the transactions and,dispositions of the assets of the
company; (2) provide reasonable assurance that transactions are recorded as necessay, 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. . -y

Because of its inherent limitations, internal control over financial reporting may not prevent or detect misstatements. Also, 'brojectio’hs
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, HealthStream, Inc. maintained, in all material respects, effective internal control over financial reporting as of
December 31, 2012, based on the COSO criteria.

We also have audited, in accordance with the standards of the Public Company Accounting Oversight Board (United States), the 2012
consolidated financial statements of HealthStream, Inc. and our report dated March 1, 2013 expressed an unqualified opinion thereon.

/s/ Ernst & Young LLP

Nashville, Tennessee
March 1, 2013
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HEALTHSTREAM, INC.
CONSOLIDATED BALANCE SHEETS
(In-thousands)

ASSETS
Current assets: ‘
Cash and cash equivalents..............
Marketable securities — short-term
Accounts receivable, net of allowance for doubtful accounts of $142 and $149
at December 31, 2012 and 2011, respectively ........cocvireivininninenenenneneniieninie
Accounts receivable - UNDILIEd ......covuveeencrerereriininisssis s e nstsssissstssssssesssssssenss
Deferred tax assets, current . retsaessisesrans eatasesaveesesssenssnissirase
Prepaid royalties, net of amortization
“Other prepaid expenses and Other CUITENE BSSELS.......cvuerrserersirsssissisirinsisisssssisssss s ssssssiassesessesssenesens
Total current assets rererrrerenessersesenas
Property and equipment:
Equipment.....
Leasehold improvements
Furniture and fixtures

Less accumulated depreciation and amortization...........ceeeverssnerssesserisenes

Marketable securities — long-term
Capitalized software development, net of accumulated amortization of $10,987

and $8,344 at December 31, 2012 and 2011, respectively
GOOAWILL...voveerieeierererereertssseese s renetesessasasasans b bstsasasasbensbsbstsnasssebonssesssassssnnanse
Intangible assets, net of accumulated amortization of $10,036 and $8,930

at December 31, 2012 and 2011, FESPECHIVELY ....vveceuerereerueriniseisiniserinssnsssssississssssissssssssssassessnes
Other assets . . o

Total aSSets ....veerevereeriarunians

LIABILITIES AND SHAREHOLDERS’ EQUITY
Current liabilities:
Accounts payable “ reresonerseinerernians
Accrued liabilities .
Accrued compensation and related expenses
Deferred revenue..
Total current liabilities ..........cocveevicnviiniriecirnnnene

Deferred tax liabilities, noncurrent bbb s e ressenene
Other long term liabilities ..................
Commitments and contingencies .........

Shareholders’ equity:
Common stock, no par value, 75,000 shares authorized; 26,233 and 25,896
shares issued and outstanding at December 31, 2012 and 2011, respectively ......coovuniusecsieusens
Accumulated deficit .......cocoeeirinninae
Accumulated other comprehensive income (loss)
Total shareholders’ equity........ccveerirenemrevernisnrennenaas
Total liabilities and shareholders’ equity .

See accompanying notes to the consolidated financial statements.
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December 31,
2012

$ 41,365
51,952

15,348
1,163
2,459
3,738

2,266

118,291

18,108
5,050
3.368

26,526

18,706
7,820

9,732
29,299

8,805
581

$ 1,057
9,708
1,121

23,146

35,032

6,474
826

158,020
(25,842)
18

132.196

17458

December 31,
2011

$ 76,904
6,552

16,014
1,316
5,080
3,409

1.804

111,079

16,362
4,170
2,545

23,077

16,990
B 6,087

5,996

7,940
21,147

1,957
31

§ 1542y

$ 2,585
5,492

1,612

22759

32,448

323
551

154,409
(33,487)
7

120915

§ 154237



HEAVTHSTREAM; INC.

CONSOLIDATED SFATEMENTS'OFINCOME
(In thousands, except per share data)

. Revenues, net.

Operating costs and expenses:
Cost of revenues (excluding depreciation and amortization)

Product development
Sales and marketing

Other general and administrative expenses

Depreciation and amortization

~ Total operating costs and expenses

Income from operations

Other income (expense), net

Income before income tax provision

Income tax provision

Net income

Net income per share:
Basic

Diluted

Weighted average shares of common stock outstanding:
Basic -

Diluted

For the Year Ended December 31,

oy 2012 2011 2010
$ 103732 S 82066 5 65754
41,658 31966 L. 24191
8610 74" Teoso
19,802 e . 13,054
13,452 10760 98l
6.661 L5412 . 4880
90,273 70728 . 58,695
13,459 1,338, , 7059
118 o Q1)
13,577 11,348 " 7,038
5932 4404 . _ 2,884
§ 7645 $§ 6944 $ 4154
s 029 § 03l . S 019
$ 028 § 020 $.._0I8
| 2445 21,761
21,507 23.748 20488

See accompanying notes to the consolidated financial statements.
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HEALTHSTREAM, INC.
CONSOLIDATED STATEMENTS OF COMPREHENSIVE INCOME

(In thousands)
For the Year Ended December 31,
2012 2011 2010

Net Income . $ 7,645 $ 6,944 $ ,154
Other comprehensive income, net of taxes:

Unrealized gain (loss) on marketable securities ..... 25 (2) (5)
Total other comprehensive income (loss) 25 (03] (5)
Comprehensive income $ 7,670 $ 6,942 $ 4,149

See accompanying notes to the consolidated financial statements.
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HEALTHSTREAM, INC.
¢ CONSOLIDATED STATEMENTS OF SHAREHOLDERS' EQUITY

‘(In thousands)
Accumulated
Other Total
Common Stock Accumulated Comprehensive  Shareholders’
Shares Amount Deficit Income (Loss Equity
Balance at December 31, 2009 21,623 $ 96,407 § (44,586) $ - 3 51,821
Net income - - 4,154 S e 4,154
Comprehensive income -~ - - T (S) : ©)
Stock based compensation - 664 ‘ - CTT 664
Exercise of stock options 260 536 - - 536
Repurchase of common StockK ..........co.verecrvecivereneianee ' (18) (379) - — ; (379)
Balance at December 31, 2010 21,805 97,227 (40,431) ® 56,791
Net income - - 6,944 - 6,944
Comprehensive income : - - -- 2) )
Stock based compensation -- 788 - - 788
Tax benefits from equity awards ............ccceeererunnnn. -- 21 - - 21
Exercise of stock options 503 1,242 - - 1,242
Issuance of common stock 3,588 55,131 - - 55.131
Balance at December 31, 2011 25,896 154,409 (33,487) @) 120,915
Net income -- - 7,645 -- 7,645
Comprehensive income -- - -- 25 25
Issuance of common stock in acquisitions ............... 56 1,541 - - 1,541
Stock based compensation -- 1,136 - - 1,136
Tax benefits from equity awards ............cocovreerrrenne. -- 111 - - 111
Exercise of stock options 281 823 - - 823
Balance at December 31, 2012 26233 § 158020 § _ (25842) 18 § 132,19

See accompanying notes to the consolidated financial statements.
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HEALTHSTREAM, INC.

CONSOLIDATED STATEMENTS OF CASH FLOWS

(In thousands)
For the Year Ended December 31,
2012 2011 2010
OPERATING ACTIVITIES: .
Net income - $ 7,645  $ 6944 $ 4,154
Adjustments to reconcile net income to net cash provided by operating activities:
Depreciation and amortization 6,661 5,412 4,880
Deferred income taxes 5,601 4,027 2,674
Stock based corhpensation expense 1,136 788 664
Excess tax benefits from equity awards (111 21) -
Provision for doubtful accounts 120 50 65
Changes in assets and liabilities, net of acquisitions:
Accounts and unbilled receivables 1,227 4,997) (1,232)
Prepaid royalties (329) (263) (1,061)
Other prepaid expenses and other current assets (537) (283) (570)
Other assets 707 295 188
Accounts payable (1,529) 211 822
Accrued liabilities, accrued compensation and related expenses, )
and other long-term liabilities : 2,121 1,574 1,026
Deferred revenue (198) 6,018 4,507
Net cash provided by operating activities 22,514 19,755 16,117
INVESTING ACTIVITIES:
Acquisitions, net of cash acquired (9,901) - -
Proceeds from sales of marketable securities,. : - 2,221 -
Proceeds from maturities of marketable securities 78,075 8,135 -
Purchases of marketable securities (118,176) (17,284) . (5,710)
Changes in other investments (234) -, -
Payments associated with capitalized software development (4,435) (6,065) (2,044)
Purchases of property and equipment N (4.316) (4.115) (2,623)
Net cash used in investing activities (58.987) (17,108) (10.377)
FINANCING ACTIVITIES:
Proceeds from issuance of common stock - 55,131 --
Proceeds from exercise of stock options........ 823 1,242 536
Excess tax benefits from equity awards - 11 21 --
Repurchase of common stock -- - 379)
Payments on capital lease obligations and note payable - (5) (316)
Net cash provided by (used in) financing activities 934 56,389 (159
Net (decrease) increase in cash and cash equivalents........ (35,539) 59,036 5,581
Cash and cash equivalents at beginning of year 76.904 17.868 12,287
Cash and cash equivalents at end of year 3 41,365 $ 76904 $ 17,868
SUPPLEMENTAL CASH'FLOW INFORMATION: ‘
Interest paid s 6l § 35 §. 41
Income taxes paid $ 427 § 387 § 368
NON-CASH INVESTING AND FINANCING ACTIVITIES:
Issuance of common stock in connection with acquisitions 5 3 L3541 § - § =
Acquisition of content rights in exchange for future services 3 500 $ - 3 —

See accompanying notes to the consolidated financial statements.
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‘HEALTHSTREAM, INC.
NOTES TO" CONSOLIBAI’FED FINANCIAIJ STATEMENTS

1 SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

Reporﬁng Entity and Segments

HealthStream, Inc. (the “Company™) was incorporated in 1990 as a Tennessee corporation and is headduartered in Nashville,
Tennessee. We operate our business in two segments: HealthStream Learning & Talent Management and HealthStream Research. Our
HealthStream Learning & Talent Management products consist of Intemét-based services and solutions to meet the ongoing traitiing,
certification, assessment and development needs of the healthcare community. These solutions provide, deliver and track computer
based education for our customers in the United States through our software-as-a-service (SaaS) model. HealthSIIeam Research
products offer healthcare orgamzatlons a wide range of quality and satisfaction surveys, analyses of survey results, and. other research-
based services.

. Recognitien of Revenue " L Tt

Revenues ar¢ derived from prowdlng services through our Internet-based learning and talent management products, provision of
survey and research services, courseware subscnptlons, professional services, content maintenance, custom cburseware development
and other education and trammg services.

The Company recognizes revenue when it is realized or realizable anid earned. The Company considers revenue réalized or realizable
. and earned when persuasive evidence of an arrangement exists, prices are fixed or determinable, services and products are provided to
the customer and collectability is probable or reasonably assured.

Revenue recognized from software and other arrangements is allocated to each element of the arrangement based on the relative fair
values of the elements. While elements include software products and post contract customer support, the fair value of each element is
based on objective evidence specific to the vendor. If fair value cannot be determined for each element of the arrangement, all-tevenue
from the arrangément is deferred until fair value can be determined or until all elements of the arrangement are“telivered and customer
acceptance has occurred. Sales of the Company’s Internet-based learning and talent management products mdlude customer support,
implementation services, and training; therefore all revenues are deferred until the Internet-based product is’ implemented at which
time revenues are recognized ratably over the subscription service period. In the event that circumstances occyr, which g;ve nse to
uncertainty regardmg the collectibility of contracted amounts, revenue recognition is suspended until such uncertainty is resolved. Fees
for these services are billed on either a monthly, quarterly, or annual basis.

Revenues derived from the delivery of services through the Company’s Internet-based learning and.-talent. management products and
courseware subscriptions are recognized ratably over the term of the subscription service agreement or over the historical usage period,
if usage typically differs from the subscription period.. Other training revenues are generally reeogmzed upon the completlon of
Revenues derived from the license of installed software products, associated with the Sy.Med pro(‘It'Icts are recognized upon shipment
or installation of the software. Software support and mamtenance revenues are recognized ratably over the term of the related

. agreement. ,
Revenues recognized from the Company’s survey and research services are determined using both the proportional performance
method and the completed contract method. Revenues are generally earned over the estimated survey cycle, which typically ranges
from less than one month to up to five months. The survey cycle is generally initiated based on the receipt of the first survey response
and runs through provision of related survey reports to the customer. If survey results are not available. to the customer during the
survey fielding cycle, revenues are recognized at time of report delivery. Fees for these services are billed upon mxtxatmn:of the survey
cycle, with ptbgress billings made throughout the survey cycle. - '

13
Revenues from professional services, content maintenance, and custom courseware dévelopment ‘services are recognized -using a
percentage of completion method based on labor hours, which correspond to the completion of perfoimance milestbnes and
deliverables. All other revenues are recognized as the related services are performed or products are delivered. Fees for these services
are generally billed at project initiation and upon completion of various milestones.

Principles of Consolidation

The consolidated financial statements include the accounts of the Company and its subsidiaries, all of which are wholly-owned. All
inter-company accounts and transactions have been eliminated in consolidation.
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HEALTHSTREAM, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued)

1. SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (continued) :

Use of Estimates . »

The preparation of the consolidated financial statements in conformity with accounting principles generally accepted in the United
States requires management to make- estimates and.agsumptions that affect the amounts reported in the financial statements and
accompanying notes. Actual results could differ from those estimates and.such differences could be material to the consolidated
financial statements.

Cash Equivalents - : . E - ; x : :
The Company considers cash equivalents to be unrestricted, highly liquid investments with initial maturities of less than three months.

Marketable Securities o : ' : : ,
Marketable securities are classified as available for sale and are stated at fair market value, with the unrealized gains and losses, net of
tax, reported in other comprehensive income (loss) on the accompanying consolidated balance sheets. Realized gains and losses and
declines in market value judged to be other than tefnporary-on invéstments in marketable securities are included in interest and other
income on the accompanying consolidated statements of income. The cost of securities sold is based on the specific identification
method. Interest and dividends on securities classified as available for sale are included in other income (expense) on the
accompanying consolidated statements of income. Premiums and discounts are amortized over the life of the related available for sale
security as an adjustment to yield using the effective interest method. ‘ '

Accounts Receivable-Unbilled and Deferred Revenue L

Accounts receivable-unbilled représents the following: 1) revenue eamned and recognized on contracts accounted for using the
proportional performance method for which invoices have not been generated or contractual billing dates have not been reached; and
2) the difference between billings for contracts containing escalated pricing over the term of the agreement and the recognition of
revenue ratably over the subscription period, Deferred revenue represents amounts, which have been billed or collected, but not yet
recognized in revenue. ' S B

Allowance for Doubtful Accounts

The Company estimates its allowance for doubtful accounts using a specific identification method. Management determines the
allowance for doubtful accounts on a case-by-case basis, based on the facts and circumstances surrounding each potentially
uncollectible receivable. An allowance is also maintained for accounts that are not specifically identified that may become
uncollectible in the future. Uncollectible receivables are written-off in the period management believes it has exhausted every
opportunity to collect payment from the customer. Bad debt expense, is recorded when events or circumstances indicate an additional
allowance is required based on the Company’s specific identification approach. . o . ,

Changes in the allowance for doubtful accounts and the amounts charged‘to bad ‘debt',eglgpense for th‘ev )'leavrsv' ended Decémbpr 31, were
as follows (in thousands): , PR . L

Allowance Balance at * * Charged to Costs and ' ** Allowance Balance at
2012 ...... 8 149 . § 120, $ az7n - $ 142
2011 oot $ 157 $ 50 $ (58) $ 149

2010 A s . 14l $ 65 8 (49) $ 157

Ty
tin

Capitalized Software Development , o T g

Capitalized software development is stated on ‘the basis of cost, and is presented net of accumulated amortization. The Company
capitalizes costs incurred during the software development phase for projects'when such costs are material. These assets are amortized
using the straight-line method, generally ranging between one to five years. The Company capitalized approximately $4.4 million and
$6.1 million during 2012 and 2011, respectively. Maintenance and operating costs are expensed as incurred. As of December 31, 2012
and 2011, there were no capitalized internal development costs for computer software developed for resale.

Financial Instruments o

The Company has financial instruments, including cash and cash equivalents, accounts receivable, accounts receivable-unbilled,
accounts payable, accrued liabilities, and deferred revenite. The carrying amounts of these financial instruments approximate fair value
because of the short term maturity or short term nature of such instruments. Marketable sécuritiés approximate fair value based on
quoted market prices, see Note 4. ' e ;. :
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- HEALTHSTREAM, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continaed)

1. SUMMARY OF SIGNIFICANT ACCOUNTING ROLICIES (continued) ‘ T e S AL

Fair Value Measurements s

Fair value is defined as the price that would be received to sell an asset or paid to transfer a liability in the principal or most
advantageous market in an orderly transaction between market participants‘at the measurement date. The fair value hierarchy
prioritizes the inputs to valuation techniques used in measuring fair valué: There are three levels to the fair value hlerarehy based on
the reliability of inputs, as follows:

Level 1 — Observable inputs that reflect quoted prices (unadjusted) for identical assets or liabilities in active markets; “ .
Level 2 ~ Inputs other than quoted prices included in Level 1 that are obseryable for the asset or liability, either; directly. or
indirectly.

Level 3 — Unobservable inputs in which little or no market data exists, therefore requmng the Company to develop s own
assumptlons , .

The Company evaluates assets and liabilities subject to fau' value measurements on a recurring, ba51s to determme the apprqpnate
level at which to classify them for each reporting period. This deterrmnataon requires s1gn1ﬁcant Judgments to be made by the
Company. . . o e

At December 31, 2012, the fair value measurement amounts for assets consisted of marketable securities which are classified as
available for sale. The carrying amounts reported in the consolidated balance sheets approximiate the fair value of the Comparty’s
marketable securities based on quoted market prices or alternative pricing sources and models utilizing matket observable mputs
.At December 31, 2012 and 2011, the Company did not have any financial hablhtxes that were subject to fair vaIue measurements

Property and Eqmpment
Property and equipment are stated on the basis of cost. Depreciation and amortization are provided on the straight-line methbd over the
following estimated useful lives, except for assets under capital leases and leasehold improvements, which are amortized over the
shorter of the estimated useful life or their respective lease term. Depreciation and amortization of property and equipment totaled $2.6
million and $1.9 million for the years ended December 31, 2012 and 2011, respectively. .

Yea
- Equipment 35
Goodwill and Intangible Assets

- Goodwill represents the excess of purchase price over fair value of net tangible assets acquired.- The Company evaluates goodwnll for
1mpa1rment at the reporting unit level by assessing whether it is more likely than not that the fair value of a reporting unit excéeds its
carrymg value. If this assessment concludes that is more likely than not that the fair value of a reporting unit exceeds its carrying value,
then goodwill is not considered ‘impaired and no further unpalrment tésting is required. Conversely, if the assessment concludes ‘that it
is more likely than not that the fair value of a reporting unit is less than its carrying value, a goodwill impairment test'is pefformed to
compare the fair value of the reporting unit to its carrying value. The Company determines fair value of the reporting units using both
income and market based models. The Company will perform its goodwill impairment test whenever events or changes in facts or
circumstances indicate that impairment may exist, and at least annually during the fourth quarter. ‘

As of December 31, 2012 intangible assets with remaining unamortized balances include contract rights and customer relationships,
internally-developed technology and patents, non-competition agreements, and trade names. These 1ntang1ble assets ape considered to
have definite useful lives and are being amortized on a straight line basjs. The weighted average amartization period for gieﬁmte lived
intangible assets as of December 31,2012 is 8.7 years. Intangible assets are reviewed for impairment whenever events or chapges in
facts or circumstances indicate that the carrying amount of the assets may not be recoverable. There were no impairments identified or
recorsied for the years ended December 31,2012, 2011, or 2010.

Long-Lived Assets

Long-lived assets to be held for use are reviewed for events or changes in facts and circumstances, both 1qtema‘uy and extemale,
which may indicate that an impairment of long-lived assets held for use are present. The Company measures any impairment using
observable market values or dlscounted future cash flows ﬁ'om the related lpng-hved assets The cash ﬂow estimates and discount rates
incorporate managexpent’s best estlmates, using appropnate and gustomary assumptlons and p,ce;ggtlons at the, date of evalua,tlon
Management periodically evaluates whether the carrying value of long-lived assets, mcludmg property and eqmpment, Capltalued
software development, other assets and intangible assets will be recoverable. There were no impairments identified or recorded for the
years ended December 31, 2012, 2011, or 2010.
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HEALTHSTREAM, INC.
: NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Centinued)

1. SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (continued)

Other Assets €
Other assets are comprised of the long-term portion of content development fees and an mvestment accounted for under the equity
method.

Income Taxes

Income taxes are accounted for using the asset and 11ab111ty method, whereby deferred tax assets and liabilities are determined based on
the temporary differences between the financial statement and tax bases of assets and liabilities measured at tax rates that will be in
effect for the year in which the differences are expected to affect taxable income. Management evaluates all available evidence, both
positive and negative, to determine whether, based on the weight of that evidence, a valuation allowance is needed. Future realization
of the tax benefit of an existing deductible temporary difference or carryforward ultimately depends on the existence of sufficient
taxable income of the appropriate character within the carryback or carryforward period available under the tax law. There are four
possible sources of taxable income that may be available under the tax law.to realize a tax benefit for deductible temporary differences
and carryforwards: 1) future reversals of existing taxable temporary differences, 2) future taxable income exclusive of reversing
temporary differences and carryforwards, 3) taxable income in prior carryback year(s) if carryback is permitted under the tax law, and
4) tax-planning strategies that would, if necessary, be implemented to realize deductible temporary differences or carryforwards prior
to their expiration. Management reviews:the realizability of its deferred tax assets each reporting period to identify whether any
significant changes in circumstances or assumptions have occurred that could materially affect: the realizability of deferred tax assets.
As of December 31, 2012, the Company had established a valuation allowance of $1.1 million for the portion of its net deferred tax
assets that are not more likely than not expected to be realized.

The Company accounts for-income tax uncertainties usmg a more-hkely-than-not recognition threshold based on the technical merits
of the tax position taken. Tax positions that meet the more-likely-than-not recognition threshold are measured in order to determine the
tax benefit to be recognized in the financial statements. The Company expenses any penalties or interest associated w1th tax obligations
as general and administrative expenses and interest expense, respectlvely :

Accrual for Service Credits

The Company maintains an accrual for service credits that may occur from our Internet-based learning and talent management
products. The accrual is estimated using management’s judgment and analysis of potential risk of loss associated with downtime,
system performance, or other contractual obligations associated with our hosted applications. At December 31, 2012, and 2011, the
accrual for service credits balance was approximately $69,000 and $72,000, respectively, and is mcluded on the accompanying
consolidated balance sheets under the captlon “accrued liabilities.” ‘ : :

Other Long Term Liabilities s
Other long term liabilities represent the deferred rent 11ab111ty associated with an operating lease for office space in Nashville,
Tennessee as well as deferred service credits (see Note 9). ‘

Advertising
The Company expenses the costs of advertising as incurred. Advertising expense for the years ended December 31, 2012, 2011, and
2010 was approximately $349,000, $251,000, and $130;000, respectively. '

Shlpplng and Handling Costs .
Shipping and handling costs that are associated with our products and services are mcluded in cost of revenues.

Net Income Per Share

Basic net income per share is computed by dividing the net income available to common shareholders for the period by the weighted
average number of common shares outstanding during the period. Diluted net income per share is computed by dividing the net income
for the period by the weighted average number of common and common equivalent shares outstanding during the period. Common
equivalent shares, composed of incremental common shares issuable upon the exercise of stock -options, are included in diluted net
income per share to the extent these shares are dilutive. Common equivalent sharés that have an anti-dilutive effect on diluted net
income per share have been excluded from the calculation of diluted weighted average shares outstanding for the years ended
December 31, 2012, 2011, and 2010.

41



- HEALTHSTREAM, INC.
+NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Contina¢d)

1. SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (continued) *

Concentrations of Credit Risk and Significant Customers o
The Company places its temporary excess cash investments in high quality, shoft-term money market instruments. At times, such
investments may be in excess of the FDIC insurance limits.

The Company sells its products and services to various companies in the healthcare industry that are located in the United States. We
perform ongoing credit evaluations of our customers’ financial condition and generally require- no collateral from: customers The
Company did not have any single customer representing over 10% of net revenues durlng 2012, 201 1,0r2010."

Stock Based Compensatlon : T

-As of December 31, 2012, the Company maintains two stock based compensatlon plans, ‘which are described in Note 12. The
Company -accourits for stock based compensation using the fair-value based method for costs related ‘to.share-based payments,
including stock options and restricted share: units. The Company uses the Black Scholes option pricing model for calculating the fair

- value of option awards issued under its stock based compensation plan: The Company measures compensation cost of restricted share
units based on the closing fair'market ivalue of the: Company’s stock on the date:of grant. Stock based compensation cost is measured at
the grant date, based on the fair value of thé award that is ultimately expected to. vest, and is recognized .as an expense over the
requisite service peried. The Company recognizes tax benefits from stock based compensatmn if-an excess tax benefit is realized.
Excess tax benefits are recorded as an increase to common stock when realized. :

Newly Issued Accountmg Standards
In June 2011, the Financial Accounting Standards Board (“FASB”) 1ssued Accounting Standards Update (“ASU”) 2011-05,
Presentation of Comprehensive lncome, which amends ASC Topic 220, Comprehensive Income. The objective of ASU 2011-05 is
- 1o improve the comparability, consistency.and transparency of financial reporting and to increase the prominence of items reported
in other comprehensive income. The update requires entities to present items of net income, items: of other comprehensive income
and total comprehensive income in one continuous statement or two separate consecutive statements; and entities will no longer be
allowed to present items of other comprehensive income in the statement of stockholders’ equity. Reclassification adjustments
between other comprehensive income and net income will be presented separately on the face of the financial statements. The
. adopﬁon of ASU 2011-05 did not have a material impact on our consolldated financial statements.

In August 2011 the FASB issued: ASU 201 1-08 lntangzbles — GoodszI and Other, which amends ASC Topic 350; Intangibles —
. Goodwill and Other. The purpose of ASU 2011-08 is to simplify how an entity;tests goodwill for impairment. Entities. will assess
qualitative factors to determine whether it is more likely than not that a reporting unit’s fair value is less than its catrying value. In
instances where the fair value is determined to be less than the carrying value, entities will perform the two-step quantitative
goodw1ll impairment test. The adoption of ASU 201 1-08 d1d not have a matenal impact on our consolidated: ﬁnancmal statements.

2 SHAREHOLDERS‘ EQUITY
Common Stock

i ' . e 7. N : L, . .

The Company is authorized to issue up to 75 million shares.of commeon stock. The number .of common shares issued and outstanding
as of December 31, 2012 and 2011 was approximately 26.2 million and 25.9 million, respectively. During 2011, the Company issued
approximately 3.6 million shares of common stock in connection with an underwritten public offering, razsmg approxmlately -$55.1
million. : :

Preferred Stock

; The Cempany is authonzed to 1ssue up to 10 mllhon shares of preferred stock in one or more series, havmg the relative voting powers,
designations, preferenees, rights and qualifications, limitations or restrictions, and other terms as the Board of Directors may fix in
providing: for the issuance of such series, without any vete or action of the shareholders. During 2000, all outstanding shares of
preferred stock were converted into common stock in connectlon with our initial pubhc offering (IPO) Thene have been no shares of
preferred stock outstanding since our IPO.. : j ,
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HEALTHSTREAM, INC.

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued)

3. EARNINGS PER SHARE

The following table sets forth the computation of basic and diluted earmngs per share for the three years ended December 31, 2012 (in

~ thousands, except per share amounts)

Numerator:
Net income

Denominator:.

Weighted-average shares outstanding

Effect of dilutive shares

Weighted-average diluted shares

.....................................

Basic earnings per share

Diluted earings per share ..

2012 2011 2010
$ 7645 § 6944 % 4,154
26,128 . 22,445 21,767
1,379 : . 1.303 721
27,507 23,748 22,488
$ 029 § 031 § 0.19
3 0.28 $ 0.29 $ 0.18

Potentially dilutive shares representing approximately 0.1 million, 0.2 million, and 0.4 million shares of common stock for 2012, 2011,
and 2010, respectively, were excluded from the calculation of diluted earnings per share because their effect would have been anti-

dilutive.

4. MARKETABLE SECURITIES:

i

At December 31 2012 and 2011, the falr value of marketable securities, whlch were all class1ﬁed as available for sale, mcluded the

following (m thousands):

Level 1:
Mutual funds ...

Level 2:

Certificates of deposit
Commercial paper

Corporate debt securities

U.S. government securities

Subtotal
Total

. Level 1.
Mutual funds ..

Level 2:
Corporate debt securities

U.S. government securities

Subtotal
Total

December 31, 2012

Unrealized - Unrealized

Adjusted Cost Gains Losses Fair Value
$ 5042 $ 30§ - 8 5072
2,254 - - 2,254
3,122 1 R 3,123
27,017 1 17 . 27,001
14,499 -- 14,502
46,892 _, 5 (17 46,880
3 51934 $ 35 $ an $ 51,952

- December 31, 2011

Unrealized Unrealized :

Cost Gains Losses air Valu
$ 2504 $ S S 2,504
2,038 - ) 2,037
8,013 - -(6) 8,007
10051 - (0 10,044
$ 12,555 § - 8 D $ 12,548

The carrying amounts reported in the consolidated balance sheeét approximate fair value based on quoted market prices or
alternative pricing sources and models utilizing market observable inputs. As of December 31, 2012, the Company does not

consider any of its marketable securities to be other than temporarily impaired.
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HEALTHSTREAM, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS:(Cotitinued)

5. BUSINESS COMBINATIONS THe o P

On June 29, 2012, the Company acquired all of the stock of Decision. Critigal, Inc., (DCI) an Austin, Texas based.company that
specializes in learning and competency management products for acute-care hospitals. The Company -acquired DCI to further

advance its suite of talent management solutions. The consideration paid for DCI consisted of approximately $3.4 million in cash
and 224124 shares of our common stock. Also, the; Company may make additional payments of up to $300,000, contingent upon
achievement of certain financial targets and business outcomes over the next three years. The Company incurred approximately
$203,000 in transaction costs associated with the DCI acquisition. In allocating the purchase price, the Company recorded
approximately $2.9 million of goodwill, $1.5 million of identifiable intangible assets, $291,000 of net tangible assets and $456,000
of deferred tax liabilities. The net tangible assets include deferred revenue, which in accordance with US'GAAP, was adjusted
down from a book value of $548,000 to an estimated fair value of $356,000. The deferred revenue fecoded represents the
estimated fair value of the contractual obligation assumed as of the acquisition date. The $192,000 write-down of deferi¥d revenue
will result in lower revenues than would have otherwise been recognized for such services. The results of operatxons for DCI have
been included in the Company’s consolidated financial statements from the date of acquisition.

On October 19, 2012, the Company acquired all of the stock of Sy.Med Development, Inc. (Sy. Med) a Brentwood Tennessee based
company that spetializes in credentialing related software products for healthcare providersi The Company acquired SyMed to fusther
advance its suite of talent management solutions. The consideration paid for Sy.Med consisted of approximately $7.1 million in cash
and 34,060 shares of our common stock, as well as a working capital adjustment payment of approximately $180,000. The Company
may make additional payments of up to $1.5 million, contingent upon achievement of certain financial targets and business outcomes
over the next two years. The Company incurred approximately $165,000 in transaction costs associated:with" the :Sy.Med
acquisition. In allocating the purchase price, the Company recorded approximately $5.3 million of goodwill, $6.5 million of
identifiable intangible assets, $246,000 of net tangible assets and $2.8 million of deferred tax liabilities. The net tangible nssets
include deferred revenue, which was adjusted down from a book value of $1.1 million to an estimated fair value:of $229,000. The
$916,000 write-down of deferred revenue will result in lower revenues than would have otherwise been recognized for such
services. The allocation of purchase price is preliminary and may be subject to change within the measurement period of one year
from the acquisition date. The primary area of the preliminary purchase price allocation that is not complete is finalizing
adjustments to working capital. The results of operations for Sy.Med have been included in the Company’s consolidated ﬁnanclal
statements from the date of acquisition.

6. GOODWILL

Goodwill is evaluated for impairment at least annually to determine whether it is more likely than not that the fair value of the
reporting units exceed their carrying value. If this assessment concludes that is more likely than not that the fair value‘of a reporting
unit exceeds its carrying value, then goodwill is not considered impaired and no further impairment tésting is' *x‘eetulred ‘Qualitative
factors are considered for this assessment, such as, financial performance, industry and market comparables, ‘#tid ‘other factors
affecting the reporting unit. If the assessment concludes that it is'more likely than not that the fair value of a reporting unit is less
than its carrying value, a goodwill impairment test is performed to compare the fair value of the reporting unit to its carrying value.
The Company determines fair value of the reporting units using both income and market based models. Under these methods, the
technique used to determine fair value.is sensitive to estimates and assumptions associated with cash flow from operations and its
growth, discount rates, and reporting unit terminal values. The. Company performs its annual impairment evaluation of goodwill
during the fourth quarter of each year and as changes in facts and circumstances indicate impairment exists. During the anhual
' impairment evaluation in the fourth quarter of 2012 and 2011, the results of our assessment indicated goodwill was not 1mpa1red

" On June 29, 2012 we acquired DCI, and on October 19, 2012 we acquired Sy.Med. We recorded goodwill of approxirmately $8.2
“million in connection with these acquisitions within the HealthStream Learning & Talent Management 'segment.’ The chémges in the
. cefrymg amount-of goodwill for the years ended December 31, 2012 and 2011 are as follows (in thousands):

Learning & Talent
Balanceat.lanuaxyl 2m7 $ 337 . . $ 17840 . § . 21,;47

Acquisition of Sy.Med Development, InC. ......c.cccceevureruennns ‘ 5,291 . o - i 5201
Acquisition of Decision Critical, Inc. '~ Y61 - 2861
Balance at December 31, 2012 $ 11,459 $ 17840 $ 29299

Learning & Talent

Management Research Total

Balance at January 1, 2011 $ 3,307 $ 17,840 $ 21,147
Changes in carrying value of goodwill ............ccecvirvereninrian. - - -
Balance at December 31, 2011 3 3,307 § 17,840 $ 21,147
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7. INTANGIBLE ASSETS RIS NI SN

-.All intangible assets are considered to have finite useful lives: Customer related intangibles are amortized over their estimated useful

¥

» million and $4.3.million of capntallzed software development for SimVentures during 2012 and 2011 respect}vely

* lives ranging from eight to ten years. Other intangible assets inglude nomcompetition agreements, technology aad patents; and trade

names, and are being amortized over periods ranging from five to nine years. Amortization of intangible assets was approximately $1.1
million, $887 000 and $947 000, for the years ended December 31 2012 201 1 and 2010, respectlvely

Identlﬁable mtangxble assets are compnsed of the followmg (1n thousands) N E

. As of r3 2012 : f D r.31, 2011 ..
’ [ ! PR il “aenalicg :

Accumulated Accum;ulated L

Gross Amount  Amortization Net Gross Amount Amortization Net
Customer related .....0...... s TiES5,619 & 8,969 $ 6,650 $ 9915 §$ (7958) § 1,957
Other .....cvecvcrmirmerecencnne 3222 (1067 _- 2,155 972 (972) -
Total $ 18841 §  (10036) § 8805 $ 10887 $  (8930) § 1957

' e PRARE DU R

The expected annual amortization expense for the years ending December 31, is as follows (in thousands): =, .. | ‘ )
..... — 8 030
, . S . 71
Qedsiininenieenaiaaiinen Teessssrbreratianenaiesuiasenatsens g SLERN O o ‘;{5!(969
..... . — ) L .880
...... B pebpevegoee 851
et - . __ 3348
Total ........... SRS . . ; e . sepesseranes ... 8 8,805

8 COLLABORATIVE ARRANGEMENT . R ) Gl

The Company part101pates in a collaborative arrangement SlmVentures , with Laerdal Medical A/S (Laerdal Medical). The
Company receives 50 percent of the profits or losses generated from this collaborative arrangement. The parties did not form a separate
legal entity as part 0f the coltaborative arrangerment; therefore, the Company accounts for SimVentures as a collaborative arrangement
in accordance with applicable accounting guidance. During the first quarter of 2011, the Company acqmred a 50 percent ownership
interest in Laerdal Medical’s Advanced Video System (AVS} product for $3.5 million in cash. AVS is a product that enables users of
advanced patient simulators to easily captute video, ‘audis, dtd logs, and “patient” responses. The AVS product is jointly owned

“through SimVentures. Durinig the second quarter of 2611, SimVentures launched SimStore®, one of the'components of SlmCenter

that offers healthcare providers an opportunity to sample and purchase simulation scenarios to use in their simulatibfi trdinitig activities.
For the year ended December 31, 2012, the Company recorded approximately $1.7 million of revenues and $1.7 mllllon of expenses

related to the collaborative arrangement, For the year ended December 31, 2011, the Company recorded approxtmatély $0.8 mllllon of

revenues and $1.3 million of expenses related to the collaborative arrangement. The Company also’ recorded approx1mately '$1.3

R ? it

9. CONTENT RIGHTS AND DEFERRED SERVICE CREDITS

’ Dunng 2012, the Company entered 1nto a renewal agreement with a customer in which the Company qu provrdedeontmuqd nghts to

distribute and resell courseware owned by the customer. In exchange for the receipt of an emluswe hcense to distribute and resell t;hls
courseware, the Company has provided, and will continue to provide, the customer with service credits that can be, ethanged for
future purchases of the Company’s products and services. The value assigned to the content nghts and the deferred service credits was
$500,000, which represents the estimated fair value of the assets relinquished. The content rights are classified within other prepaid
expenses and other assets, and the deferred service credits are classified within accrued liabilities and other long-term liabilities on our
condensed consolidated balance sheets.

These exchangeable service credits will be issued annually through December 31, 2016, and will expire twenty-four months after
issuance. Any unused credits will be forfeited upon expiration. During 2012, the Company issued exchangeable service credits of
$100,000 in accordance with this agreement, and is obligated to issue remaining service credits of $100,000 annually through 2016.
The content rights are being amortized on a straight-line basis through December 31, 2016. Revenues for products or services provided
in exchange for these service credits will be recognized in accordance with the Company’s revenue recognition policies.
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10. BUSINESS SEGMENTS EPRREE ILE R |

The Company provides services to healthcare organizations and. other' members within the healthcare industry, Theséservices are
primarily ‘focused: on the delivery .of learning ‘and talent mandgement products and- serVnces (Healthsuem Leammg & Taizent
Management), as well as survey and research services (Heaithsu'eam Research) S i Y
o [ERTN FR S ; [EEN N g

The Company measures segment performance based on operating income before income taxes and prior to the allocatlon of certaln
corporate overhead expenses, interest income, interest expense;:and' depreciation. The Unalocated component below includes
corporate functions, such as accounting, human resources, legal mvestor relations, administrative, and executive personnel,
depreciation,’ a ‘pottioh: of ' amfiortization, and certain other expenses, Which are’ nét :currently allocated in measuring segment
performance. The followmg is the Company’s business segment information as of and for the years ended December 31, 2012, 2011

and 2010 (in thousaﬂl!s)’l

3 SN L TR A T
. ' ‘ear Dece .
g Learning & B
' ~ Talent . A I8
Management Research nallocated Consolidated
Revenues, net . $ 78,566 $ 25,166 $ -- $ 103,732
Cost of revenues (excluding depfematlon and feoadin R S S R S
amortization) ceereneesase e ne 28,390 13,268 -- 41,658
" 'Product development .............cccocwivennrverenrrineen 7,040 1,570 - ' 8,610
‘Sales and marketing 14,081 5,420 391 19,892
“Other general and admlmstratlve ........................................... 2,760 1,330 -9,362 13,452
" Depreciation and AMOTtZALON ............c.cerereerees : 2.877 1,179 2,605 : 6,661
Total income from operations......................... $ 23418 $ 239 $ (12358)  § __1%459
*Segment dssets : 3. 46693 3 23978 3 103,857 174528
Purchases of property and equipment $ 1728 $§ 120 $ 2468 $ 4316
Payments associated with capitalized software R SN PEEE T S ey
AEVEIOPIMENL ...ovvv.vvvveeceevennsivseeensssesesesssssssssassssssssssssssns $ 3536 $ 899 ¢ - § 4,435
S TE S T yoooom 7
ur . e 3’,'{5 PR A - LINDCT QF, & i o :”é:‘
i Leaming& o, - 4 S, » 4
i L « Tolent ., ¥ RETIAUTIN SN i
v iz th tH <; W ;uw
Rcveﬂ‘es’ net ey reepey . f$ ElE s ’078 $. . 23’98',8 8 $' 07 & B R ‘;.$, G 82,066
‘ Costofrevenqes,(excludmgdcprecxatlonand s sa il . A
P?g:lomzatxon) , : pee e 18,842 12,224 L 31066
uct deyelopment - " 5,907 . 1,566 o , 7473
" Sales and marketiig ... S . 10,871 4,733 < 413 ‘ 16,017
" Othér general and adminiéfrative ' "o2116" 1,682 7 7,012 16,760
Depreciation and AMOTtZAHON ....................cevovrvveeersirsrssssissins 3364 1194 1.854 5412
Total income from Operations.............ccceecccreuseeseercrnnnee
*Segment assets ....., NS
" Purchiadés of property atid equipment et .
“Payttients assbtiated with csﬁmﬁzed soﬁfware ' '
' de\le}opment""='- NI B
: u g
r b B R fad i i PA
=i , R i
. e i
AL i s S BL IR A {1 i
& i g Coliul b ' ’ :
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HEALTHSTREAM, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued)

10. BUSINESS SEGMENTS (continued)
Year ended December 31, 201

Learning &
Talent

Management Research Unallocated Consolidated
REVENUES, NEL ....ovrrerereriririeereeereesesesssesens . . $ 45,165 3 20,589 $ -- $ 65,754

Cost of revenues (excluding depreciation and
amortization) , 13,529 10,662 -- 24,191
Product development ..... 5,484 . 1,505 - 6,989
Sales and marketing............ccouevreevcrcinnennes 8,310 4,372 372 13,054
Other general and administrative............ccccereeenenvenserneniens 1,866 1,824 5,891 9,581
Depreciation and amortization ....... rerereeseneenenseans . 1,896 1,252 1,732 4,880
Total income from OPErations...........ccoceuevevssesiineressusennieneene § 14,080 $ 974 $ (7,995) 3 1,059
*Segment assets . . rrerereeereeneeenes $ 18,731 $ 26,702 3 36,578 $ 8011
Purchases of property and equIpment ...........ccccoeencseieinens $ 1,172 $ 400 $ 1,051 $ 2,623

Payments associated with capitalized software
deVelopMmEnt ......c.oceeverrmeeceensecusesenscnsense . $ 1,795 $ 249 $ = 3 2,044

*+ Segment assets include accounts and unbilled receivables, prepaid and other current assets, other assets, capitalized software development, certain property and
equipment, and intangible assets. Cash and cash equivalents and marketable securities are not allocated to individual segments, and are included within Unallocated. A
significant portion of property and equipment assets are included within Unallocated.

11. INCOME TAXES
The provision for income taxes is comprised of the following (in thousands):
Year Ended December 31,
2012 2011 2010
CUITENL TEAETAL ......rvoreeieceececeeeecesceresei st eresssasssass bbb sre st seass s $ 58 $ 163 $ 146
CUITENt StALE .....ccovevemrcrciciiiiiieneaeaesesaseens rereesesnsaenssias 273 214 65
Deferred federal ....... ettt sttt eaetasessneae e b sttt srras 4,804 3,723 2,515
Deferred state ................. cerrre et naens 797 304 158
Provision for income taxes .............. . cerrerreraeaseanens b 5932 $ 4404 $§ 2884
A reconciliation of income taxes at the statutory federal income tax rate to the provision for income taxes included in the
accompanying consolidated statements of income is as follows (in thousands):
Year Ended December 31,
2012 2011 2010
Federal tax provision at the statutory rate ettt a b b st st e e b tes $ 4,751 $ 3,972 $ 2,391
State income tax provision, net of federal benefit cerereere s esaseastetas 974 337 309
Other verierasesessssnees eerertesese bt asa b esae b 207 ' 95 184
Provision for income taxes ............cceceereeeee rerreserseseene s $ 5,932 $ 4,404 $ 2,884

Management periodically assesses the realizability of its deferred tax assets, and to the extent that a recovery is not likely, a valuation
allowance is established to reduce the deferred tax asset to the amount estimated to be recoverable. At December 31, 2012, a
valuation allowance of $1.1 million exists for the remaining portion of deferred tax assets, which are comprised of the portion of net
operating loss carryforwards attributable to the exercises of stock options. Any future reductions of the valuation allowance associated
with this deferred tax asset would be recognized as an increase to common stock.

As of December 31, 2012, the Company had federal and state net operating loss carryforwards of $14.0 million and $6.8 million,
respectively. These loss carryforwards will expire in years 2013 through 2024. As of December 31, 2012, $8.7 million of the net
operating loss carryforwards is attributable to the exercise of stock options, and if realized, the tax benefit will be recorded as an
increase to common stock.

The Company has research and development tax credit carryforwards of $313,000 that expire in varying amounts through 2031. As
of December 31, 2012, the Company had alternative minimum tax credit carryforwards of $590,000 that are available to offset
future regular tax liabilities and they do not expire. Federal income tax payments of $189,000, $194,000 and $191,000, were made
during the years ended December 31, 2012, 2011, and 2010, respectively. State income tax payments of $238,000, $193,000, and
$177,000 were made during the years ended December 31, 2012, 2011, and 2010, respectively.
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11. INCOME TAXES (continued) ; S er e RS ST

As of December 31, 2012 and 2011, the:Company’s consolidated balance sheets did not reflect a liability for uncertain tax positions,
nor any accrued penalties or interest associated with income tax uncertainties. The Company is subject to income taxation at the federal
and various state levels. The Company is subject to U.S. federal tax examinations for tax years 2008 through 2012, Loss carryforwards
and credit carryforwards generated or utilized in years earlier than 2008 are also subject to examination and adjustment The
Company has no income tax examinations in process. ' - s
[ EE PRI C

~ Deferred federal and state income taxes reflect the net tax effects of temporary differences between the carrying amounts ’bf ‘assets and
Habilities for financial reporting purposes and the amounts used for income tax purposes Significant components of deferred tax assets
and deferred tax liabilities are as follows (in thousands): c

vul)ecemberiil,
Deferred tax assets
Allowance for doubtful accounts beeenea e bbb nan -3 57 o8 59
Accrued liabilities............... : et 463 « 777
Depreciation..........c..cecovrvvrmrmrcecccenrnnnes SRR Co " .83
Tax credits ; e 902 S 833
Stock based compensation ............ecccoeeueeeeerserernnes . 650 337
Net operating 108S CarTyforwards ............ccceuececermirninieencneensisenienessnessssesnses - 3485 5,683
., Total deferred tax assets ' ‘ ' o STl sss1 1
Less: Valuation allowance..................... erneeeeesessesssseanen ereerpessernnts (1.093) . _(1,093)
Deferred tax assets, net of valuation allOWance ..........ccovevnveeriiciiniiiceneininessesseseeeeeessanes 4,464 6,679
Deferred tax liabilities:
Deductible goodwill..............cccoveceeoreerenneennns . S . - 01,4920 S1413
Nondeductible intangible aSSets ...........oc.ovvrererrreereerrrirrsssesesssesesnsenes rertereeeereesestesneserteasessesasrennenes 3,194 563
PREPAA SSELS ....vvvoooreeeveseeseneneeesssneessssssssesssssssessssssssssssnssessessenesssssssenssseses . 538 -
_ Capitalized software development .................. ittt e et asas e et as s eees 2,253 S -
"' Deferred revenue et eerees e 220 -
. Depreciation....... ceerrere et . 223 -
Tax basis in joint venture ............cocoeeeceeeeceevcecrnenns ettt na s s s s e esesens 559 _246
Total deferred tax HADIlILIES ...........ococeeeereeeecencermmremnriieitseeeseeseteeseteaeasessessessesebsstssisssstsesscsssasessssesanes 8.479 1,922
Net deferred tax (liabilities) aSSEtS.....ccuuueremmrrermerrumersraneessasersersecsonee v ...Q.r., ........ L8 (4015 $ 4757
12. STOCK BASED COMPENSATION
Stock Tncentive Plans ‘ : o

The Company’s 2010 Stock Incentive Plan (2010 Plan) and 2000 Stock Incentive Plan (2000 Plan; collecti(vely, the 2010 Plan ang the
2000 Plan referred to as the Plan) authorize the grant of options, restricted share units (RSU), or other forms. of stock based
compensation to employees, officers, directors and others, and such grants must be approved by the Compensation Committee of the
Board of Directors: Options granted under the Plan have terms of no more'than ten years, with certain restrictions. The Plan allows the
Compensation -Committee of the Board of Directors to determine the vesting period and parameters of each grant. The vesting period
-of the options and: RSU’s granted has historically ranged from immediate vesting to annual vesting up to four years, beginning one

-iyear afier the grant date. As of December 31, 2012, approximately 930,000 shares of unissued common stock remained resetved for
future stock incentive grants under the Plan. The Company issues new shares of common stock when options are exercised’or when
RSU’s become vested.
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12. STOCK BASED COMPENSATION (continued)

Stock Option Activity

A summary of activity and various other mformatlon relatrve to- stock optrons for the year ended December 31 2012 is presented in the
tables below (in thousands, except exercise price). ' S

Weighted-
. . . Commen . - Average . .. Aggregate -
. ) e . Shares Exercise Price - Intrinsic Value
Outstanding at beginning of period . _ sethy . o 2,205 $ - 412 . e
Granted e ) . - -
Exercised ) (281) - 292
Expired - -
Forfeited (10) 5.36
Outstanding at end of period...........ccoouevrrrennne. vt , 1,914 $ 429 - $ 38318
Exercisable at end of period. ............ setbestessessassasirasnasianeasemribasses . 1,415 $ 35 § gg, 26

The aggregate intrinsic value for stock options in the table above represents the total difference between the Company’s ¢losing stock
price on December 31, 2012 (the last trading day of the year) of $24.31 and the option exercise price, multiplied by the number of in-
the-money options as of December 31, 2012. The weighted average remaining contractual term of options outstanding at December 31,
2012 was 3.6 years. Options exercrsable at December 31 2012 have a welghted average remammg contractual term of 2.9 years.

Other information relative to option activity during the three years ended December 31, 2012 is as follows (in thousands except
weighted average grant date fair value):

2012 2011 2010
Weighted average grant date fair value of stock options g‘anted SUNSEIRAL]. SIS R | 467 - § 215
Total grant date fair value-of stock options vested e 8 878 . § 644 § 588
Total intrinsic value of stock options exercised .. i § 4,992 $ 4539 - 3% - 638
Cash proceeds from exercise of stock options ............. seveepeereretassiarsnens o 3 823 $ 1242 § 536

Restricted Share Unit Activity

A summary of activity relative to RSU’s for the yéar ended December 31 2012 i$ folloWs (m thousands except welghted average
grant date fair value):

[ T

"7 ‘Weighted-

Number of Average Aggregate
RSU’s Grant Date Fair Value  Intrinsic Value
Outstanding at beginning of penod ...................................................... - $ --
GANLEA .....l.oeeeereviensiseienesssssnsanaanss b TA 23.22
Vested ........ - ; SIS e e S -
Cancelled................ Sivenenirivas e ot beicareeieien T £1) o 2300 ¢ -
Outstanding at end of period ........ vertesbeivrinsnnsnadenns £ IR < & 3 23 g; § 1,z§g

Stock Based Compensation

Total stock based compensation expense recorded for the three years ended December 31, 2012, which is recorded in our statements of
income, is as follows (in thousands):

Years Ended December 31,
2012 2011 2010
Cost of revenues (excluding depreciation and amortization).............. $ 45 $ 41 $ 37
Product development ... 133 179 128
Sales and mMarketing ... 151 104 162
Other general and administrative ..........ccoveeeeeeencnes 807 464 337
Total stock based compensation expense $ 1,136 $ 788 $§ 664
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12. STOCK BASED COMPENSATION (continued) o S R R

The Company amortizes the fair value of all stock based awards, net of estimated forfeitures, on a straight-line basis over the
requisite service period, which generally is the vesting period. As of December 31, 2012, total unrecognized compensation expense
related to non-vested stock options and RSU’s was approximately $2.3 million, net of estimated fotfeitares, with-a weighted' average
expense recognition period of 2.35 years. The Company realized $111,000 of excess tax benefits during thié year ended December 31,
2012.

Stock based compensatlon cost for RSU’s is measured based on the closing fair market value of the Company’s stock on the date of
grant. Stock based cemperisation cost for stock ‘options is estimated at the grant date based on the fair value calculated using the
Black-Scholes method. The Company did not grant any stock options-during 2012. The ranges of assumption$ used for deterrnmmg the
estimated fair value of stock options during 2011 and 2010 were as follows:

2011 2010
Risk-free interest rate ... 1.05 -2.39% 1.88-2.49% -
Expected dividend yield . 0.0% 0:0% -
Expected Life (il YEAIS).......cocvmrueueeececererieieenteenerieisssssenssssssesssssnssssssessssssssssesesesassssassesesees Sto7 Sto7
Expected forfeiture rate ., . corsssampsentensed ’ ‘ 0-5% .. 0-10% ..
Volatility ... , e - o 50% . 5%,

i

Risk-free interest rate is based on the U.S. Treasury rate in effect at the time of the optxon grant havmg a term equlvalent to the
expected life of the option. ‘

Expected dividend yield is zero because the Company has not made any dividend payments in its hlstory -and does not plan to pay
dividends in the foreseeable future.

Expected life is the peri&d of time the option is expected to remain outstanding, and is based on historical -experience. The
- contractual eption life ranges from eight to ten years. The Company estimated the expected life of opnkms gmmed to, members of
management to be five years and seven years for directors.

Expected forfeiture rate is the estimated percentage of options granted that are not expected to become fully vested. This estimate is
based on historical experience, and will be adjusted as necessary to match the actual forfeiture expenence

Volatility is the measure of the amount by which the price is expected to fluctuate. The Company estlmated volat111ty based on the
actual historical volatility of the Company s common stock, and management beljeves fiture volat;hty will -be sxmﬂar to the
Company’s historical volatility experience. .

13. EMPLOYEE BENEFIT PLAN

4010K) Plan IR o

The Company has a defined-contribution employee benefit plan (401(k) Plan) incorporating p_rovision:s of Section 401(1() of the
Internal Revenue Code. Employees must have attained the age of 21 and have completed thirty days of service to be eligible to
participate in the 401(k) Plan. Under the provisions of the 401(k) Plan, a plan member may make contributions, on a tax-deferred basis,

not to exceed 20% of compensation, subject to IRS limitations. The Company has not provided matching -contributions through
December 31, 2012.
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14. DEBT
At December 31, 2012 and 2011, the Company had no debt outstanding.

Revolving Credit Facility

The Company mamtams a Loan Agreement (the “Revolving Credit Facility””) with SunTrust Bank (“SunTrust”) in the aggregate

. principal amount of $20.0 million, which matures on July 21, 2014. The obligations under the revolving credit facility are guaranteed
by each of the Company s subsidiaries. The Company’s borrowings under the revolving credit facility bear interest at the 30-Day
LIBOR Rate plus a margin of either 175 or 200 basis points determined in accordance with a pricing grid. Principal is payable in full
on the maturity date. The Company is required to pay a commitment fee of 25 basis points per annum of the average daily unused
portion of the revolving credit facility.

The purpose of the revolving credit facility is for general working c'apifal needs, permitted acquisitions (as defined in the Loan
Agreement), and for stock repurchase and/or redemption transactions that the Company may authorize.

The revolving credit facility contains certain covenants that, among other things, restrict additional indebtedness, liens and
encumbrances, changes to the character of the Company’s business, acquisitions, asset dispositions, mergers and consolidations, sale or
discount of receivables, creation or acquisitions of additi(_mgl subsidiaries, and other matters customarily restricted in such agreements.

In addition; the revolving credit facility requires the Company to meet certain financial tests, including, without limitation:

e amaximum total leverage ratio (consolidated debt/consolidated EBITDA) of 2.0 to 1.0;
.o funded debt to total capitalization may not exceed 40%; and
e tangible net worth:may not be less than $1.00

* As of December 31, 2012, the Company believes it was in compliance with all covenants There were no balances outstanding on
the revolving credit facility as of December 31, 2012.

15. LEASES

The Company has non-cancellable operating leases primarily for office space and office equipment. Some lease agreements contain
provisions for escalating rent payments over the initial terms of the lease. The Company accounts for these leases by recognizing rent
expense on a straight-line basis and adjusting the deferred rent expense liability for the difference between the straight-line rent
expense and the amount of rent paid. The Company also leases certain office equipment under operating leases. Total rent expense
under all opérating leases was approximately $2.2 million, $1.9 million, and $1.8 million, for the years ended December 31, 2012,
2011, and 2010, respectively.

Future rental payment commitments at December 31 2012 under non-cancelable operatmg leases, with initial terms of one year or
more, are as follows (in thousands): :

2013 e eesaeeaenereaes ceereerseeaesesenenes rerreersesast s aseretensesenssene $ 1,918
2014 .o . . . . 1,140
2015 oo . dereere et aa e eaasa st es s 1,071
2016 ....... 960
2017 oo : 319
Thereafter.......... cerereteeesneneasanenensrenes reeresaeaies . --
Total minimum lease payments ........ . rerererensaseesesierens 3 5,408
16. LITIGATION

In the ordinary course of business, the Company is from time to time involved in various pending legal actions. The litigation
process is inherently uncertain and it is possible that the resolution of such matters might have a material adverse effect upon the
financial condition and/or results of operations of the Company. However, in the opinion of the Company’s management, matters
currently pending or threatened against the Company are not expected to have a material adverse effect on the financial position or
results of operations of the Company.

51



Item 9. Changes in and Dzsagreements wuh Accouniams' on Accouidmg and Fmanctal Dtsclosure
H w2 r

None.
Item 9A. Controls and Procedures

Evaluation of Disclosure Controls and Procedures

HealthStream’s chief executive officer and principal financial officer have reviewed and evaluated the effectlveness of the
*“Company’s ‘disclosure controls and procedures (as defined in Rules 13a-’15(e) ‘and 15d-1%5(e) pro‘niulgated ‘undér ‘the Sécurities
Exchange Act of 1934 (the “ExcHanée Ket™) as' of- December 31, 2012, Based 6n that evaluation, the chief Execltive officer ‘and
principal financial officer have concluded that HealthStream’s disclsure &éntrols arid procediires were effective to efisure that the
" information reqiiired to be disclosed by the Company in' the' ‘reports thé Company files or submits under ‘the Exchange Alct is
recordéd, processed, summarized and reported within the time periods specified’in the Securitiés and’ Excﬁange Comniission’s riiles
and forms, and the information required to be disclosed in the reports the Company files or submits under the Exchange Act was
accumulated and communicated to the Company’s management, including its principal executive and principal ﬁnanclal officer, or
persons performing similar fuhctlons as appropriate f to atlow tlmely decxslons regq,tdmg required dlsclosure '

Management’s Annual Report On Internal Control Over Fmanclal Reporting A

Our management is respo’nslb‘le for esi’aifhshmg and maln’tamlng adequate internal control over financial reporting as ‘deﬁned in
Rules 13a-15(f) and 15d-15(f) under the ‘Exchange ‘Act; and for assessmg the effectiveness of intemal control over financial
reporting. The Company s internal control over financial reporting is designed to provide reasonable assurance regarding the
reliability of financial réporting and the preparatlon of financial statements for external purposés in accordance with GAAP. The
Company’s internal control over financial reporting includes those. policies and, procedures that: (1) pertain to the maintenance of
records that, in reasonable detail, accurately and fairly reflect the transactions and dispositions of the assets of the Compa.ny, )
provide reasonable assurance that transactions are recorded as necessary to.permit preparatlon of financial statements in accordance
with GAAP, and that receipts and expenditures of the Company are being made only in accordance with authorizations of
management and directors of the Company; and (3) provide reasonable assurance regarding prevention or timely detection of
unauthorized acquisition, use, or disposition of the Company’s assets that could have a material effect on the financial statements

Because of its inherent limitations, internal control 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. »

. Meﬂageﬁieét es§essed the effect}veness of th‘eCompany s interng] control over ﬁnancial reporting as 6f December 31, ‘20121 In
making this assessment, management used the criteria set; forth by the Committee of Sponsoring 0rgaq1zat10n§(Of the Treadway
Commissjon (COSO) in Internal Control-Integrated Framework Management’s assessment included an evaluation of the design of
our internal control over financial reporting and testing of the operational effectiveness of our internal control over ﬁna,nclal
reporting. Management believes that, as of December 31, 2012, the Company’s internal control over financial reporting was
effective based on those criteria. The Company’s independent registered public accounting firm, Emst & Young LLP, has issned an
audit report on the Company’s internal control over financial reporting, which appears in Item 8 of this Annual Report on Form 10-
K.

Changes in Internal Control Over Financial Reporting
There were no changes in HealthStream’s internal control over financial reporting that occurred during the fourth quarter of 2012

that have materially affected, or that are reasonably likely to materially affect, HealthStream’s internal control over fmancml
reporting. S

Item 9B. Other Information

None.
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PART IIL
Item 10. Directors, Executive Officers and Corporate Governance
Information as to directors of the Company and corporate governance is incorporated by reference from the information contained in
our 2013 proxy statement for the 2013 Annual Meeting of Shareholders (2013 Proxy Statement) that we will file with the Securities
and Exchange Commission within 120 days of the end of the fiscal year to which this report relates. Pursuant to General Instruction
G(3), certain information concerning executive officers of the Company is included in Part I of this Form 10-K, undcr the caption
“Executive Officers of the Registrant.” S i do
Item 11. Executive Compensation ‘ : S
Incorporated by reference from the information contained in the Company’s 2013 Proxy Statement.
Item 12. Security Ownership of Certain Beneficial Owners and Management and Related Stockholder Matters

Y|

Incorporated by reference from the inforrnation contained in the Company’s 201 3 Proxy Statement.
Item 13. Certam ReIatmnshtps and Related Transactwns, and Director Independence
Incorporated by reference from the information contained in the Coxhpany’é 2013 Proxy Statement.”

Item 14. Principal Accounting Fees and Services R,

Incorporated by reference from the information contained in the Company’s 2013 Proxy.Statement. |
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Item 15. Exhibits, Financial Statement Schedules na Lt U DA SR I N SRR U AP

Number
210
22@

3.1*
32%
4.1%
4.2%
10.17*
102~
10.3/*
104~ ®
1050 @
106~ @
10.77 O]
1089
109©
1010
10.11®
10.12 4@
10.13 40
10.14
21.1
23.1

31.1
312
32.1
322

.(a)(l)Fmancm] Statements o CEE G e B s \,gn- Ao L R DSVt ) o

. o A wift . b
Rsfenwce is made to the ﬁnano:al staxements moludedm Item 8 tothis Report on Form IO»IQ TS
i [ ST TG e g i AT CO e o -

(a)(2) Fmanc1a1 Statement Schedules L S RNt F T SR

All schedules are omitted because they are not applicable or the required information is shawn. in the Consplidated Financial
Statements or the notes thereto.

B LA EH R Y RIS TNt SRR ITE AN (1 EEEE S R S N SRTE I
(a)(3) Exhibits
S O N O T LU B A v weEs UL R T
Description

LA R v AT Moot PN L w
Stock Purchase Agreement, dated as of March 28, 2005, by and among HealthStream Inc., Mel B. Thompson and Data Management &
Research, Inc. b L e e TIPS
Stock Purchase Agreement, dated ‘as’ of March 12 2007 by and among HealthStream, Inc The Jackson Orgamzatlon, Research
Consultants, Inc., David Jackson and the Jackson Charitabje Remainger Trust
Form of Fourth Amended and Restated Charter of HealthStream, Inc.
Form of Amended and Restated Bylaws of HealthStream, Inc.
Form of certificate representing the common stock, no par value per share, of Heﬁl‘tb@t&m Inc.
Reference is made to Exhibits 3.1 and 3.2, o o ,
2000 Stock Incentive Plan, éffective asdf April 10,2000~ ° - il L st S S
2010 Stock Incentive Plan, effective as of May 27, 2010
Form of Indemnification Agreement
Executive Employment Agreement, dated July 21, 2005, between HealthStream, Inc. and Robert A. Frist, Jr.
Form of HealthStream, Inc. Non-Qualified Stock Option Agreement (Employees)
Form of HealthStream, Inc. Incentive Stock Option Agreement (Employees)
Form of HealthStream, Inc. Non-Qualified Stock Option Agreement (Directors)
Loan Agreement dated July 21, 2006 between HealthStream, Inc. and SunTrust Bank
First Amendment to Loan Agreement dated February 16, 2007 between HealthStream, Inc. and SunTrust Bank
Second Amendment to Loan Agreement dated July 23, 2007 between HealthStream, Inc. and SunTrust Bank
Third Amendment to Loan Agreement dated July 17, 2009 between HealthStream, Inc. and SunTrust Bank
Fourth Amendment to Loan Agreement dated March 30, 2011 between HealthStream, Inc. and SunTrust Bank
Fifth Amendment to Loan Agreement dated July 19, 2012 between HealthStream, Inc. and SunTrust Bank
Summary of Director and Executive Officer Compensation
Subsidiaries of HealthStream, Inc.
Consent of Independent Registered Public Accounting Firm
Certification of the Chief Executive Officer Pursuant to Section 302 of the Sarbanes-Oxley Act of 2002
Certification of the Chief Financial Officer Pursuant to Section 302 of the Sarbanes-Oxley Act of 2002
Certification Pursuant to 18 U.S.C. Section 1350, as Adopted Pursuant to Section 906 of the Sarbanes-Oxley Act of 2002
Certification Pursuant to 18 U.S.C. Section 1350, as Adopted Pursuant to Section 906 of the Sarbanes-Oxley Act of 2002

TR ‘ Cod

101.1 INS**  XBRL Instance Document

101.1 SCH** XBRL Taxonomy Extension Schema

101.1 CAL** XBRIL Taxonomy Extension Calculation Linkbase
101.1 DEF** XBRL Taxonomy Extension Definition Linkbase
101.1 LAB** XBRL Taxonomy Extension Label Linkbase

101.1 PRE** XBRL Taxonomy Extension Presentation Linkbase

L3

Incorporated by reference to Registrant's Registration Statement on Form S-1, as amended (Reg. No. 333-88939).

The XBRL-related information in Exhibit No. 101 to this Annual Report on Form 10-K is furnished and not filed for purposes of Sections 11 and
12 of the Securities Act of 1933 and Section 18 of the Securities Exchange Act of 1934,

Management contract or compensatory plan or arrangement

Incorporated by reference from exhibit filed on our Current Report on Form 8-K, dated March 29, 2005.

Incorporated by reference from exhibit filed on our Current Report on Form 8-K, dated March 12, 2007.

Incorporated by reference from exhibit filed on our Current Report on Form 8-K, dated July 25, 2005.

Incorporated by reference from exhibit filed on our Current Report on Form 8-K, dated June 1, 2010.

Incorporated by reference from exhibit filed on our Current Report on Form 8-K, dated July 25, 2006.

Incorporated by reference from exhibit filed on our Current Report on Form 8-K, dated February 20, 2007.

Incorporated by reference from exhibit filed on our Current Report on Form 8-K, dated July 24, 2007.

Incorporated by reference from exhibit filed on our Current Report on Form 8-K, dated July 17, 2009.

Incorporated by reference to Appendix B of the Company’s Definitive Proxy Statement filed with the SEC on April 29, 2010.
Incorporated by reference from exhibit filed on our Current Report on Form 8-K, dated March 30, 2011.

Incorporated by reference from exhibit field on our Current Report on Form 8-K, dated July 20, 2012.
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SIGNATURES f
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 on this 1* day of March, 2013.

HEALTHSTREAM, INC.

o . "~ . .t By:/s/ ROBERT A. FRIST; JR. .
o Robert A. Frist, Jr.
Chief Executive Officer

Pursuant to the requirements of the Securities Exchange Act of 1934, this report has been signed by the followmg persons on behalf of
the registrant and in the capacities and on the dates indicated: ‘ o .

/s/ ROBERT A. FRIST, JR. Presldent Chlef Executlve Ofﬁcer and . .i,;_, . March 1,2013
Robert A. Frist, Jr. Chamnan (Prlnmpal Executw@Ofﬁcer) C ) 5
ks “ TR e 1 oy
/s/ GERARD M. HAYDEN, JR: ' o -Chlef Fmanclal Ofﬁcer and Senior V1ce PI‘CSldent 4 ... ¢ Marchl, 2013 .
Gerard M. Hayden, Jr. ‘ ‘(Prmc:pal Fmanc1al and Accounnng Oﬂ"wer) e N
- rore s . R T S
/s/ THOMPSON DENT : ' ‘Director Lo , ' March 1, 2013 *
Thompson Dent ' o ) Lo L o .
s/ FRANK GORDON Director ‘ P * March 1,2013
Frank Gordon . : RIS | Sl s o
[s/ C. MARTIN HARRIS "~ Director s o S ' ' ‘March 1, 2013
C. Martin Harris ‘ : A G S s -
/s/ JEFFREY L. MCLAREN Director ‘ o March 1 2013, .
Jeffrey L. McLaren L T ot =
/s/ DALE POLLEY Director " o . ‘A March 1,2013
Dale Polley
/s/ LINDA REBROVICK f Dliréctor » :)«u‘ S bf,r ST ,.’.: > uMarchl,2013“
Linda Rebrovick R B S P S e
{ivug oot 15, f e .
/s/ MICHAEL SHMERLING PR “_Qi;eétor, o et J ~_ March 11,2013
Michael Shmerling ‘ o B T o .
’ ’ h S I P 1 A SR TR
/s/ WILLIAM STEAD ‘ -Darector LR I Lo v ; -+ -March 1, 2013
William Stead R T A o o : \
. . s heate! %» £ e Cm e s e
v T T e e
/s/ DEBORAH TAYLOR TATE_ PR f'.,‘ pxre;:tor I e March 1,2013 -
Deborah Taylor Tate - . Dot - P -
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INDEX TO EXHIBITS

RTaNE TRPRRT o o LS < R T : B O

Exhibit L . . , .
Number e Description ' G N e S
210 Stock Purchase Agreement, dated as of March 28;2005, by'4nd among HealthStream, Inc., Mel B. Thompson and Data Management &
Research, Inc.
22@ Stock Purchase Agreement, dated ‘asi.of March:}2, 2007, by and among HealthStream, Inc., The Jackson Organization, Research
Consultants, Inc., David Jackson and the Jackson Charitable Remainder Trust
3.1* Form of Fourth Amended and Restated Charter of HealthStream, Inc.
3.2% Form of Amended and Restated Bylaws of HealthStream, Inc.
4.1* Form of certificate representing the common stock, no par value per share, of HealthStream, Inc.
4% \Reference1smadetoEx§1b1ts3land32 o .3 R B o
10477 Hool Stock Inceritive Pldn, effettive as of April 10, 2000 - R PR e e
102~ 2010 Stock Incentive Plan, effective as of May 27, 2010 T R R EERAT
10.3/* Form of Indemnification Agreement "
104~® ' Executive Employment Agreement, dated July 21, 2005, between HealthStream, Inc. and Robert A. Frist Jr. ~
105°®  Form of HealthStream, Inc. Non-Qualified Stock Option Agreement (Employees) ’
10.6°® ° " Form of HealthStream, Inc. Incentive Stock Option Agireement (Employees) : .
107~ Form of HealthStream, Inc. Non-Qualified Stock Optio Agreement (Ditectors) R
108® Loan Agreement dated July 21, 2006 between HealthStream, Inc. and SunTrust Bank
1099 (. Férst Amendment to Loan Agreefnent dated February 16; 2007 between HealthStream, Inc. and SunTrust Bank :. ' i
10.107 Second Amendment to Loan Agreement dated July 23, 2007 befween HeslthStream, Inc. and SunTrust Bank
10.11® Third Amendment to Loan Agreement dated July 17, 2009 between HealthStream, Inc. and SunTrust Bank

10,124 . Fourth Amendment to Loan Agreement dated March 30, 2011 between Health§tream, Inc. and SunTrust Bank
10.13 @9 Fifth Amendment to Loan Agreement dated July 19, 2012 between HealthStream, Inc. and SunTrust Bank

10.14* Summary of Director and Executive Officer Compensation

21 Subsidiaries of HealthStream, Inc.

231" " ' " Consent of Independent Registered Public Accounting Firm ’ L w
311 Certification of the Chief Executive Officer Pursuant to Section 302 of the Sarbanes—Oxley Act 0f 2002 o de
312 Certification of the Chief Financial Officer Pursuant to Section 302 of the Sarbanes-Oxley Act of 2002

32:1:0C , d - Certification Pursuant to 18 U.S.C. Section 1350, as Adopted Pursuant torSection 906 of the Sarbanes-Oxley Act.of 2002 .

322 Certification Pursuant to 18 U.S.C. Section 1350, as Adopted Pursuant to Section 906 of the Sarbanes-Oxley Act of 2002+ gy

101.1 INS**  XBRL Instance Document

101.1, SCH** XBRL Taxonomy Extension Schema

101.1 CAL** * XBRL Taxonomy Extension Calculation Linkbase
101.1 DEF** XBRL Taxonomy Extension Definition Linkbase
101.1 LAB** XBRL Taxconomy Extension Label Linkbase i
101.1 PRE*# " XBRL Taxonomy Extension Presentation Linkbase - . . - . Cort

* Incorporated by reference to Registrant's Registration Statement on Form S-1, as amended (Reg. No. 333-88939).

0L ~.:/Fie XBRL-related information in Exhibit No. 101 to this Annual Report on Form 10-K is furnished and not filed for purposes of Sections-11
and 12 of the Securities Act of 1933 and Section 18 of the Securities Exchange Act of 1934. N g8 ok

~ Management contract or compensatory plan or arrangement

(4] . Incorporated by reference from exhibit filed on our Current Report on Form 8-K, March 29, 2005. ey Ty

2) o Incorporated by reference from exhibit filed on our Current Report on Form 8-K, iated March 12, 2067 - s 2 ‘

3) Incorporated by reference from exhibit filed on our Current Report on Form 8-K, dated July 25, 2005. A

@ Incorporated by reference from exhibit filed on our Current Report on Form 8-K, dated June 1, 2010.

(5) '~ - i ,ntorporated by reference from exhibit filed on our Current Report on Form 8-K; dated July 25, 2006. G N :

6) Incorporated by reference from exhibit filed on our Current Report on Form 8-K, dated February 20, 2007. i R

@ Incorporated by reference from exhibit filed on our Current Report on Form 8-K, dated July 24, 2007.

®, , Incorporated by reference from exhibit filed on our Current Report on Form 8-K, dated July 17, 2009. ‘

9 = ““Incorporated by reference to Appendix B of the Company’s Definitive Proxy Statefrient filed with the SEC.on April 29, 2010, ' ©. /1.

(10) Incorporated by reference from exhibit filed on our Current Report on Form 8-K, dated March 30, 2011. O U SN

an Incorporated by reference from exhibit field on our Current Report on Form 8-K, dated July 20, 2012.



HealthStream, Inc. (the “Company”)

EXHIBIT 10.14

Summary of Director and Executive Officer Compensation

I. Director Compensation. Directors who are employees of the Company do not receive additional compensation for serving as
directors of the Company. The following table sets forth current rates of cash compensation for the Company’s non-employee

directors.

Retainers and Fees 2013
Annual Retainer fee $4,000
Board meeting fee $1,000
Committee chair meeting fee $1,000
Committee member meeting fee $500

In addition to the cash compensation set forth above, each non-employee director is eligible to receive a nondiscretionary
annual grant of restricted share units for conversion to 3,000 shares of the Company’s common stock. The restricted share units are

granted annually and vest over a three year period.

I1. Executive Officer Compensation. The following table sets forth the current base salaries and fiscal 2012 performance bonuses
provided to our executive officers, including the individuals who the Company expects to be its Named Executive Officers for

2013.

Executive Officer

Current Base Salary

Fiscal 2012 Bonus Amount

Robert A. Frist, Jr.

J. Edward Pearson
Arthur E. Newman
Gerard M. Hayden, Jr.
Jeffrey S. Doster
Michael Sousa

$ 257,000
$ 244,000
$ 234,000
$ 230,000
$ 230,000
$ 192,500

$ 20,151
$ 19,132
$ 18,348
$ 18,034
$ 18,034
$ 5,005

III. Additional Information. The foregoing information is summary in nature. Additional information regarding Director and
Named Executive Officer compensation will be contained in the Company’s 2013 Proxy Statement.
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SUBSIDIARIES OF HEALTHSTREAM, INC.

Names Under Which We Do Business

Data Management & Research, Inc.

The Jackson Organization, Research Consultants, Inc.
Decision Critical, Inc.

Sy.Med‘l‘)evelopment, Inc.

HealthStream Acquisition I, Inc.

HealthStream Acquisition II, Tnc.

EXHIBIT 21.1

i 443

State or Other Jurisdiction of

Incorporation or.: -
Organization
T
Tennessee
. Maryland .

Texas
Tennessee
Tennessee

Tis

.. Tennessee '.-



EXHIBIT 23.1

CONSENT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM
We consent to the incorporation by reference in the following Registration Statements:

Registration Statement (Form S-8 No. 333-167241) pertaining to the 2010 Stock Incentive Plan of HealthStream, Inc., Registration
Statement (Form S-8 No. 333-37440) pertaining to the 1994 Employee Stock Option Plan, 2000 Stock Incentive Plan and Employee
Stock Purchase Plan of HealthStream, Inc., and Registration Statement (Form S-3 No. 333-175863); of our reports dated March 1,
2013, with respect to the consolidated financial statements of HealthStream, Inc., and the effectiveness of internal control over
financial reporting of HealthStream, Inc., included in this Annual Report (Form 10-K) of HealthStream, Inc. for the year ended
December 31, 2012. ' ) '

/s/ Emst & Young LLP

Nashville, Tennessee
March 1, 2013



A AR EXHIBIT 31.1

I, Robert A. Frist, Jr., certify that: B ST

1.

2.

I have rev1ewed th1s annttal repbrt on Form 10-K of HealihStream Im:«r , IR R

[

Ba ed on my knowledge ‘this report does tot contaln a IP' untrue “statement of a'material fact or omnit’ to state a fhaterial fact
(v

) necessary to’ nake' the statements made, in light of the ci unistances under wh1ch Such statements were madé not miSIeadmg

5.

with respect to the period covered by tins report;

. Based-on my knowledge, the financial statements, and other financial information included in this report, fairly present in all

material respects the financial condition, results of operations and cash flows of the registrant as of, and for, the perlods presented
in this report; » o,

. The registrant's other certifying officer and I are responsible for establishing and maintaining disclosure controls and procedures

(as defined in Exchange Act Rules 13a-15(e) and 15d-15(e)) and internal control over financial reporting (as defined in Exchange
Act Rules 13a-15(f) and 15d-15(f)) for the registrant and have:

a) Designed such disclosure controls and procedures, or caused such disclosure controls and procedures to be designed
under our supervision, to ensure that material information relating to the registrant, including its consolidated subsidiaries,
is made known to us by others within those entities, particularly during the period in which this report is being prepared,

b) Designed such internal control over financial reporting, or caused such internal control over financial reporting to be
designed under our supervision, to provide reasonable assurance regarding the reliability of financial reporting and the
preparation of financial statements for external purposes in accordance with generally accepted accounting principles;

¢) Evaluated the effectiveness of the registrant's disclosure controls and procedures and presented in this report our
conclusions about the effectiveness of the disclosure controls and procedures, as of the end of the period covered by this
report based on such evaluation; and

d) Disclosed in this report any change in the registrant's internal control over financial reporting that occurred during the
registrant's most recent fiscal quarter (the registrant's fourth fiscal quarter in the case of an annual report) that has
materially affected, or is reasonably likely to materially affect, the registrant's internal control over financial reporting; and

The registrant's other certifying officer and I have disclosed, based on our most recent evaluation of internal control over financial
reporting, to the registrant's auditors and the audit committee of the registrant's board of directors (or persons performing the
equivalent functions):

a) 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.

Date: March 1, 2013 /s/ ROBERT A. FRIST, JR.

Robert A. Frist, Jr.
Chief Executive Officer



EXHIBIT 31.2
'CERTIFICATION

I, Gerard M. Hayden, Jr., certify that:

i

e

1. I have reviewed this annual report on Form 10-K of HealthStream, 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
nécessary to make the statements made, in light of the circumstances under which such statements were made, not misleading
with respect to the period covered by this report;

3. Based on my knowledgé, the financial statements, and other financial information included in this repbﬁ, 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 thijs report;

4. The registrant's other certifying officer and I are responsible for establishing and maintaining disclosure co;ntrols and procedures
(as defined in Exchange Act Rules 13a-15(¢) and 15d-15(e)) and internal control over financial reporting (as defined in Exchange
Act Rules 13a-15(f) and 15d-15(f)) for the registrant and have:

a) Designed such disclosure controls and procedures, or caused such disclosure controls and procedui‘és-to‘be designed
under our supervision, to ensure that material information relating to the registrant, including its consolidated subsidiaries,
is made known to us by others within those entities, particularly during the period in which this report is being prepared;

b) Designed such internal control over financial reporting, or caused such internal control over financial reporting to be
designed under our supervision, to provide reasonable assurance regarding the reliability of financial reporting and the
preparation of financial statements for external purposes in accordance with generally accepted accounting principles;

c¢) Evaluated the effectiveness of the registrant's disclosure controls and procedures and presented in this report our
conclusions about the effectiveness of the disclosure controls and procedures, as of the end of the period covered by this
report based on such evaluation; and

d) Disclosed in this report any change in the registrant's internal control over financial reporting that occurred during the
registrant's most recent fiscal quarter (the registrant's fourth fiscal quarter in the case of an annual report) that has
materially affected, or is reasonably likely to materially affect, the registrant's internal control over financial reporting; and

5. The registrant's other certifying officer and I have disclosed, based on our most recent evaluation of internal control over financial
reporting, to the registrant's auditors and the audit committee of the registrant's board of directors (or persons performing the
equivalent functions):

a) All significant deficiencies and material weaknesses in the design or operation of internal control over financial
reporting which are reasonably likely to adversely affect the registrant's ability to record, process, summarize and report
financial information; and

b) Any fraud, whether or not material, that involves management or other employees who have a significant role in the
registrant's internal control over financial reporting.

Date: March 1, 2013 /s/ GERARD M. HAYDEN, JR.
Gerard M. Hayden, Jr.
Chief Financial Officer




EXHIBIT 32.1

CERTIFICATIOP& PURSUANT TO
18 U.S.C. SECTION 1350, ‘
AS ADOPTED PURSUANT TO b '
SECTION 906 OF THE SARBANES-OXLEY ACT OF 2002
CL e ' i |
In connection with the Annual Report of HealthStream, Inc. (the “Company”) on Form 10-K for the year endmg December 31,
2012, as filed with the Securities and Exchange Commission on the date hereof (the “Report’), Robert A, Frist, Jr., Chief Execytive
Officer of the Company certifies, pursuant to 18 U.S.C. §1350, as adopted pursuant to §906 of theSarbam&Qxley Act of. 2002
that: o
(1)  The Report fully complies with the requlrements of Sectlon 13(a) or 15(d) of the Sccurmes Exchange Act of
/ 1934; and C w1
) The information contained in the Report fairly presents, in all material respects, the financial condition‘and '
results of operations of the Company.

/s/ ROBERT A. FRIST, JR.
Robert A. Frist, Jr.

Chief Executive Officer
March 1, 2013




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 HealthStream, Inc. (the “Company”) on Form 10-K for the year ending December 31,
2012, as filed with the Securities and Exchange Commission on the date hereof (the “Report”), Gerard M. Hayden, Jr., Chief
Financial Officer of the Company certifies, pursuant to 18 U.S.C. § 1350, as adopted pursuant to §906 of the Sarbanes-Oxley Act of
2002, that:

) 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/ GERARD M. HAYDEN, JR.
Gerard M. Hayden, Jr.
Chief Financial Officer
March 1, 2013




