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PART I

Cautionary Statement Concerning Forward-Looking Statements

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

        Any forward-looking statement made by the Company in this Form 10-K speaks only as of the date on which it is made. Factors or events
that could cause our actual results to differ may emerge from time to time, and it is not possible for the Company to predict all of them. The
Company undertakes no obligation to publicly update any forward-looking statement, whether as a result of new information, future
developments or otherwise, except as may be required by law.

        You should also be aware that while the Company from time to time communicates with securities analysts, the Company does not disclose
to them any material non-public information, internal forecasts or other confidential business information. Therefore, to the extent that reports
issued by securities analysts contain projections, forecasts or opinions, those reports are not the Company's responsibility and are not endorsed
by the Company. You should not assume that the Company agrees with any statement or report issued by any analyst, irrespective of the content
of the statement or report.

 Item 1.    Business

        Magellan Health Services, Inc. ("Magellan") was incorporated in 1969 under the laws of the State of Delaware. Magellan's executive
offices are located at 55 Nod Road, Avon, Connecticut 06001, and its telephone number at that location is (860) 507-1900. Reference in this
report to the "Company" include the accounts of Magellan and its majority owned subsidiaries.

Business Overview

        The Company is engaged in the specialty managed healthcare business. Through 2005, the Company predominantly operated in the
managed behavioral healthcare business. As a result of certain acquisitions, the Company expanded into radiology benefits management and
specialty pharmaceutical management during 2006, and into Medicaid administration during 2009. The Company provides services to health
plans, insurance companies, employers, labor unions and various governmental agencies. The Company's business is divided into the following
six segments, based on the services it provides and/or the customers that it serves, as described below.

Managed Behavioral Healthcare

        Two of the Company's segments are in the managed behavioral healthcare business. This line of business generally reflects the Company's
coordination and management of the delivery of behavioral healthcare treatment services that are provided through its contracted network of
third-party treatment providers, which includes psychiatrists, psychologists, other behavioral health professionals, psychiatric
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hospitals, general medical facilities with psychiatric beds, residential treatment centers and other treatment facilities. The treatment services
provided through the Company's provider network include outpatient programs (such as counseling or therapy), intermediate care programs
(such as intensive outpatient programs and partial hospitalization services), inpatient treatment and crisis intervention services. The Company
generally does not directly provide or own any provider of treatment services.

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

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

        Commercial.    The Managed Behavioral Healthcare Commercial segment ("Commercial") generally reflects managed behavioral
healthcare services and EAP services provided under contracts with health plans and insurance companies for some or all of their commercial,
Medicaid and Medicare members, as well as with employers, including corporations, governmental agencies, and labor unions. Commercial's
contracts encompass risk-based, ASO and EAP arrangements. As of December 31, 2012, Commercial's covered lives were 5.4 million,
13.4 million and 12.0 million for risk-based, ASO and EAP products, respectively. For the year ended December 31, 2012, Commercial's
revenue was $516.6 million, $118.2 million and $93.7 million for risk-based, ASO and EAP products, respectively.

        Public Sector.    The Managed Behavioral Healthcare Public Sector segment ("Public Sector") generally reflects services provided to
recipients under Medicaid and other state sponsored programs under contracts with state and local governmental agencies. Public Sector
contracts encompass either risk-based or ASO arrangements. As of December 31, 2012, Public Sector's covered lives were 1.9 million and
1.1 million for risk-based and ASO products, respectively. For the year ended December 31, 2012, Public Sector's revenue was $1.6 billion and
$27.5 million for risk-based and ASO products, respectively.

Radiology Benefits Management

        The Radiology Benefits Management segment ("Radiology Benefits Management") generally reflects the management of the delivery of
diagnostic imaging and other therapeutic services to ensure that such services are clinically appropriate and cost effective. The Company's
radiology benefits management services currently are provided under contracts with health plans and insurance companies for some or all of
their commercial, Medicaid and Medicare members. The Company also contracts with state and local governmental agencies for the provision of
such services to Medicaid recipients. The Company offers its radiology benefits management services through risk-based contracts, where the
Company assumes all or a substantial portion of the responsibility for the cost of providing diagnostic imaging services, and through ASO
contracts, where the Company provides services such as utilization review and claims administration, but does not assume responsibility for the
cost of the imaging services. As of December 31, 2012, covered lives for Radiology Benefits Management were 4.8 million and 12.4 million for
risk-based and ASO products, respectively. For the year ended December 31, 2012, revenue for Radiology Benefits Management was
$308.5 million and $40.6 million for risk-based and ASO products, respectively.

2

Edgar Filing: MAGELLAN HEALTH SERVICES INC - Form 10-K

6



Table of Contents

Drug Benefits Management

        Two of the Company's segments are in the drug benefits management business. This line of business generally reflects the Company's
clinical management of drugs paid under medical and pharmacy benefit programs. The Company's services include the coordination and
management of the specialty drug spending for health plans, employers, and governmental agencies, and the management of pharmacy programs
for Medicaid programs, health plans, and employers. The two segments in this line of business are:

        Specialty Pharmaceutical Management.    The Specialty Pharmaceutical Management segment ("Specialty Pharmaceutical Management")
comprises programs that manage specialty drugs used in the treatment of complex conditions such as cancer, multiple sclerosis, hemophilia,
infertility, rheumatoid arthritis, chronic forms of hepatitis and other diseases. Specialty pharmaceutical drugs represent high-cost injectible,
infused, or oral drugs with sensitive handling or storage needs, many of which may be physician administered. Patients receiving these drugs
require greater amounts of clinical support than those taking more traditional agents. Payors require clinical, financial and technological support
to maximize the value delivered to their members using these expensive agents. The Company's specialty pharmaceutical management services
are provided under contracts with health plans, insurance companies, employers, and governmental agencies for some or all of their commercial,
Medicare and Medicaid members. The Company's specialty pharmaceutical services include: (i) contracting and formulary optimization
programs; (ii) specialty pharmaceutical dispensing operations; and (iii) medical pharmacy management programs. The Company's Specialty
Pharmaceutical Management segment had contracts with 41 health plans and employers, and several pharmaceutical manufacturers and state
Medicaid programs as of December 31, 2012.

        Medicaid Administration.    The Medicaid Administration segment ("Medicaid Administration") generally reflects integrated clinical
management services provided to manage pharmacy, mental health, and long-term care for state benefit programs, and pharmacy benefit
management programs for health plans and employers. The primary focus of the Company's Medicaid Administration unit involves providing
pharmacy benefits administration ("PBA") and pharmacy benefits management ("PBM") services under contracts with health plans and
employers, as well as public sector clients sponsoring Medicaid and other state benefit programs. The Company's pharmacy services include
network management, formulary and rebate management, point-of-sale claims processing systems and administration, clinical prior
authorization, and drug utilization review. Magellan's pharmacy strategy combines its Specialty Pharmacy Management and PBM capabilities to
provide integrated management of complex drug therapies billed under both the medical and pharmacy benefit. Its mental health and long term
care management services include review of service utilization and compliance with state and federal regulations and reimbursement guidelines.
Medicaid Administration's contracts encompass both Fee-For-Service ("FFS") and risk-based arrangements.

Corporate

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

        See Note 11�"Business Segment Information" to the consolidated financial statements for certain segment financial data relating to our
business set forth elsewhere herein.

Acquisition of First Health Services

        Pursuant to the June 4, 2009 Purchase Agreement (the "Purchase Agreement") with Coventry Health Care ("Coventry"), on July 31, 2009
the Company acquired (the "Acquisition") all of the outstanding equity interests of Coventry's direct and indirect subsidiaries First Health
Services
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Corporation ("FHS"), FHC, Inc. ("FHC") and Provider Synergies, LLC (together with FHS and FHC, "First Health Services") and certain assets
of Coventry which are related to the operation of the business conducted by First Health Services. As consideration for the Acquisition, the
Company paid $114.5 million in cash, excluding cash acquired and including net payments of $6.5 million for excess working capital. The
Company funded the Acquisition with cash on hand.

        Effective July 1, 2010, the Company discontinued the use of the name First Health Services Corporation and officially changed such name
to "Magellan Medicaid Administration, Inc." The Company reports the results of operations of Magellan Medicaid Administration, Inc. within
the Medicaid Administration segment.

Industry

        According to the Centers for Medicare and Medicaid Services ("CMS"), U.S. healthcare spending was projected to have increased
4.2 percent to $2.8 trillion in 2012, representing nearly 18 percent of the gross domestic product. With the uncertain economic environment,
rising healthcare costs, increased fiscal pressures on federal and state governments, and the uncertainty around the implementation of healthcare
reform, healthcare spending will continue to be one of the greatest pressing issues for the American public and the government agencies. The
rapidly evolving clinical and technological environment demands the expertise of specialized healthcare management services to provide both
high-quality and affordable care.

        Over the last several years, the Company has transformed itself into a diversified specialty managed healthcare company by entering
various healthcare cost and care management areas that represent a meaningful portion of the healthcare dollar and that are growing at a
disproportionately higher rate than other areas of healthcare.

Business Strategy

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

        Expanding the managed behavioral healthcare business.    The Company has operated in both the commercial and public sectors of
managed behavioral healthcare by ensuring the delivery of quality outcomes and appropriate care through its unique behavioral healthcare
expertise in managing clinical care, provider networks, claims, and customer service. The Company focuses on continually developing and
providing innovative and cost effective solutions to its customers, and expanding into new markets. Through its Commercial behavioral
segment, the Company seeks to provide a superior outsourced alternative to its health plan, employer, and government customers. The Company
has expanded its product offerings including products dealing with autism. Through its Public Sector segment, the Company seeks to help state
and local governments deal with their fiscal pressures resulting from increasing Medicaid enrollment and rising healthcare costs. The Company
intends to continue marketing both its risk-based and ASO products, as well as new products, to its existing customer base and new customers,
and to cross-sell its behavioral product portfolio to its other specialty segments' customer base.

        Expanding the radiology benefits management services business.    In radiology benefits management, the Company's strategy is to deliver
innovative and clinically appropriate radiology management
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programs that create value for its clients through the reduction in the number of inappropriate radiology services and ensure the delivery of
appropriate services through quality providers. The Company seeks to distinguish itself in the marketplace through a focus on clinical
excellence, provider partnerships, product and service innovation, and consumerism. The Company continues to expand its product portfolio
with customer-focused solutions in new areas of medical management including radiation oncology therapy management, cardiac management,
obstetrical ultrasound management, pain management, and other relevant areas. In addition to selling its programs to new customers, the
Company's growth strategy is also focused on continuing to develop innovative new products and to expand membership with current
customers, upsell additional products to existing customers, and cross-sell to its other specialty segments' customer base.

        Expanding the drug benefits management business.    The Company has operated in both the specialty pharmaceutical management and
Medicaid pharmacy benefits management businesses for several years. In 2011, the Company created a new business unit, Magellan Pharmacy
Solutions ("Pharmacy Solutions"), which leverages the strength and assets in these business segments to best position the Company to expand its
presence in the pharmaceutical marketplace. This business unit will offer clinical and financial management solutions that help customers
manage the quality and cost of pharmaceutical care for any drug, under any benefit, at any site of service. Pharmacy Solutions provides a
comprehensive suite of products, ranging from pharmacy benefit solutions such as Pharmacy Benefit Manager capabilities; specialty pharmacy
solutions including formulary and rebate management solutions and specialty distribution; and its medical pharmacy management product,
which manages the cost and quality of therapeutic interventions for complex conditions covered under the medical benefit. In addition, in 2012,
Pharmacy Solutions began offering an integrated drug management solution spanning both the medical and pharmacy benefit to reduce cost of
care, and improve quality and health outcomes. The Company is marketing its drug benefits management products to existing and new health
plans, employer groups, state governments, exchanges, and Medicaid managed care organizations. The Company implemented its integrated
management solution for its first customer on January 1, 2013. The Company continues to cross-sell drug benefits management solutions to its
other specialty segments' customer base.

        Expanding management services provided to Medicaid and other special populations.    The Company seeks to expand its focus on the
clinically integrated management of special populations including individuals with serious mental illness ("SMI"), those covered under both
Medicare and Medicaid (dual-eligibles), and other unique high-cost populations. These programs will integrate the management of behavioral
and physical health for special populations and utilize the Company's unique expertise to improve health outcomes and lower costs. The
Company believes its significant Medicaid, behavioral health and pharmacy experience will enable it to develop programs to manage these
special populations. The Company intends to continue to expand its integrated health offerings in its existing product lines. It is developing
independent capabilities and may enter into partnerships or joint ventures that facilitate the rate of expansion of special population management
in accordance with its Medicaid strategy. The Company believes it is positioned to grow its membership and revenues in the integrated care
management of special populations over the long term.

        Continued selective diversification of business lines.    The Company actively evaluates opportunities to enter other significant, high trend
specialty healthcare businesses that would leverage its expertise and core competencies and/or that could draw on its existing customer
relationships.

Customer Contracts

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

        The Company provides behavioral healthcare management and other related services to approximately 683,000 members in Maricopa
County, Arizona, (the "Maricopa Contract"). The Maricopa Contract generated net revenues that exceeded, in the aggregate, ten percent of net
revenues for the consolidated Company for the years ended December 31, 2010, 2011 and 2012.

        The Company also has a significant concentration of business with various counties in the State of Pennsylvania (the "Pennsylvania
Counties") which are part of the Pennsylvania Medicaid program, and with various areas in the State of Florida (the "Florida Areas") which are
part of the Florida Medicaid program. See further discussion related to these significant customers in "Risk Factors�Reliance on Customer
Contracts." In addition, see "Risk Factors�Dependence on Government Spending" for discussion of risks to the Company related to government
contracts.

Provider Network

        The Company's managed behavioral healthcare services and EAP treatment services are provided by a contracted network of third-party
providers, including psychiatrists, psychologists, other behavioral health professionals, psychiatric hospitals, general medical facilities with
psychiatric beds, residential treatment centers and other treatment facilities. The number and type of providers in a particular area depend upon
customer preference, site, geographic concentration and demographic composition of the beneficiary population in that area. The Company's
managed behavioral healthcare network consists of approximately 70,000 behavioral healthcare providers, including facility locations, providing
various levels of care nationwide. The Company's network providers are almost exclusively independent contractors located throughout the local
areas in which the Company's customers' beneficiary populations reside. Outpatient network providers work out of their own offices, although
the Company's personnel are available to assist them with consultation and other needs.

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

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

        The Company's radiology benefits management services are provided by a network of providers including diagnostic imaging centers,
radiology departments of hospitals that provide advanced imaging services on an outpatient basis, and individual physicians or physician groups
that own advanced imaging equipment and specialize in certain specific areas of care. Certain providers belong to the Company's network, while
others are members of networks belonging to the Company's customers. These providers are paid on a fee-for-service basis.

6

Edgar Filing: MAGELLAN HEALTH SERVICES INC - Form 10-K

10



 Table of Contents

Joint Ventures

        Magellan Complete Care of Arizona, Inc. ("MCCAZ"), a joint venture owned 80 percent by the Company and 20 percent by VHS Phoenix
Health Plan, LLC (a subsidiary of Vanguard Health Systems, Inc.), was formed to manage integrated behavioral and physical healthcare for
recipients with SMI and behavioral healthcare for other Medicaid beneficiaries in Maricopa County. MCCAZ has responded to a Request for
Proposal ("RFP") released by the Arizona Department of Health Services ("ADHS") on October 4, 2012. During the year ended December 31,
2012, the Company invested $1.5 million in MCCAZ, which is included within restricted cash on the accompanying consolidated balance
sheets. The Company has consolidated the balance sheet and results of operations of MCCAZ in its consolidated financial statements as of
December 31, 2012.

        The Company currently owns a 49 percent interest in Fallon Total Care, LLC ("Fallon Total Care") which was formed to apply to
participate in a demonstration program that will provide integrated healthcare to individuals aged 21 to 64 years who are dually-eligible for
Medicare and Medicaid in the State of Massachusetts. The other 51 percent interest in Fallon Total Care is owned by Fallon Community Health
Plan. On November 5, 2012, it was announced that Fallon Total Care was selected as a participant in the three-year demonstration program to
serve dual-eligible residents in ten counties across Massachusetts. The contract award is subject to completion of readiness review and contract
negotiation. During the year ended December 31, 2012 the Company contributed $1.2 million of capital to Fallon Total Care, which is included
within other long-term assets on the accompanying consolidated balance sheets. The Company accounts for its investment in Fallon Total Care
using the equity method.

Competition

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

Insurance

        The Company maintains a program of insurance coverage for a broad range of risks in its business. The Company has renewed its general,
professional and managed care liability insurance policies with unaffiliated insurers for a one-year period from June 17, 2012 to June 17, 2013.
The general liability policy is written on an "occurrence" basis, subject to a $0.05 million per claim un-aggregated self-insured retention. The
professional liability and managed care errors and omissions liability policies are written on a "claims-made" basis, subject to a $1.0 million per
claim ($10.0 million per class action claim) un-aggregated self-insured retention for managed care errors and omissions liability, and a $0.05
million per claim un-aggregated self-insured retention for professional liability.
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        The Company maintains a separate general and professional liability insurance policy with an unaffiliated insurer for its Specialty
Pharmaceutical Management business. The Specialty Pharmaceutical Management insurance policy has a one-year term for the period June 17,
2012 to June 17, 2013. The general liability policy is written on an "occurrence" basis and the professional liability policy is written on a
"claims-made" basis, subject to a $0.05 million per claim and $0.25 million aggregated self-insured retention.

        The Company maintains separate professional liability insurance policies with unaffiliated insurers for its Maricopa Contract business for
the behavioral health direct care facilities, all of which were divested at various times prior to December 31, 2009. The Maricopa Contract
professional liability insurance policies effective dates were from September 1, 2008 to September 1, 2009. The Company purchased a five-year
extended reporting period for the professional liability policies effective September 1, 2009 for the period September 1, 2009 to September 1,
2014, subject to a $0.5 million per claim un-aggregated self-insured retention. The professional liability policies are written on a "claims-made"
basis.

        The Company is responsible for claims within its self-insured retentions, and for portions of claims reported after the expiration date of the
policies if they are not renewed, or if policy limits are exceeded. The Company also purchases excess liability coverage in an amount that
management believes to be reasonable for the size and profile of the organization.

        See "Risk Factors�Professional Liability and Other Insurance," for a discussion of the risks associated with the Company's insurance
coverage.

Regulation

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

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

        Licenses.    Certain regulatory agencies having jurisdiction over the Company possess discretionary powers when issuing or renewing
licenses or granting approval of proposed actions such as mergers, a change in ownership, transfer or assignment of licenses and certain
intra-corporate transactions. One or multiple agencies may require as a condition of such license or approval that the Company cease or modify
certain of its operations or modify the way it operates in order to comply with applicable regulatory requirements or policies. In addition, the
time necessary to obtain a license or approval varies from state to state, and difficulties in obtaining a necessary license or approval may result in
delays in the Company's plans to expand operations in a particular state and, in some cases, lost business opportunities.

        In recent years, in response to governmental agency inquiries or discussions with regulators, the Company has determined to seek licensing
for its managed behavioral healthcare and radiology benefits management business as a single service HMO, TPA or utilization review agent in
one or more jurisdictions. The Company maintains network licenses for these lines of business in some states where required by state regulation.
The Company has also sought and obtained utilization review licenses in some states for its pharmaceutical management business and has also
sought pharmacy benefit manager licensure in some states where required to support its expanded pharmacy product offerings.. The Company
has obtained HMO licenses to support its Medicaid HMO line of business in some states as well. Compliance activities, mandated changes in the
Company's operations, delays in the expansion of the Company's business or lost business opportunities as a result of regulatory requirements or
policies could have a material adverse effect on the Company. As discussed below in the section entitled "Regulations Affecting the Company's
Pharmacies," the Company is subject to certain state licensure requirements in relation to its specialty pharmaceutical management business.

        Insurance, HMO and PPO Activities.    To the extent that the Company operates or is deemed to operate in some states as an insurance
company, HMO, PPO or similar entity, it may be required to comply with certain laws and regulations that, among other things, may require the
Company to maintain certain types of assets and minimum levels of deposits, capital, surplus, reserves or net worth. In many states, entities that
assume risk under contracts with licensed insurance companies or HMOs have not been considered by state regulators to be conducting an
insurance or HMO business. As a result, the Company has not sought licenses as either an insurer or HMO in certain states.

        The National Association of Insurance Commissioners (the "NAIC") has undertaken a comprehensive review of the regulatory status of
entities arranging for the provision of healthcare services through a network of providers that, like the Company, may assume risk for the cost
and quality of healthcare services, but that are not currently licensed as an HMO or similar entity. As a result of this review, the NAIC developed
a "health organizations risk-based capital" formula, designed specifically for managed care organizations, that establishes a minimum amount of
capital necessary for a managed care organization to support its overall operations, allowing consideration for the organization's size and risk
profile. The NAIC also adopted a model regulation in the area of health plan standards, which could be adopted by individual states in whole or
in part, and could result in the Company being required to meet additional or new standards in connection with its existing operations. Certain
states, for example, have adopted regulations based on the NAIC initiative, and as a result, the Company has been subject to certain minimum
capital requirements in those states. Certain other states, such as Maryland, Texas, New York and New Jersey, have also adopted their own
regulatory initiatives that subject entities, such as certain of the Company's subsidiaries, to regulation under state insurance laws. This includes,
but is not limited to, requiring adherence to specific financial solvency standards. State insurance laws and regulations may limit the Company's
ability to pay dividends, make certain investments and repay certain indebtedness.
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        Being licensed as an insurance company, HMO or similar entity could also subject the Company to regulations governing reporting and
disclosure, mandated benefits, rate setting and other traditional insurance regulatory requirements. PPO regulations to which the Company may
be subject may require the Company to register with a state authority and provide information concerning its operations, particularly relating to
provider and payor contracting. The imposition of such requirements could increase the Company's cost of doing business and could delay the
Company's conduct or expansion of its business in some areas. The licensing process under state insurance laws can be lengthy and, unless the
applicable state regulatory agency allows the Company to continue to operate while the licensing process is ongoing, the Company could
experience a material adverse effect on its operating results and financial condition while its license application is pending. In addition, failure to
obtain and maintain required licenses typically also constitutes an event of default under the Company's contracts with its customers. The loss of
business from one or more of the Company's major customers as a result of such an event of default or otherwise could have a material adverse
effect on the Company.

        Regulators may impose operational restrictions on entities granted licenses to operate as insurance companies or HMOs. For example, the
California Department of Managed Health Care has imposed certain restrictions on the ability of the Company's California subsidiaries to fund
the Company's operations in other states, to guarantee or co-sign for the Company's financial obligations, or to pledge or hypothecate the stock
of these subsidiaries and on the Company's ability to make certain operational changes with respect to these subsidiaries. In addition, regulators
of certain of the Company's subsidiaries may exercise certain discretionary rights under regulations including, without limitation, increasing its
supervision of such entities, requiring additional restricted cash or other security.

        Utilization Review and Third-Party Administrator Activities.    Numerous states in which the Company does business have adopted
regulations governing entities engaging in utilization review and TPA activities. Utilization review regulations typically impose requirements
with respect to the qualifications of personnel reviewing proposed treatment, timeliness and notice of the review of proposed treatment and other
matters. TPA regulations typically impose requirements regarding claims processing and payments and the handling of customer funds.
Utilization review and TPA regulations may increase the Company's cost of doing business in the event that compliance requires the Company
to retain additional personnel to meet the regulatory requirements and to take other required actions and make necessary filings. Although
compliance with utilization review and third party administrator regulations has not had a material adverse effect on the Company, there can be
no assurance that specific regulations adopted in the future would not have such a result, particularly since the nature, scope and specific
requirements of such provisions vary considerably among states that have adopted regulations of this type.

        Numerous states require the licensing or certification of entities performing utilization review or TPA activities; however, certain federal
courts have held that such licensing requirements are preempted by the Employment Retirement Income Security Act of 1974, as amended
("ERISA"). ERISA preempts state laws that mandate employee benefit structures or their administration, as well as those that provide alternative
enforcement mechanisms. The Company believes that its TPA activities performed for its self-insured employee benefit plan customers are
exempt from otherwise applicable state licensing or registration requirements based upon federal preemption under ERISA and have relied on
this general principle in determining not to seek licenses for certain of the Company's activities in some states. Existing case law is not uniform
on the applicability of ERISA preemption with respect to state regulation of utilization review or TPA activities. There can be no assurance that
additional licenses will not be required with respect to utilization review or TPA activities in certain states.

        Licensing of Healthcare Professionals.    The provision of healthcare treatment services by physicians, psychiatrists, psychologists,
pharmacists and other providers is subject to state regulation with respect to the licensing of healthcare professionals. The Company believes
that the healthcare professionals, who
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provide healthcare treatment on behalf of or under contracts with the Company, and the case managers and other personnel of the health services
business, are in compliance with the applicable state licensing requirements and current interpretations thereof. However, there can be no
assurance that changes in such state licensing requirements or interpretations thereof will not adversely affect the Company's existing operations
or limit expansion. With respect to the Company's employee assistance crisis intervention program, additional licensing of clinicians who
provide telephonic assessment or stabilization services to individuals who are calling from out-of-state may be required if such assessment or
stabilization services are deemed by regulatory agencies to be treatment provided in the state of such individual's residence. The Company
believes that any such additional licenses could be obtained.

        Prohibition on Fee Splitting and Corporate Practice of Professions.    The laws of some states limit the ability of a business corporation to
directly provide, control or exercise excessive influence over healthcare services through the direct employment of physicians, psychiatrists,
psychologists, or other healthcare professionals, who are providing direct clinical services. In addition, the laws of some states prohibit
physicians, psychiatrists, psychologists, or other healthcare professionals from splitting fees with other persons or entities. These laws and their
interpretations vary from state to state and enforcement by the courts and regulatory authorities may vary from state to state and may change
over time. The Company believes that its operations as currently conducted are in material compliance with the applicable laws. However, there
can be no assurance that the Company's existing operations and its contractual arrangements with physicians, psychiatrists, psychologists and
other healthcare professionals will not be successfully challenged under state laws prohibiting fee splitting or the practice of a profession by an
unlicensed entity, or that the enforceability of such contractual arrangements will not be limited. The Company believes that it could, if
necessary, restructure its operations to comply with changes in the interpretation or enforcement of such laws and regulations, and that such
restructuring would not have a material adverse effect on its operations.

        Direct Contracting with Licensed Insurers.    Regulators in several states in which the Company does business have adopted policies that
require HMOs or, in some instances, insurance companies, to contract directly with licensed healthcare providers, entities or provider groups,
such as IPAs, for the provision of treatment services, rather than with unlicensed intermediary companies. In such states, the Company's
customary model of contracting directly is modified so that, for example, the IPAs (rather than the Company) contract directly with the HMO or
insurance company, as appropriate, for the provision of treatment services.

        HIPAA.    The Health Insurance Portability and Accountability Act of 1996 ("HIPAA") requires the Secretary of the Department of Health
and Human Services ("HHS") to adopt standards relating to the transmission, privacy and security of health information by healthcare providers
and healthcare plans. Confidentiality and patient privacy requirements are particularly strict in the Company's behavioral managed care business.
Oversight responsibilities for HIPAA compliance is handled by the Company's Corporate Compliance Department. The Company believes it is
currently in compliance with the provisions of HIPAA.

        The Health Information Technology for Economic and Clinical Health Act ("HITECH Act") passed as part of the American Recovery and
Reinvestment Act of 2009 represents a significant expansion of the HIPAA privacy and security laws. The HITECH Act provisions contain
multiple effective dates. The Company believes it is currently in compliance with those provisions of the HITECH Act and associated
regulations that are currently in effect including the January 2013 "Modifications to the HIPAA Privacy, Security, Enforcement, and Breach
Notification Rules under the Health Information Technology for Economic and Clinical Health Act" Rule, and will be in compliance with those
portions of the law and regulations that become effective in the future. The Company believes that it can comply with future changes in these
laws and regulations, however there can be no
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assurance that compliance with such laws and regulations would not have a material adverse effect on its operations.

        Other Significant Privacy Regulation.    The privacy regulation under HIPAA generally does not preempt state law except under the
following limited circumstances: (i) the privacy rights afforded under state law are contrary to those provided by HIPAA so that compliance
with both standards is not possible and (ii) HIPAA's privacy protections are more stringent than the state law in question. Because many states
have privacy laws that either provide more stringent privacy protections than those imposed by HIPAA or laws that can be followed in addition
to HIPAA, the Company must address privacy issues under HIPAA and state law as well. In addition, HIPAA has created an increased
awareness of the issues surrounding privacy, which may generate more state regulatory scrutiny in this area.

        In addition to HIPAA and the HITECH Act, the Company is also subject to federal laws and regulations governing patient records
involving substance abuse, as well as other federal privacy laws and regulations. The Company believes that it is currently in compliance with
these applicable laws and regulations.

        Federal Anti-Remuneration/Fraud and Abuse Laws.    The federal healthcare Anti-Kickback Statute (the "Anti-Kickback Statute")
prohibits, among other things, an entity from paying or receiving, subject to certain exceptions and "safe harbors," any remuneration, directly or
indirectly, to induce the referral of individuals covered by federally funded healthcare programs, or the purchase, or the arranging for or
recommending of the purchase, of items or services for which payment may be made in whole, or in part, under Medicare, Medicaid, TRICARE
or other federally funded healthcare programs. Sanctions for violating the Anti-Kickback Statute may include imprisonment, criminal and civil
fines and exclusion from participation in the federally funded healthcare programs. The Anti-Kickback Statute has been interpreted broadly by
courts, the Office of Inspector General ("OIG") within the U.S. Department of Health & Human Services ("DHHS"), and other administrative
bodies.

        It also is a crime under the Public Contractor Anti-Kickback Statute, for any person to knowingly and willfully offer or provide any
remuneration to a prime contractor to the United States, including a contractor servicing federally funded health programs, in order to obtain
favorable treatment in a subcontract. Violators of this law also may be subject to civil monetary penalties. There have been a series of substantial
civil and criminal investigations and settlements, at the state and federal level, by pharmacy benefit managers over the last several years in
connection with alleged kickback schemes. The Company believes that it is in compliance with the legal requirements imposed by such
anti-remuneration laws and regulations, however, there can be no assurance that the Company will not be subject to scrutiny or challenge under
such laws or regulations and that any such challenge would not have a material adverse effect on the Company's business, results of operations,
financial condition or cash flows.

        Federal Statutes Prohibiting False Claims.    The Federal Civil False Claims Act imposes civil penalties for knowingly making or causing
to be made false claims with respect to governmental programs, such as Medicare and Medicaid, for services not rendered, or for
misrepresenting actual services rendered, in order to obtain higher reimbursement. Private individuals may bring qui tam or whistle blower suits
against providers under the Federal Civil False Claims Act, which authorizes the payment of a portion of any recovery to the individual bringing
suit. A few federal district courts recently have interpreted the Federal Civil False Claims Act as applying to claims for reimbursement that
violate the Anti-Kickback Statute under certain circumstances. The Federal Civil False Claims Act generally provides for the imposition of civil
penalties and for treble damages, resulting in the possibility of substantial financial penalties for small billing errors. Criminal provisions that are
similar to the Federal Civil False Claims Act provide that a corporation may be fined if it is convicted of presenting to any federal agency a
claim or making a statement that it knows to be false, fictitious or fraudulent. Even in situations where the Company does not directly provide
services to beneficiaries of
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federally funded health programs and, accordingly, does not directly submit claims to the federal government, it is possible that the Company
could nevertheless become involved in a situation where false claim issues are raised based on allegations that it caused or assisted a government
contractor in making a false claim.

        The Company is subject to certain provisions of the Deficit Reduction Act of 2005 (the "Act"). The Act requires entities that receive
$5 million or more in annual Medicaid payments to establish written policies that provide detailed information about the Federal Civil False
Claims Act and the remedies there under, as well as any state laws pertaining to civil or criminal penalties for false claims and statements, the
"whistleblower" protections afforded under such laws, and the role of such laws in preventing and detecting fraud waste and abuse. The written
policies are to be disseminated to all employees, contractors and agents which or who, on behalf of the entity, furnishes, or otherwise authorizes
the furnishing of, Medicaid healthcare items or services; performs billing or coding functions, or is involved in the monitoring of healthcare
provided by the entity. In addition, any such entity that has an employee handbook must include a specific discussion of the federal and state
false claims laws, the rights of an employee to be protected as a whistle blower and the entity's policies and procedures for detecting and
preventing fraud, waste and abuse. The Company does not believe that it is in violation of the Federal Civil False Claims Act (or its criminal
counterparts) and the Company has a corporate compliance and ethics program, policies and procedures and internal controls in place to help
maintain an organizational culture of honesty and integrity.

        State Anti-Remuneration/False Claims Law.    Several states have laws and/or regulations similar to the federal anti-remuneration and
Federal Civil False Claims Act described above. Sanctions for violating these state anti-remuneration and false claims laws may include
injunction, imprisonment, criminal and civil fines and exclusion from participation in the state Medicaid programs. The Company believes that it
is in substantial compliance with the legal requirements imposed by such anti-remuneration laws and regulations. However, there can be no
assurance that the Company will not be subject to scrutiny or challenge under such laws or regulations and that any such challenge would not
have a material adverse effect on the Company's business, results of operations, financial condition or cash flows.

        The Dodd-Frank Wall Street Reform and Consumer Protection Act ("Dodd-Frank").    On July 21, 2010 the President of the United States
signed into law Dodd-Frank. Under the law, those with independent knowledge of a financial fraud committed by a business required to report to
the U.S. Securities and Exchange Commission ("SEC") or the U.S. Commodity Futures Trading Commission ("CFTC") may be entitled to a
percentage of the money recovered. Included in Dodd-Frank are provisions which protect employees of publicly traded companies from
retaliation for reporting securities fraud, fraud against shareholders and violation of the SEC rules/regulations. Dodd-Frank also amends the
Sarbanes-Oxley Act ("SOX") and Federal Civil False Claims Act to expand their whistle-blower protections. On May 25, 2011, the SEC
adopted final rules (the "Rules") for the expanded whistleblower program established by Dodd-Frank. The Company believes it is in compliance
with these Rules.

        ERISA.    Certain of the Company's services are subject to the provisions of ERISA. ERISA governs certain aspects of the relationship
between employer-sponsored healthcare benefit plans and certain providers of services to such plans through a series of complex laws and
regulations that are subject to periodic interpretation by the Internal Revenue Service ("IRS") and the U.S. Department of Labor. In some
circumstances, and under certain customer contracts, the Company may be expressly named as a "fiduciary" under ERISA, or be deemed to have
assumed duties that make it an ERISA fiduciary, and thus be required to carry out its operations in a manner that complies with ERISA in all
material respects. The Company believes that it is in material compliance with ERISA and that such compliance does not currently have a
material adverse effect on its operations, however there can be
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no assurance that continuing ERISA compliance efforts or any future changes to ERISA will not have a material adverse effect on the Company.

        Other Federal Laws and Regulations.    The Company is subject to certain federal laws and regulations in connection with its contracts with
the federal government. These laws and regulations affect how the Company conducts business with its federal agency customers and may
impose added costs on its business. The Company's failure to comply with federal procurement laws and regulations could cause it to lose
business, incur additional costs, and subject it to a variety of civil and criminal penalties and administrative sanctions, including termination of
contracts, forfeiture of profits, harm to reputation, suspension of payments, fines, and suspension or debarment from doing business with federal
government agencies. The Company believes that it is in material compliance with all applicable laws and regulations and that such compliance
does not currently have a material adverse effect on its operations.

        Regulation of Customers.    Regulations imposed upon the Company's customers include, among other things, benefits mandated by statute,
exclusions from coverage prohibited by statute, procedures governing the payment and processing of claims, record keeping and reporting
requirements, requirements for and payment rates applicable to coverage of Medicaid and Medicare beneficiaries, provider contracting and
enrollee rights and confidentiality requirements. Although the Company believes that such regulations do not, at present, materially impair its
operations, there can be no assurance that such indirect regulation will not have a material adverse effect on the Company in the future.

        In October 2008, the United States Congress passed the Paul Wellstone and Pete Dominici Mental Health Parity Act of 2008 ("MHPAEA")
establishing parity in financial requirements (e.g. co-pays, deductibles, etc.) and treatment limitations (e.g., limits on the number of visits)
between mental health and substance abuse benefits and medical/surgical benefits for health plan members. This law does not require coverage
for mental health or substance abuse disorders but if coverage is provided it must be provided at parity. No specific disorders are mandated for
coverage; health plans are able to define mental health and substance abuse to determine what they are going to cover. State mandated benefits
laws are not preempted. The law applies to ERISA plans, Medicaid managed care plans and State Children's Health Insurance Program
("SCHIP") plans. There is an exemption for small employers. On February 2, 2010, the Department of the Treasury, the Department of Labor
and the Department of Health and Human Services issued Interim Final Rules interpreting the MHPAEA ("IFR"). The IFR applies to ERISA
plans and insured business. A State Medicaid Director Letter was issued in January 2013 discussing applicability of the IFR to Medicaid
managed care plans, SCHIP plans and Alternative Benefit (Benchmark) Plans. It is possible that some states will change their behavioral health
plan benefits or management techniques as a result of this letter. The Health Insurance Exchange regulations provide that plans offered on the
exchange must offer behavioral health benefits that are compliant with federal parity law. Further clarification on this requirement is expected to
be issued. The IFR included some concepts not included under the statute including the requirement to conduct the parity review at the category
level within the plan, introducing the concept of non-quantitative treatment limitations, and prohibiting separate but equal deductibles. While
some of these regulatory requirements were not anticipated, the Company believes it is in compliance with the requirements of the IFR and that
there is no material impact to the Company related to compliance. No assurance can be given that additional interpretive guidance on the
legislation and IFR or the release of a final rule will not have a material adverse effect on the Company. However, the Company's risk contracts
do allow for repricing to occur effective the same date that any legislation becomes effective if that legislation is projected to have a material
effect on cost of care.

14

Edgar Filing: MAGELLAN HEALTH SERVICES INC - Form 10-K

18



 Table of Contents

        Federal and State Medicaid Laws and Regulations.    The Company directly contracts with various states to provide Medicaid managed
care services to state Medicaid beneficiaries. As such, it is subject to certain federal and state laws and regulations affecting Medicaid as well as
state contractual requirements. The Company believes it is in material compliance with these laws, regulations and contractual requirements.
The Company also is a sub-contractor to health plans who provide Medicaid managed care services to state Medicaid beneficiaries. In the
Company's capacity as a subcontractor with these health plans, the Company is indirectly subject to certain federal and state laws and
regulations as well as contractual requirements pertaining to the operation of this business. If a state or a health plan customer determines that
the Company has not performed satisfactorily as a subcontractor, a state or the health plan customer may require the Company to cease these
activities or responsibilities under the subcontract. While the Company believes that it provides satisfactory levels of service under its respective
subcontracts, the Company can give no assurances that a state or health plan will not terminate the Company's business relationships insofar as
they pertain to these services.

        Medicare Laws and Regulations.    The Company has been pursuing Medicare Advantage plan licensure in several states. As a Medicare
Advantage plan the company is subject to additional regulatory requirements and enhanced scrutiny of this product line. The Company believes
that it is in compliance with these requirements.

        Medicare Part C and D Laws and Regulations.    The Company has submitted an application to become a Medicare Advantage
Organization with Medicare prescription drug coverage ("MA-PD Plan") to serve dual eligible members (eligible for Medicare and Medicaid) in
Arizona beginning January 1, 2014. The CMS has issued significant interpretive regulations and guidance regarding MA-PD Plans to which, if
approved, the Company will be directly subject. Among other things MA-PD plans are subject to requirements intended to deter fraud, waste
and abuse and are monitored strictly by the U.S Department of Health and Human Services and its contracted vendors to ensure that Medicare
program funds are not spent inappropriately. In addition, if approved to provide Part C and D Services, the Company will be ultimately
responsible to CMS for any of its subcontractors that may provide services under its agreement. The Company can give no assurance as to
whether its MA-PD Plan application will be approved. However, the Company believes that it will be in compliance with these requirements if
approval is obtained and business operations commence.

        Moreover, in relation to its existing specialty pharmacy business, the Company contracts with PDPs and MA-PD plans (collectively,
"Part D Plans") to provide various services. In the Company's capacity as a subcontractor with certain Part D Plan clients, the Company is
indirectly subject to certain federal rules, regulations, and sub-regulatory guidance pertaining to the operation of Medicare Part D. If CMS or a
Part D Plan determines that the Company has not performed satisfactorily as a subcontractor, CMS or Part D Plan may require the Company to
cease its Part D activities or responsibilities under the subcontract. While the Company believes that it provides satisfactory levels of service
under its respective subcontracts, the Company can give no assurances that CMS or a Part D Plan will not terminate the Company's business
relationships insofar as they pertain to Medicare Part D.

        CMS requires Part D Plans to report 100% of all price concessions received for PBM services. The applicable CMS guidance suggests that
best practices would require Part D Plans to contractually require the right to audit their PBMs as well as require 100% transparency as to
manufacturer rebates and administrative fees paid for drugs provided under the sponsor's plan, including the portion of such rebates retained by
the PBM as part of the price concession for the PBM's services. Additionally, CMS requires Part D Plans to ensure through their contractual
arrangements with first tier, downstream and related entities (which would include PBMs) that CMS has access to such entities' books and
records pertaining to services performed in connection with Part D. The CMS regulations also suggests that Part D Plans should contractually
require their first tier, downstream and related entities to comply with certain elements of the Part D Plan's compliance program. The Company
has not experienced and
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does not anticipate that such disclosure and auditing requirements, to the extent required by its Part D Plan partners, will have a materially
adverse effect on the Company's specialty pharmacy business.

        CMS requires that any profit realized or loss incurred by a PBM through price negotiations with pharmacies or manufacturers be included
as administrative costs to the plan rather than being factored into drug costs for reimbursement purposes.

        Federal PBM Transparency Laws.    On March 23, 2010 the President of the United States signed the Patient Protection and Affordable
Care Act and on March 30, 2010 he signed the Health Care and Education Reconciliation Act of 2010 (hereinafter collectively referred to as
"ACA"). Beginning in 2014, state and federally run health insurance exchanges authorized by ACA are generally expected to begin operation.
The Company has not contracted to provide PBM services to any health insurance exchange products offered by insurers, but may do so in the
future. If the Company chooses to directly participate in the exchanges, or offer services to plans that participate in the exchanges, it may be
subject to certain financial transparency and disclosure requirements. The ACA mandates that pharmacy benefit managers provide financial
transparency and reporting in connection with Medicare Part D plans, as well as plans offered through exchanges. In the event that the Company
is determined to be subject to these requirements, the Company does not anticipate that such requirements will have a materially adverse effect
on the Company's business.

        FDA Regulation.    The U.S. Food and Drug Administration ("FDA") generally has authority to regulate drug promotional activities that are
performed "by or on behalf of" a drug manufacturer. The Company's business includes the provision of educational seminars for prescribers and
other of the Company's customers on behalf of manufacturer clients and thus may be subject to the federal laws applicable to the promotion of
prescription drugs. There can be no assurance that the FDA will not attempt to assert jurisdiction over certain aspects of the Company's specialty
pharmacy business in the future and, although the Company is not controlled directly or indirectly by any drug manufacturer, the impact of
future FDA regulation could materially adversely affect the Company's specialty pharmacy business, results of operations, financial condition or
cash flows.

        State Comprehensive PBM Regulation.    States continue to introduce broad legislation to regulate pharmacy benefits management
activities. This legislation encompasses some of the products offered by the specialty pharmacy business of the Company. Legislation in this
area is varied and encompasses licensing, audit provision, potential fiduciary duties, pass through of cost savings and disclosure obligations. The
regulatory environment is complicated by numerous lawsuits challenging laws and legislative repeals and amendments to PBM laws. The
District of Columbia has enacted statutes designed to impose certain fiduciary obligations on entities providing PBM services. Maryland has also
implemented comprehensive PBM registration and examination legislation. Other states, including Mississippi, Louisiana, Connecticut, Georgia,
Iowa, Kansas, Louisiana, North Dakota, South Dakota and Vermont all require PBMs to register with the state or be licensed. Furthermore,
numerous states, including Arkansas, Florida, Indiana, Kentucky, Maryland, Mississippi, Missouri, New Mexico, North Dakota and Tennessee
subject PBMs to audit provisions and generally require certain financial disclosures. Such state laws do not appear to be having a material
adverse effect on the Company's specialty pharmacy business. However, the Company can give no assurance that these and other states will not
enact legislation with more adverse consequences in the near future; nor can the Company be certain that future regulations or interpretations of
existing laws will not adversely affect its specialty pharmacy business.

        State Legislation Affecting Plan or Benefit Design.    Some states have enacted legislation that prohibits certain types of managed care plan
sponsors from implementing certain restrictive formulary and network design features, and many states have legislation regulating various
aspects of managed care plans, including provisions relating to pharmacy benefits. Other states mandate coverage of certain benefits or
conditions and require health plan coverage of specific drugs, if deemed medically necessary
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by the prescribing physician. Such legislation does not generally apply to the Company directly, but may apply to certain clients of the
Company, such as HMOs and health insurers.

        Legislation and Regulation Affecting Drug Prices.    Specialty pharmaceutical manufacturers generally report various price metrics to the
federal government, including "average sales price" ("ASP"), "average manufacturer price" ("AMP") and "best price" ("BP"). The Company
does not calculate these price metrics, but the Company notes that the ASP, AMP and BP methodologies may create incentives for some drug
manufacturers to reduce the levels of discounts or rebates available to purchasers, including the Company, or their clients with respect to
specialty drugs. Any changes in the guidance affecting pharmaceutical manufacturer price metric calculations could materially adversely affect
the Company's business.

        Additionally, most of the Company's dispensing contracts with its customers use "average wholesale price" ("AWP") as a benchmark for
establishing pricing. At least one major third party publisher of AWP pricing data has ceased to publish such data in the past few years, and there
can be no guarantee that AWP will continue to be an available pricing metric in the future. The discontinuance of AWP reporting by one data
source has not had a material adverse affect on the Company's results of operations and the Company expects that were AWP data to no longer
be available, other equitable pricing measures would be available to avoid a material adverse impact on the Company's business. Separately,
CMS and several states have taken an interest in attempting to determine the "actual acquisition costs" of pharmacies. In 2012, CMS began
conducting surveys and releasing preliminary data on pharmacy acquisition costs. At this time, the Company does not anticipate that actual
acquisition cost surveys or pricing should materially adversely impact its operations, but it is too early to speculate what impact, if any such a
reimbursement shift might have in pharmacy reimbursement and/or costs in the future..

        Regulations Affecting the Company's Pharmacies.    The Company owns two pharmacies that provide services to certain of the Company's
health plan customers. The activities undertaken by the Company's pharmacies subject the pharmacies to state and federal statutes and
regulations governing, among other things, the licensure and operation of mail order and non-resident pharmacies, repackaging of drug products,
stocking of prescription drug products and dispensing of prescription drug products, including controlled substances. The Company's pharmacy
facilities are located in Florida and New York and are duly licensed to conduct business in those states. Many states, however, require
out-of-state mail order pharmacies to register with or be licensed by the state board of pharmacy or similar governing body when
pharmaceuticals are delivered by mail into the state, and some states require that an out-of-state pharmacy employ a pharmacist that is licensed
in the state into which pharmaceuticals are shipped. The Company holds mail order and non-resident pharmacy licenses where required. The
Company also maintains Medicare and Medicaid provider licenses where required for the pharmacies to provide services to these plans.

        Regulation of Controlled Substances.    The Company's pharmacies must register with the United States Drug Enforcement Administration
(the "DEA"), and individual state controlled substance authorities in order to dispense controlled substances. Federal law requires the Company
to comply with the DEA's security, recordkeeping, inventory control, and labeling standards in order to dispense controlled substances. State
controlled substance law requires registration and compliance with state pharmacy licensure, registration or permit standards promulgated by the
state pharmacy licensing authority.

        Some of the state regulatory requirements described above may be preempted in whole or in part by ERISA, which provides for
comprehensive federal regulation of employee benefit plans. However, the scope of ERISA preemption is uncertain and is subject to conflicting
court rulings. As a result, the Company could be subject to overlapping federal and state regulatory requirements in respect of
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