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PART I. FINANCIAL INFORMATION

Item 1. Financial Statements

HEALTH NET, INC.

CONSOLIDATED STATEMENTS OF OPERATIONS
(Amounts in thousands, except per share data)

(Unaudited)

Three Months Ended
March 31,

2007 2006

REVENUES
Health plan services premiums . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $2,777,259 $2,524,374
Government contracts . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 607,995 624,637
Net investment income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 31,364 23,359
Administrative services fees and other income . . . . . . . . . . . . . . . . . . . . . . . . . . . . 12,294 14,260

Total revenues . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,428,912 3,186,630

EXPENSES
Health plan services (excluding depreciation and amortization) . . . . . . . . . . . . . . 2,341,074 2,105,214
Government contracts . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 567,099 595,126
General and administrative . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 291,285 287,253
Selling . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 69,129 56,538
Depreciation and amortization . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7,633 5,344
Interest . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 9,560 12,226

Total expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,285,780 3,061,701

Income from operations before income taxes . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 143,132 124,929
Income tax provision . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 54,547 48,336

Net income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 88,585 $ 76,593

Net income per share:
Basic . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 0.79 $ 0.67
Diluted . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 0.77 $ 0.65

Weighted average shares outstanding:
Basic . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 111,970 114,594
Diluted . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 114,759 118,398

See accompanying condensed notes to consolidated financial statements.
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HEALTH NET, INC.

CONSOLIDATED BALANCE SHEETS
(Amounts in thousands)

(Unaudited)

March 31,
2007

December 31,
2006

ASSETS
Current Assets:

Cash and cash equivalents . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 949,171 $ 704,806
Investments—available for sale (amortized cost: 2007—$1,408,443; 2006—

$1,430,792) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,393,161 1,416,038
Premiums receivable, net of allowance for doubtful accounts (2007—$7,304; 2006—

$7,526) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 234,795 177,625
Amounts receivable under government contracts . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 190,259 199,569
Incurred but not reported (IBNR) health care costs receivable under TRICARE North

contract . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 291,862 272,961
Other receivables . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 196,029 230,865
Deferred taxes . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 72,107 54,702
Other assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 175,270 161,280

Total current assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,502,654 3,217,846
Property and equipment, net . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 157,464 151,184
Goodwill . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 751,949 751,949
Other intangible assets, net . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 41,486 42,835
Deferred taxes . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 90,953 33,137
Other noncurrent assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 176,158 100,071

Total Assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $4,720,664 $4,297,022

LIABILITIES AND STOCKHOLDERS’ EQUITY
Current Liabilities:

Reserves for claims and other settlements . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $1,097,953 $1,048,796
Health care and other costs payable under government contracts . . . . . . . . . . . . . . . . . 41,952 52,384
IBNR health care costs payable under TRICARE North contract . . . . . . . . . . . . . . . . . 291,862 272,961
Unearned premiums . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 402,613 164,099
Bridge loan . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . — 200,000
Accounts payable and other liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 378,233 371,263

Total current liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,212,613 2,109,503
Loans payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 400,000 300,000
Other noncurrent liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 245,477 108,554

Total Liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,858,090 2,518,057

Commitments and contingencies

Stockholders’ Equity:
Preferred stock ($0.001 par value, 10,000 shares authorized, none issued and

outstanding) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . — —
Common stock ($0.001 par value, 350,000 shares authorized; issued 2007—142,045

shares; 2006—140,690 shares) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 141 140
Additional paid-in capital . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,077,069 1,027,878
Treasury common stock, at cost (2007—29,849 shares of common stock; 2006—

28,815 shares of common stock) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (947,187) (891,294)
Retained earnings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,743,985 1,653,478
Accumulated other comprehensive loss . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (11,434) (11,237)

Total Stockholders’ Equity . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,862,574 1,778,965

Total Liabilities and Stockholders’ Equity . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $4,720,664 $4,297,022

See accompanying condensed notes to consolidated financial statements.
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HEALTH NET, INC.

CONSOLIDATED STATEMENTS OF CASH FLOWS
(Amounts in thousands)

(Unaudited)

Three Months Ended
March 31,

2007 2006

CASH FLOWS FROM OPERATING ACTIVITIES:
Net income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 88,585 $ 76,593
Adjustments to reconcile net income to net cash provided by operating activities:

Amortization and depreciation . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7,633 5,344
Share-based compensation expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,240 4,435
Other changes . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (1,510) 4,349
Changes in assets and liabilities, net of effects of dispositions or acquisitions:

Premiums receivable and unearned premiums . . . . . . . . . . . . . . . . . . . . . . . . . . . 181,344 186,259
Other current assets, receivables and noncurrent assets . . . . . . . . . . . . . . . . . . . (16,980) (41,899)
Amounts receivable/payable under government contracts . . . . . . . . . . . . . . . . . (1,122) (29,168)
Reserves for claims and other settlements . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 49,157 (54,055)
Accounts payable and other liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 31,680 70,191

Net cash provided by operating activities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 344,027 222,049

CASH FLOWS FROM INVESTING ACTIVITIES:
Sales of investments . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 383,857 228,995
Maturities of investments . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 60,004 15,770
Purchases of investments . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (419,172) (252,973)
Sales of property and equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 83,870 —
Purchases of property and equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (19,629) (15,730)
Cash (paid) received related to the (acquisition) sale of businesses and properties . . . . . . — (73,100)
Restricted cash held in escrow and other costs related to pending purchase of a

business . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (69,780) —
Purchases of restricted investments and other . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (3,970) (9,027)

Net cash provided by (used in) investing activities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 15,180 (106,065)

CASH FLOWS FROM FINANCING ACTIVITIES:
Proceeds from exercise of stock options and employee stock purchases . . . . . . . . . . . . . . 30,652 10,380
Excess tax benefit on share-based compensation . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10,399 3,099
Repurchases of common stock . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (55,893) (1,724)
Borrowings under revolving credit facility . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000 —
Repayment of debt . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (200,000) —

Net cash (used in) provided by financing activities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (114,842) 11,755

Net increase in cash and cash equivalents . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 244,365 127,739
Cash and cash equivalents, beginning of year . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 704,806 742,485

Cash and cash equivalents, end of period . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 949,171 $ 870,224

SUPPLEMENTAL CASH FLOWS DISCLOSURE:
Interest paid . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 12,703 $ 1,134
Income taxes paid . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7,938 30,540
Securities reinvested from restricted available for sale investments to restricted cash . . . . 7,347 3,467
Securities reinvested from restricted cash to restricted available for sale investments . . . . 1,576 658

See accompanying condensed notes to consolidated financial statements.
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HEALTH NET, INC.

CONDENSED NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
(Unaudited)

1. BASIS OF PRESENTATION

Health Net, Inc. (referred to herein as the Company, we, us or our) prepared the accompanying unaudited
consolidated financial statements following the rules and regulations of the Securities and Exchange Commission
(SEC) for interim reporting. As permitted under those rules and regulations, certain notes or other financial
information that are normally required by accounting principles generally accepted in the United States of
America (GAAP) have been condensed or omitted if they substantially duplicate the disclosures contained in the
annual audited financial statements. The accompanying unaudited consolidated financial statements should be
read together with the consolidated financial statements and related notes included in our Annual Report on
Form 10-K for the year ended December 31, 2006.

We are responsible for the accompanying unaudited consolidated financial statements. These consolidated
financial statements include all normal and recurring adjustments that are considered necessary for the fair
presentation of our financial position and operating results in accordance with GAAP. In accordance with GAAP,
we make certain estimates and assumptions that affect the reported amounts. Actual results could differ from
those estimates and assumptions.

Revenues, expenses, assets and liabilities can vary during each quarter of the year. Therefore, the results and
trends in these interim financial statements may not be indicative of those for the full year.

Certain amounts in the 2006 financial statements have been reclassified to conform to the current
presentation. Certain items presented in the consolidated statements of cash flows, amounting to $36.1 million
for the three months ended March 31, 2006, have been reclassified between financing activities and operating
activities. This reclassification had no impact on our net earnings or balance sheet as previously reported.

2. SIGNIFICANT ACCOUNTING POLICIES

Income Taxes

We record deferred tax assets and liabilities based on differences between the book and tax bases of assets
and liabilities. The deferred tax assets and liabilities are calculated by applying enacted tax rates and laws to
taxable years in which such differences are expected to reverse. We establish a valuation allowance in
accordance with the provisions of Statement of Financial Accounting Standards (SFAS) No. 109, “Accounting
for Income Taxes.” We continually review the adequacy of the valuation allowance and recognize the benefits
from our deferred tax assets only when an analysis of both positive and negative factors indicate that it is more
likely than not that the benefits will be realized.

We file tax returns in many tax jurisdictions. Often, application of tax rules within the various jurisdictions
is subject to differing interpretation. Despite our belief that our tax return positions are fully supportable, we
believe that it is probable certain positions will be challenged by taxing authorities, and we may not prevail on
the positions as filed. Accordingly, we maintain a liability for the estimated amount of contingent tax challenges
by taxing authorities upon examination, in accordance with Financial Accounting Standards Board Interpretation
No. 48, Accounting for Uncertainty in Income Taxes (FIN 48), which we adopted as of January 1, 2007. Prior to
2007, we maintained a liability pursuant to SFAS No. 5, “Accounting for Contingencies.” FIN 48 clarifies the
accounting for uncertain taxes recognized in a company’s financial statements in accordance with SFAS No. 109,
“Accounting for Income Taxes.” The interpretation requires us to analyze the amount at which each tax position
meets a “more likely than not” standard for sustainability upon examination by taxing authorities. Only tax
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benefit amounts meeting or exceeding this standard will be reflected in tax provision expense and deferred tax
asset balances. The interpretation also requires that any differences between the amounts of tax benefits reported
on tax returns and tax benefits reported in the financial statements be recorded in a liability for unrecognized tax
benefits. The liability for unrecognized tax benefits is reported separately from deferred tax assets and liabilities
and classified as current or noncurrent based upon the expected period of payment.

At January 1, 2007 upon adoption of FIN 48, we increased the liability for unrecognized tax benefits by $77
million to a total of $112 million. Approximately $66 million of this increase also increased deferred tax assets,
as the amount relates to tax benefits that we expect will be recognized, but for which there exists uncertainty as
to the timing of the benefits. Also included in the $77 million increase was a reclassification of $13 million from
federal and state taxes payable to the liability for unrecognized tax benefits. The reclassification was necessary to
properly encompass the potential impact of all uncertain tax positions within the liability for unrecognized tax
benefits. The remaining impact of adopting FIN 48 was a $2 million increase to retained earnings, recorded as a
cumulative-effect adjustment as of January 1, 2007.

Of the $112 million total liability for unrecognized tax benefits, approximately $33 million will, if
recognized, impact the company’s effective tax rate. Approximately $13 million of the total benefits will, if
recognized, impact goodwill from prior acquisitions of subsidiaries, and the remaining $66 million would impact
deferred tax assets.

We recognize interest and any applicable penalties which could be assessed related to unrecognized tax
benefits in income tax provision expense. The liability for unrecognized tax benefits includes approximately $7
million of accrued interest and an immaterial amount of penalties as of January 1, 2007.

We file tax returns in the federal as well as several state tax jurisdictions. As of January 1, 2007, tax years
open to examination by the Internal Revenue Service are 2003 and forward. The most significant state tax
jurisdiction for the company is California, and tax years open to examination by that jurisdiction are 2000 and
forward. As of January 1, 2007, the company was in the process of closing the examination by California of tax
years 2000 and 2001. Presently we are under examination by the Internal Revenue Services as well as various
other taxing authorities. As a result of our current examination by the Internal Revenue Service for tax years
2003 – 2005, we believe the liability for unrecognized tax benefits could decrease by approximately $3 - $17
million over the next 12 months, representing possible payments of proposed assessments to deny a portion of a
deduction for a 2004 bad debt and a 2003 addition to a workers’ compensation reserve as well to change a
method of accounting for deferred revenue. Any payments for these proposed assessments will be funded by
operating cash flows. These proposed adjustments will reverse over time. Management is considering acceptance
of the proposed assessments.

Comprehensive Income

Our comprehensive income is as follows:

Three Months Ended
March 31,

2007 2006

(Dollars in millions)

Net income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $88.6 $76.6
Other comprehensive loss, net of tax:

Net change in unrealized depreciation on investments available for sale . . . . (0.3) (6.6)
Defined benefit pension plans: Prior service cost and net loss

amortization . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0.1 —

Comprehensive income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $88.4 $70.0
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Earnings Per Share

Basic earnings per share excludes dilution and reflects net income divided by the weighted average shares of
common stock outstanding during the periods presented. Diluted earnings per share is based upon the weighted
average shares of common stock and dilutive common stock equivalents outstanding during the periods
presented. Common stock equivalents include stock options, restricted stock and restricted stock units (RSUs).
Dilutive common stock equivalents reflect the potential dilution that could occur if stock options were exercised
and restricted stock and RSUs were vested. Performance share awards are included in the calculation of dilutive
common stock equivalents when all performance contingencies have been met or are probable of being met.

Common stock equivalents arising from dilutive stock options, restricted common stock, RSUs and
performance shares are computed using the treasury stock method. For the three months ended March 31, 2007
and 2006, this amounted to 2,789,000 and 3,804,000 shares, respectively and includes 167,000 and 152,000
common stock equivalents from dilutive RSUs and restricted common stock, respectively.

During the three months ended March 31, 2007 and 2006, weighted average shares related to certain equity
awards of 1,209,000 and 708,000, respectively, were excluded from the denominator for diluted earnings per
share because they were anti-dilutive. These options expire through March 2017.

We are authorized to repurchase our common stock under our stock repurchase program authorized by our
Board of Directors. See Note 5 for further information on our stock repurchase program.

Goodwill and Other Intangible Assets

The change in the carrying amount of goodwill by reporting unit is as follows:

Health Plan
Services Total

(Dollars in millions)

Balance as of March 31, 2007 and December 31, 2006 . . . . . . . . . . . . . . . . . . . $752.0 $752.0

The intangible assets that continue to be subject to amortization using the straight-line method over their
estimated lives are as follows:

Gross
Carrying
Amount

Accumulated
Amortization

Net
Balance

Weighted
Average

Life
(in years)

(Dollars in millions)

As of March 31, 2007:
Provider networks . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $40.5 $(25.7) $14.8 19.4
Customer relationships and other (Note 4) . . . . . . . . . . . . . . . . . 29.5 (2.8) 26.7 11.1

$70.0 $(28.5) $41.5

As of December 31, 2006:
Provider networks . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $40.5 $(25.1) $15.4 19.4
Customer relationships and other (Note 4) . . . . . . . . . . . . . . . . . 29.5 (2.1) 27.4 11.1

$70.0 $(27.2) $42.8

We performed our annual impairment test on our goodwill and other intangible assets as of June 30, 2006
for our health plans reporting unit and also re-evaluated the useful lives of our other intangible assets. No
goodwill impairment was identified in our health plans reporting unit. We also determined that the estimated
useful lives of our other intangible assets properly reflected the current estimated useful lives.

9



Estimated annual pretax amortization expense for other intangible assets for the current year and each of the
next four years ending December 31 is as follows (dollars in millions):

2007 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $4.4
2008 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4.4
2009 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4.4
2010 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4.4
2011 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4.0

Restricted Assets

We and our consolidated subsidiaries are required to set aside certain funds which may only be used for
certain purposes pursuant to state regulatory requirements. We have discretion as to whether we invest such
funds in cash and cash equivalents or other investments. As of March 31, 2007 and December 31, 2006, the
restricted cash and cash equivalents balances totaled $15.4 million and $6.7 million, respectively, and are
included in other noncurrent assets. Investment securities held by trustees or agencies were $104.9 million and
$111.6 million as of March 31, 2007 and December 31, 2006, respectively, and are included in investments
available for sale.

CMS Risk Factor Adjustments

We have an arrangement with CMS for certain of our Medicare products whereby periodic changes in our
risk factor adjustment scores for certain diagnostic codes result in changes to our health plan services premium
revenues. We recognize such changes when the amounts become determinable, supportable and the collectibility
is reasonably assured.

We recognized $26.5 million of favorable Medicare risk factor estimates in our health plan services
premium revenues in the three months ended March 31, 2007. Of this amount, $9.9 million was for the 2006 and
prior payment years. We also recognized $8.6 million of capitation expense related to the Medicare risk factor
estimates in our health plan services costs in the three months ended March 31, 2007. Of this amount, $3.4
million was for the 2006 and prior payment years.

We recognized $25.1 million of favorable Medicare risk factor estimates in our health plan services
premium revenues in the three months ended March 31, 2006. Of this amount, $19.1 million was for the 2005
and prior payment years. We also recognized $9.2 million of capitation expense related to the Medicare risk
factor estimates in our health plan services costs in the three months ended March 31, 2006. Of this amount, $7.0
million was for the 2005 and prior payment years.

Government Contracts

Our TRICARE contract for the North Region includes a target cost and price for reimbursed health care
costs which is negotiated annually during the term of the contract, with underruns and overruns of our target cost
borne 80% by the government and 20% by us. We recognize changes in our estimate for the target cost underruns
and overruns when the amounts become determinable, supportable and the collectibility is reasonably assured.
During the three months ended March 31, 2007, we recognized a decrease in the revenue estimate of $44 million
and a decrease in the cost estimate of $54 million. Such changes in revenue and cost estimates for the three
months ended March 31, 2006 were not material.

Recently Issued Accounting Pronouncements

In February 2007, the Financial Accounting Standards Board (FASB) issued SFAS No. 159, “The Fair
Value Option for Financial Assets and Financial Liabilities, including an amendment of FASB Statement
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No. 115” (SFAS No. 159). SFAS No. 159 provides companies with an option to report selected financial assets
and liabilities at fair value. The standard establishes presentation and disclosure requirements designed to
facilitate comparisons between companies that choose different measurement attributes for similar types of assets
and liabilities. SFAS No. 159 is effective as of the beginning of an entity’s first fiscal year beginning after
November 15, 2007. We do not expect the adoption of SFAS No. 159 to have a material impact on our
consolidated financial statements.

In 2006, the FASB issued SFAS No. 157, “Fair Value Measurement.” SFAS No. 157 provides guidance for
using fair value to measure assets and liabilities. The standard expands required disclosures about the extent to
which companies measure assets and liabilities at fair value, the information used to measure fair value, and the
effect of fair value measurements on earnings. SFAS No. 157 applies whenever other standards require (or
permit) assets or liabilities to be measured at fair value. SFAS No. 157 does not expand the use of fair value in
any new circumstances. SFAS No. 157 is effective for financial statements issued for fiscal years beginning after
November 15, 2007, and interim periods within those fiscal years. We do not expect the adoption of SFAS
No. 157 to have a material impact on our consolidated financial statements.

3. SEGMENT INFORMATION

We operate within two reportable segments: Health Plan Services and Government Contracts. Our Health
Plan Services reportable segment includes the operations of our commercial, Medicare (including Part D) and
Medicaid health plans, the operations of our health and life insurance companies and our behavioral health and
pharmaceutical services subsidiaries. Our Government Contracts reportable segment includes government-
sponsored managed care plans through the TRICARE program and other health care-related government
contracts. Our Government Contracts segment administers one large, multi-year managed health care
government contract and other health care related government contracts.

We evaluate performance and allocate resources based on segment pretax income. The accounting policies
of the reportable segments are the same as those described in the summary of significant accounting policies in
Note 2 to the consolidated financial statements included in our Annual Report on Form 10-K for the year ended
December 31, 2006, except that intersegment transactions are not eliminated. We include investment income,
administrative services fees and other income and expenses associated with our corporate shared services and
other costs in determining our Health Plan Services segment’s pretax income to reflect the fact that these
revenues and expenses are primarily used to support our Health Plan Services reportable segment.

Our segment information is as follows:

Health Plan
Services

Government
Contracts Eliminations Total

(Dollars in millions)

Three Months Ended March 31, 2007
Revenues from external sources . . . . . . . . . . . . . . . . . . . . . . . . . $2,777.3 $608.0 — $3,385.3
Intersegment revenues . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2.1 — (2.1) —
Segment pretax income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 102.2 40.9 — 143.1

Three Months Ended March 31, 2006
Revenues from external sources . . . . . . . . . . . . . . . . . . . . . . . . . $2,524.4 $624.6 — $3,149.0
Intersegment revenues . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2.6 — (2.6) —
Segment pretax income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 95.4 29.5 — 124.9
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Our health plan services premium revenue by line of business is as follows:

Three Months Ended
March 31,

2007 2006

(Dollars in millions)

Commercial premium revenue . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $1,777.5 $1,669.1
Medicare premium revenue . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 704.8 575.9
Medicaid premium revenue . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 295.0 279.4

Total Health Plan Services premiums . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $2,777.3 $2,524.4

4. ACQUISITIONS AND SALES

Purchase of Guardian Joint Venture

On February 27, 2007, we announced that we had entered into an agreement with The Guardian Life
Insurance Company of America (Guardian) to purchase Guardian’s 50% stake in the Health Care Solutions
(HCS) joint venture (Guardian Transaction). We have approximately $69.1 million on deposit in an escrow
account pursuant to the terms of our agreement with Guardian, which amount will be released to Guardian upon
receipt of required regulatory approvals and satisfaction of all closing conditions. The escrow deposit amount is
included as a restricted asset in other noncurrent assets in our balance sheet as of March 31, 2007. The amount of
the purchase price is subject to adjustment based on HCS membership at the closing date.

Sale-Leaseback of Shelton, Connecticut Property

On March 29, 2007, we sold our 68-acre commercial campus in Shelton, Connecticut (the Shelton Property)
to The Dacourt Group, Inc. (Dacourt) and leased it back from Dacourt under an operating lease agreement for an
initial term of ten years with an option to extend for two additional terms of ten years each. We received net cash
proceeds of $83.9 million and recorded a deferred gain of $60.9 million which will be amortized into income as
contra-G&A expense over the lease term.

Acquisition of Universal Care Business

On March 31, 2006, we completed the acquisition of certain health plan businesses of Universal Care, Inc.
(Universal Care), a California-based health care company, and paid $74.0 million, including transaction-related costs.

The purchase price was allocated to the fair value of Universal Care assets acquired, including identifiable
intangible assets, deferred tax asset, and the excess of purchase price over the fair value of net assets acquired
resulted in goodwill, which is deductible for tax purposes. The following table summarizes the estimated fair
values of the assets acquired and liabilities assumed at the date of acquisition:

As of March 31, 2006

(Dollars in millions)

Intangible assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $29.5
Goodwill . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 28.4
Deferred tax asset . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 16.1

Total assets acquired . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 74.0

Accrued transaction costs . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (0.9)

Net assets acquired . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $73.1

All of the net assets acquired were assigned to our Health Plan Services reportable segment.
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The on-going financial results of the Universal Care transaction are included in our Health Plan Services
reportable segment effective April 1, 2006 and are not material to our consolidated results of operations.

5. STOCK REPURCHASE PROGRAM

Our Board of Directors has authorized a stock repurchase program pursuant to which we are authorized to
repurchase up to $450 million of our common stock. Additional amounts may be added to the program based on
exercise proceeds and tax benefits received from the exercise of employee stock options if approved by the
Board.

The remaining authorization under our stock repurchase program as of March 31, 2007 was $178 million.
During the three months ended March 31, 2007, we repurchased 1,000,000 shares of our common stock for
aggregate consideration of approximately $54.1 million. We used net free cash available to fund the share
repurchases.

On December 14, 2006, we entered into an accelerated share repurchase (ASR) agreement with JP Morgan
and repurchased 2,689,538 shares at an initial purchase price of $47.22 per share, or $127 million. Under the
ASR agreement, JP Morgan purchased an equivalent number of shares in the open market. The repurchased
shares were subject to a price adjustment based on JP Morgan’s volume-weighted average purchase price for the
shares. If JP Morgan’s volume-weighted average purchase price for the shares was greater than $47.22 per share,
we were required to pay JP Morgan an amount equal to the difference between the volume-weighted average
purchase price and $47.22 (True-Up). Under the ASR agreement, we could elect to settle the True-Up in shares
of Health Net common stock or cash. On March 15, 2007, we settled the True-Up of approximately $7.1 million
by delivering 132,806 shares of our common stock to JP Morgan. The settlement is recorded in our statement of
stockholders’ equity.

6. FINANCING ARRANGEMENTS

Term Loan Credit Agreement

We have a $300 million Term Loan Credit Agreement (the “Term Loan Agreement”) with JP Morgan
Chase Bank, N.A., as administrative agent and lender, and Citicorp USA, Inc., as syndication agent and lender.
As of March 31, 2007 and December 31, 2006, $300 million was outstanding under the Term Loan Agreement.
As of March 31, 2007, the applicable margin was 1.175% over LIBOR, and the interest rate on the term loan
borrowings was 6.535%. This interest rate is effective until June 27, 2007, at which time the interest rate will be
reset for the next period. Borrowings under the Term Loan Agreement have a final maturity date of June 23,
2011.

Revolving Credit Facility

We have a $700 million revolving credit facility under a five-year revolving credit agreement with Bank of
America, N.A., as a lender, and, as Administrative Agent, Swing Line Lender and L/C Issuer, and the other
lenders party thereto. As of March 31, 2007, $100 million was outstanding under our revolving credit facility,
which must be repaid by June 30, 2009 unless the maturity date under the revolving credit facility is extended.
Combined with outstanding letters of credit totaling $124.7 million, the maximum amount available for
borrowing under the revolving credit facility was $475.3 million. As of March 31, 2007, we were in compliance
with all covenants under our revolving credit facility.

Bridge Loan Agreement

On June 23, 2006, we entered into a $200 million Bridge Loan Agreement (the “Bridge Loan Agreement”)
with The Bank of Nova Scotia, as administrative agent and lender. We repaid the Bridge Loan in full on the final
maturity date of March 22, 2007, partially funded by a $100 million draw on our revolving credit facility.
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7. LEGAL PROCEEDINGS

Class Action Lawsuits

McCoy v. Health Net, Inc. et al, and Wachtel v. Guardian Life Insurance Co.

These two lawsuits are styled as nationwide class actions and are pending in the United States District Court
for the District of New Jersey on behalf of a class of subscribers in a number of our large and small employer
group plans. The Wachtel complaint initially was filed as a single plaintiff case in New Jersey State court on
July 23, 2001. Subsequently, we removed the Wachtel complaint to federal court, and plaintiffs amended their
complaint to assert claims on behalf of a class of subscribers in small employer group plans in New Jersey on
December 4, 2001. The McCoy complaint was filed on April 23, 2003 and asserts claims on behalf of a
nationwide class of Health Net subscribers. These two cases have been consolidated for purposes of trial.
Plaintiffs allege that Health Net, Inc., Health Net of the Northeast, Inc. and Health Net of New Jersey, Inc.
violated ERISA in connection with various practices related to the reimbursement of claims for services provided
by out-of-network providers. Plaintiffs seek relief in the form of payment of additional benefits, injunctive and
other equitable relief, and attorneys’ fees.

On April 23, 2003, plaintiffs filed a motion for class certification seeking to certify nationwide classes of
Health Net subscribers. The District Court granted plaintiffs’ motion for class certification on August 5, 2004,
and issued an order (the “Class Certification Order”) certifying two nationwide classes of Health Net subscribers
who received medical services or supplies from an out-of-network provider and to whom the defendants paid less
than the providers’ billed charge during the period from 1995 to August 31, 2004. Health Net appealed the Class
Certification Order to the Court of Appeals for the Third Circuit. On June 30, 2006, the Third Circuit ruled in
Health Net’s favor on the appeal. The Third Circuit held that the District Court’s class certification opinion failed
to properly define the claims, issues and defenses to be treated on a class basis. The Third Circuit thus vacated
the certification order and remanded the case to the District Court for further proceedings. In September 2006,
the District Court certified the same classes but limited them to the resolution of 19 legal issues. The District
Court has ordered that the notice to the classes be mailed forthwith and that Health Net pay the cost of such
notice.

On January 13, 2005, counsel for the plaintiffs in the McCoy/Wachtel actions filed a separate class action
against Health Net, Inc., Health Net of the Northeast, Inc., Health Net of New York, Inc., Health Net Life
Insurance Co., and Health Net of California, Inc. captioned Scharfman v. Health Net, Inc., 05-CV-00301
(FSH)(PS) (United States District Court for the District of New Jersey) on behalf of the same parties who would
have been added to the McCoy/Wachtel action as additional class representatives had the District Court granted
the plaintiffs’ motion for leave to amend their complaint in that action. On March 12, 2007, plaintiffs amended
the Scharfman complaint by adding the Wachtels and Ms. McCoy as named plaintiffs, dropping Health Net of
California, Inc. as a party, and alleging both ERISA and RICO claims based on conduct similar to that alleged in
McCoy/Wachtel. The alleged Scharfman claims run from September 1, 2004 until the present. On April 10, 2007,
we filed a motion to dismiss all counts of that complaint, which is pending.

On August 9, 2005, plaintiffs filed a motion with the District Court seeking sanctions against us for a variety
of alleged misconduct, discovery abuses and fraud on the District Court. The District Court held twelve days of
hearings on plaintiffs’ sanctions motion between October 2005 and March 2006. During the course of the
hearings, and in their post-hearings submissions, plaintiffs also alleged that some of Health Net’s witnesses
engaged in perjury and obstruction of justice. Health Net denied all such allegations. On December 6, 2006, the
District Court issued an opinion and order finding that Health Net’s conduct was sanctionable. The District Court
ordered a number of sanctions against Health Net, including, but not limited to: striking a number of Health Net’s
trial exhibits and witnesses; deeming a number of facts to be established against Health Net; requiring Health Net
to pay for a discovery monitor to oversee the completion of discovery in these cases; ordering that a monetary
sanction be imposed upon Health Net once the District Court reviews Health Net’s financial records; ordering
Health Net to pay plaintiffs’ counsel’s fees and expenses associated with the sanctions motion and motions to
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enforce the District Court’s discovery orders and redeposing Health Net witnesses. The District Court also
ordered that Health Net produce a large number of privileged documents that were first discovered and revealed
by Health Net as a result of the email backup tape restoration effort discussed below. Pursuant to the December 6
Order, the District Court appointed a Special Master to determine if we have complied with all discovery orders.
Hearings are continuing and the Special Master’s report to the Court is due May 15, 2007.

While the sanctions proceedings were progressing, the District Court and the Magistrate Judge overseeing
discovery entered a number of orders relating, inter alia, to production of documents. In an Order dated May 5,
2006 (the “May 5 Order”), the District Court ordered the restoration, search and review of backed-up emails of
59 current and former Health Net associates. The May 5 Order set an initial deadline of July 15, 2006, to
complete the restoration, search and production of emails.

Health Net located 5,034 back-up tapes and had to restore all of them to identify and extract those emails
and attachments belonging to the 59 associates identified in the May 5 Order. This restoration process was
complex, time consuming and expensive as it involved dealing with over 14 billion pages of documents. During
the course of this project, Health Net discovered that completion of the project was technologically impossible
using commercially available means by the July 15, 2006 deadline. As a result, Health Net requested additional
time to complete the project. The District Court granted an extension and ordered that the restoration and
production of emails be completed by September 30, 2006. Health Net was unable to complete the project by the
September 30, 2006 deadline and again requested additional time to complete the project. The District Court
denied this request and stated that there would be a per diem penalty for every day past September 30, 2006 that
the production was not completed. Health Net substantially completed the restoration project on November 30,
2006. The District Court has not yet announced what, if any, penalty will be imposed for failing to meet the
September 30, 2006 deadline.

The May 5 Order also set forth certain findings regarding plaintiffs’ argument that the “crime-fraud”
exception to the attorney-client privilege should be applied to certain documents for which Health Net claimed a
privilege. In this ruling, the District Court made preliminary findings that a showing of a possible crime or fraud
was made with respect to Health Net’s interactions with New Jersey Department of Banking & Insurance and the
payment of a second restitution in New Jersey. The review of privileged documents under the “crime-fraud”
exception was assigned by the District Court to the Magistrate Judge, who was to review the documents and
make a recommendation to the court. On January 22, 2007, the Magistrate Judge made a recommendation that
the assertion of privilege for a number of the documents was vitiated by the crime-fraud exception. Health Net
has appealed this ruling to the District Court.

On May 11, 2006, the District Court issued another opinion and order regarding the privileged documents,
ruling that there was a “fiduciary” exception to the attorney-client privilege and that the fiduciary exception to
the attorney-client privilege should apply to this litigation. The District Court found that functions Health Net
performs relating to medical reimbursement determinations are fiduciary functions, therefore making Health Net
potentially liable to plaintiffs as a fiduciary under ERISA. On June 12, 2006, Health Net appealed this ruling to
the Third Circuit. Health Net has also appealed the District Court’s December 6, 2006 order that it had waived
the attorney-client privilege by not claiming the privilege prior to the documents being found in the backup email
tapes. On April 2, 2007, the Third Circuit ruled that the fiduciary exception does not vitiate our claim of attorney-
client privilege and vacated the District Court’s May 11, 2006 order.

We intend to continue to defend ourselves vigorously in this litigation. These proceedings are subject to
many uncertainties, and, given their complexity and scope, their final outcome cannot be predicted at this time. It
is possible that in a particular quarter or annual period our results of operations and cash flow could be materially
affected by an ultimate unfavorable resolution of these proceedings depending, in part, upon the results of
operations or cash flow for such period. Due to the developments in these two cases during the fourth quarter of
2006, we recorded a litigation charge of $37.1 million representing our legal defense costs.
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In Re Managed Care Litigation

Various class action lawsuits brought on behalf of health care providers against managed care companies,
including us, were transferred by the Judicial Panel on Multidistrict Litigation (“JPML”) to the United States
District Court for the Southern District of Florida for coordinated or consolidated pretrial proceedings in In re
Managed Care Litigation, MDL 1334. The first of such cases was filed against us on May 25, 2000. These
provider track actions generally alleged that the defendants, including us, systematically underpaid physicians
and other health care providers for medical services to members, have delayed payments to providers, imposed
unfair contracting terms on providers, and negotiated capitation payments inadequate to cover the costs of the
health care services provided and assert claims under the Racketeer Influenced and Corrupt Organizations Act
(RICO), ERISA, and several state common law doctrines and statutes. The lead physician provider track action
asserted claims on behalf of physicians and sought certification of a nationwide class.

On May 3, 2005, we and the representatives of approximately 900,000 physicians and state and other
medical societies announced that we had signed an agreement settling the lead physician provider track action.
The settlement agreement requires us to pay $40 million to general settlement funds and $20 million for
plaintiffs’ legal fees and to commit to several business practice changes. During the three months ended
March 31, 2005, we recorded a pretax charge of approximately $65.6 million in connection with the settlement
agreement, legal expenses and other expenses related to the MDL 1334 litigation. On July 6, 2006, we made
payments, including accrued interest, totaling approximately $61.9 million.

On September 26, 2005, the District Court issued an order granting its final approval of the settlement
agreement and directing the entry of final judgment. Four physicians appealed the order approving the
settlement, but each of the physicians moved to dismiss their appeals, and all of the appeals were dismissed by
the Eleventh Circuit by June 20, 2006. On July 19, 2006, joint motions to dismiss were filed in the District Court
with respect to all of the remaining tag-along actions in MDL 1334 filed on behalf of physicians. As a result of
the physician settlement agreement, the dismissals of the various appeals, and the filing of the agreed motions to
dismiss the tag along actions involving physician providers, all cases and proceedings relating to the physician
provider track actions against us have been resolved.

Other cases in MDL 1334 are brought on behalf of non-physician health care providers against us and other
managed care companies and seek certification of a nationwide class of similarly situated non-physician health
care providers. These cases are still pending but have been stayed in the multi-district proceeding. On
September 12, 2006, Judge Moreno dismissed one of those cases on grounds that the plaintiffs failed to file a
status report. The plaintiffs in that case subsequently filed a motion to vacate the dismissal in which they contend
that they did file a status report. We intend to defend ourselves vigorously in the remaining non-physician cases.
These proceedings are subject to many uncertainties, and, given their complexity and scope, their final outcome
cannot be predicted at this time. It is possible that in a particular quarter or annual period our results of operations
and cash flow could be materially affected by an ultimate unfavorable resolution of these proceedings depending,
in part, upon the results of operations or cash flow for such period. However, at this time, management believes
that the ultimate outcome of these proceedings should not have a material adverse effect on our financial
condition and liquidity.

Lawsuits Related to the Sale of Businesses

AmCareco Litigation

We are a defendant in two related litigation matters pending in Louisiana and Texas state courts, both of
which relate to claims asserted by three separate state receivers overseeing the liquidation of three health plans in
Louisiana, Texas and Oklahoma that were previously owned by our former subsidiary, Foundation Health
Corporation (FHC). In 1999, FHC sold its interest in these plans to AmCareco, Inc. (AmCareco). We retained a
minority interest in the three plans after the sale. Thereafter, the three plans became known as AmCare of
Louisiana (AmCare-LA), AmCare of Oklahoma (AmCare-OK) and AmCare of Texas (AmCare-TX). In 2002,
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three years after the sale of the plans to AmCareco, each of the AmCare plans was placed under state oversight
and ultimately into receivership. The receivers for each of the AmCare plans later filed suit against certain of
AmCareco’s officers, directors and investors, AmCareco’s independent auditors and its outside counsel in
connection with the failure of the three plans. The three receivers also filed suit against us contending that,
among other things, we were responsible as a “controlling shareholder” of AmCareco following the sale of the
plans for post-acquisition misconduct by AmCareco and others that caused the three health plans to fail and
ultimately be placed into receivership.

The action brought against us by the receiver for AmCare-LA action originally was filed in Louisiana on
June 30, 2003. That original action sought only to enforce a parental guarantee that FHC had issued in 1996. The
AmCare-LA receiver alleged that the parental guarantee obligated FHC to contribute sufficient capital to the
Louisiana health plan to enable the plan to maintain statutory minimum capital requirements. The original action
also alleged that the parental guarantee was not terminated by virtue of the 1999 sale of the Louisiana plan. The
actions brought against us by AmCare-TX and AmCare-OK originally were filed in Texas state court on June 7,
2004 and included allegations that after the sale to AmCareco we were nevertheless responsible for the
mismanagement of the three plans by AmCareco and that the three plans were insolvent at the time of the sale to
AmCareco. On September 30, 2004 and October 15, 2004, respectively, the AmCare-TX receiver and the
AmCare-OK receiver intervened in the pending AmCare-LA litigation in Louisiana. Thereafter, all three
receivers amended their complaints to assert essentially the same claims against us and successfully moved to
consolidate their three actions in the Louisiana state court proceeding. The Texas state court ultimately stayed the
Texas action and ordered that the parties submit quarterly reports to the Texas court regarding the status of the
consolidated Louisiana litigation.

On June 16, 2005, a consolidated trial of the claims asserted against us by the three receivers commenced in
state court in Baton Rouge, Louisiana. The claims of the receiver for AmCare-TX were tried before a jury and
the claims of the receivers for the AmCare-LA and AmCare-OK were tried before the judge in the same
proceeding. On June 30, 2005, the jury considering the claims of the receiver for AmCare-TX returned a verdict
against us in the amount of $117.4 million, consisting of $52.4 million in compensatory damages and $65 million
in punitive damages. The Court later reduced the compensatory and punitive damages awards to $36.7 million
and $45.5 million, respectively and entered judgments in those amounts on November 3, 2005. We thereafter
filed a motion for suspensive appeal and posted the required security as required by law.

The proceedings regarding the claims of the receivers for AmCare-LA and AmCare-OK concluded on
July 8, 2005. On November 4, 2005, the Court issued separate judgments on those claims that awarded $9.5
million in compensatory damages to AmCare-LA and $17 million in compensatory damages to AmCare-OK,
respectively. The Court later denied requests by AmCare-LA and AmCare-OK for attorneys’ fees and punitive
damages. We thereafter filed motions for suspensive appeals in connection with both judgments and posted the
required security as required by law, and the receivers for AmCare-LA and AmCare-OK each appealed the
orders denying them attorneys’ fees and punitive damages. Our appeals of the judgments in all three cases have
been consolidated in the Louisiana Court of Appeal but no briefing schedule has been set. On January 17, 2007,
the Court of Appeal vacated on procedural grounds the trial court’s judgments denying the AmCare-LA and
AmCare-OK claims for attorney fees and punitive damages, and referred those issues instead to be considered
with the merits of the main appeal pending before it. The Court of Appeal also has considered and ruled on
various other preliminary procedural issues related to the main appeal.

On November 3, 2006, we filed a complaint in the U.S. District Court for the Middle District of Louisiana
and simultaneously filed an identical suit in the 19th Judicial District Court in East Baton Rouge Parish seeking
to nullify the three judgments that were rendered against us on the grounds of fraud and/or ill practice. We have
alleged that the judgments and other prejudicial rulings rendered in these cases were the result of impermissible
ex parté contacts between the receivers’ litigation counsel and the trial court during the course of the litigation.
Preliminary motions and exceptions have been filed by the receivers for AmCare-TX, AmCare-OK and
AmCare-LA seeking dismissal of our claim for nullification on various grounds. The federal Magistrate, after
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considering the briefs of the parties, found that Health Net had a reasonable basis to infer possible impropriety
based on the facts alleged, but also found that the federal court lacked jurisdiction to hear the nullity action. The
Magistrate has recommended that the federal judge dismiss Health Net’s federal complaint and has proposed that
Health Net pay the attorney fees of the Receivers for filing the action in a court that lacked jurisdiction. Health
Net has objected to the Magistrate’s recommendation. The objection is pending. The Receivers’ exceptions
pending in the state court nullity action have been continued pending resolution of the federal jurisdictional
issues.

We have vigorously contested all of the claims asserted against us by the plaintiffs in the consolidated
Louisiana actions since they were first filed. We intend to vigorously pursue all avenues of redress in these cases,
including the actions for nullification, post-trial motions and appeals, and the prosecution of our pending but
stayed cross-claims against other parties. During the three months ended June 30, 2005, we recorded a pretax
charge of $15.9 million representing the estimated legal defense costs for this litigation.

These proceedings are subject to many uncertainties, and, given their complexity and scope, their outcome,
including the outcome of any appeal, cannot be predicted at this time. It is possible that in a particular quarter or
annual period our results of operations and cash flow could be materially affected by an ultimate unfavorable
resolution of these proceedings depending, in part, upon the results of operations or cash flow for such period.
However, at this time, management believes that the ultimate outcome of these proceedings should not have a
material adverse effect on our financial condition and liquidity.

Superior National and Capital Z Financial Services

On April 28, 2000, we and our former wholly-owned subsidiary, Foundation Health Corporation (FHC),
which merged into Health Net, Inc., in January 2001, were sued by Superior National Insurance Group, Inc.
(Superior) in an action filed in the United States Bankruptcy Court for the Central District of California, which
was then transferred to the United States District Court for the Central District of California. The lawsuit
(Superior Lawsuit) related to the 1998 sale by FHC to Superior of the stock of Business Insurance Group, Inc.
(BIG), a holding company of workers’ compensation insurance companies operating primarily in California. In
the Superior Lawsuit, Superior alleged that FHC made certain misrepresentations and/or omissions in connection
with the sale of BIG and breached the stock purchase agreement governing the sale. In October 2003, we entered
into a settlement agreement with the SNTL Litigation Trust, successor-in-interest to Superior, of the claims
alleged in the Superior Lawsuit. As part of the settlement, we ultimately agreed to pay the SNTL Litigation Trust
$132 million and received a release of the SNTL Litigation Trust’s claims against us.

Shortly after announcing the settlement on October 28, 2003, Capital Z Financial Services Fund II, L.P., and
certain of its affiliates (collectively, Cap Z) sued us (Cap Z Action) in New York state court asserting claims
arising out of the same BIG transaction that is the subject of the settlement agreement with the SNTL Litigation
Trust. Cap Z had previously participated as a creditor in the Superior Lawsuit and is a beneficiary of the SNTL
Litigation Trust. In its complaint, Cap Z alleges that we made certain misrepresentations and/or omissions that
caused Cap Z to vote its shares of Superior in favor of the acquisition of BIG and to provide approximately $100
million in financing to Superior for that transaction. Cap Z’s complaint primarily alleges that we misrepresented
and/or concealed material facts relating to the sufficiency of the BIG companies’ reserves and about the BIG
companies’ internal financial condition, including accounts receivables and the status of certain “captive”
insurance programs. Cap Z alleges that it seeks compensatory damages in excess of $100 million, unspecified
punitive damages, costs, and attorneys’ fees.

After removal of the case to federal court and remand back to New York state court, on December 21, 2005,
we filed a motion to dismiss all of Cap Z’s claims. On May 5, 2006, the court issued its decision on our motion
and dismissed all of Cap Z’s claims, including claims for fraud and claim for punitive damages, except for Cap
Z’s claim for indemnification based on the assertion that FHC breached express warranties and covenants under
the stock purchase agreement. On June 7, 2006, Cap Z filed an appeal from the Court’s dismissal of its claims for
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breach of the implied covenant and fraud and dismissal of its punitive damage claim. On June 13, 2006, we filed
a cross-appeal from the Court’s refusal to dismiss all of Cap Z’s claims. Oral argument on the appeals was held
on November 17, 2006. No decision on the appeals has yet been issued.

Notwithstanding these appeals, the litigation continued in the trial court. On June 2, 2006, we filed an
answer to Cap Z’s remaining claim for indemnification. On June 23, 2006, the Court signed a scheduling order
setting a deadline of February 28, 2007 for completion of all fact discovery and April 30, 2007 for completion of
expert discovery. On October 3, 2006, we filed a motion for summary judgment in the trial court seeking
dismissal of Cap Z’s remaining claim for indemnification. On February 23, 2007, the trial court granted our
motion for summary judgment and directed that judgment be entered in our favor. That order terminates the
proceedings in the trial court. On March 27, 2007, Cap Z filed an appeal from the trial court’s dismissal of its
remaining claim. That appeal as well as Cap Z’s appeal on the three previously dismissed claims and our cross-
appeal remain pending.

We intend to defend ourselves vigorously against Cap Z’s claims. This case is subject to many uncertainties,
and, given its complexity and scope, its final outcome cannot be predicted at this time. It is possible that in a
particular quarter or annual period our results of operations and cash flow could be materially affected by an
ultimate unfavorable resolution of the Cap Z Action depending, in part, upon the results of operations or cash
flow for such period. However, at this time, management believes that the ultimate outcome of the Cap Z Action
should not have a material adverse effect on our financial condition and liquidity.

Miscellaneous Proceedings

On October 6, 2006 we entered into a Consent Agreement with the California Department of Managed
Health Care (DMHC) with respect to certain claims editing practices which we formerly utilized for certain
contracted hospital claims. Under the terms of the Consent Agreement, we will provide contracted hospitals that
have not previously settled or otherwise resolved these claims with us the ability to resubmit their claims, for
dates of service of January 1, 2004 and later, for readjudication by the Company without the use of these editing
practices. We do not expect the readjudication of the affected claims to have a material impact on our financial
condition or results of operations.

We are the subject of a regulatory investigation in New Jersey that relates principally to the timeliness and
accuracy of our claim payments for services rendered by out-of-network providers. The regulatory investigation
includes an audit of our claims payment practices for services rendered by out-of-network providers for 1996
through 2005 in New Jersey. Based on the results of the audit, the New Jersey Department of Banking and
Insurance may require remediation of certain claims payments for this period and/or assess a regulatory fine or
penalty on us. We are engaged in on-going discussions with the New Jersey Department of Banking and
Insurance to address these issues.

In the ordinary course of our business operations, we are also party to various other legal proceedings,
including, without limitation, litigation arising out of our general business activities, such as contract disputes,
employment litigation, wage and hour claims, real estate and intellectual property claims and claims brought by
members seeking coverage or additional reimbursement for services allegedly rendered to our members, but
which allegedly were either denied, underpaid or not paid, and claims arising out of the acquisition or divestiture
of various business units or other assets. We are also subject to claims relating to the performance of contractual
obligations to providers, members, employer groups and others, including the alleged failure to properly pay
claims and challenges to the manner in which we process claims. In addition, we are subject to claims relating to
the insurance industry in general, such as claims relating to reinsurance agreements and rescission of coverage
and other types of insurance coverage obligations.

These other legal proceedings are subject to many uncertainties, and, given their complexity and scope, their
final outcome cannot be predicted at this time. It is possible that in a particular quarter or annual period our
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results of operations and cash flow could be materially affected by an ultimate unfavorable resolution of any or
all of these other legal proceedings depending, in part, upon the results of operations or cash flow for such
period. However, at this time, management believes that the ultimate outcome of all of these other legal
proceedings that are pending, after consideration of applicable reserves and potentially available insurance
coverage benefits, should not have a material adverse effect on our financial condition and liquidity.

Potential Settlements

We regularly evaluate litigation matters pending against us, including those described in this Note 7, to
determine if settlement of such matters would be in the best interests of the Company and its stockholders. The
costs associated with any such settlement could be substantial and, in certain cases, could result in an earnings
charge in any particular quarter in which we enter into a settlement agreement. Although we recorded reserves
and accrued costs for certain future legal costs that represent our best estimate of probable losses and related
future legal costs, both known and incurred but not reported, our recorded amounts might prove not to be
adequate to cover an adverse result or settlement for extraordinary matters such as the matters described in this
Note 7. Therefore, the costs associated with the various litigation matters to which we are subject and any
earnings charge recorded in connection with a settlement agreement could have a material adverse effect on our
financial condition or results of operations.
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Item 2. Management’s Discussion and Analysis of Financial Condition and Results of Operations.

CAUTIONARY STATEMENTS

The following discussion and other portions of this Quarterly Report on Form 10-Q contain “forward-
looking statements” within the meaning of Section 21E of the Securities Exchange Act of 1934, as amended, and
Section 27A of the Securities Act of 1933, as amended, regarding our business, financial condition and results of
operations. We intend such forward-looking statements to be covered by the safe harbor provisions for forward-
looking statements contained in the Private Securities Litigation Reform Act of 1995, and we are including this
statement for purposes of complying with these safe-harbor provisions. These forward-looking statements
involve risks and uncertainties. All statements other than statements of historical information provided or
incorporated by reference herein may be deemed to be forward-looking statements. Without limiting the
foregoing, the words “believes,” “anticipates,” “plans,” “expects,” “may,” “should,” “could,” “estimate” and
“intend” and other similar expressions are intended to identify forward-looking statements. Managed health care
companies operate in a highly competitive, constantly changing environment that is significantly influenced by,
among other things, aggressive marketing and pricing practices of competitors and regulatory oversight. Factors
that could cause our actual results to differ materially from those reflected in forward-looking statements include,
but are not limited to, the factors set forth under the heading “Risk Factors” in our Annual Report on Form 10-K
for the year ended December 31, 2006 and the risks discussed in our other filings from time to time with the
SEC.

Any or all forward-looking statements in this Form 10-Q and in any other public filings or statements we
make may turn out to be wrong. They can be affected by inaccurate assumptions we might make or by known or
unknown risks and uncertainties. Many of the factors discussed in our filings with the SEC will be important in
determining future results. These factors should be considered in conjunction with any discussion of operations
or results by us or our representatives, including any forward-looking discussion, as well as comments contained
in press releases, presentations to securities analysts or investors or other communications by us. You should not
place undue reliance on any forward-looking statements, which reflect management’s analysis, judgment, belief
or expectation only as of the date thereof. Except as may be required by law, we undertake no obligation to
publicly update or revise any forward-looking statements to reflect events or circumstances that arise after the
date of this report.

This Management’s Discussion and Analysis of Financial Condition and Results of Operations should be
read in its entirety since it contains detailed information that is important to understanding Health Net, Inc. and
its subsidiaries’ results of operations and financial condition.

OVERVIEW

General

We are an integrated managed care organization that delivers managed health care services through health
plans and government sponsored managed care plans. We are among the nation’s largest publicly traded
managed health care companies. Our mission is to help people be healthy, secure and comfortable. We provide
health benefits to approximately 6.6 million individuals across the country through group, individual, Medicare
(including the Medicare prescription drug benefit commonly referred to as “Part D”), Medicaid, TRICARE and
Veterans Affairs programs. Our behavioral health services subsidiary, Managed Health Network, provides
behavioral health, substance abuse and employee assistance programs (EAPs) to approximately 7.1 million
individuals, including our own health plan members. Our subsidiaries also offer managed health care products
related to prescription drugs, and offer managed health care coordination for multi-region employers and
administrative services for medical groups and self-funded benefits programs.

21



How We Report Our Results

We operate within two reportable segments, Health Plan Services and Government Contracts, each of which
is described below.

Our Health Plan Services reportable segment includes the operations of our commercial, Medicare
(including Part D) and Medicaid health plans, the operations of our health and life insurance companies and our
behavioral health and pharmaceutical services subsidiaries. We have approximately 3.7 million members,
including Medicare Part D members and 96,000 administrative services only (ASO) members, in our Health Plan
Services segment.

Our Government Contracts segment includes our government-sponsored managed care federal contract with
the U.S. Department of Defense (the Department of Defense) under the TRICARE program in the North Region
and other health care related government contracts that we administer for the Department of Defense. Under the
TRICARE contract for the North Region, we provide health care services to approximately 2.9 million Military
Health System (MHS) eligible beneficiaries (active duty personnel and TRICARE/Medicare dual eligible
beneficiaries), including 1.8 million TRICARE eligibles for whom we provide health care and administrative
services and 1.1 million other MHS-eligible beneficiaries for whom we provide ASO.

How We Measure Our Profitability

Our profitability depends in large part on our ability to, among other things, effectively price our health care
products; manage health care costs, including pharmacy costs; contract with health care providers; attract and
retain members; and manage our general and administrative (G&A) and selling expenses. In addition, factors
such as regulation, competition and general economic conditions affect our operations and profitability. The
potential effect of escalating health care costs, as well as any changes in our ability to negotiate competitive rates
with our providers, may impose further risks to our ability to profitably underwrite our business, and may have a
material impact on our business, financial condition or results of operations.

We measure our Health Plan Services segment profitability based on medical care ratio (MCR) and pretax
income. The MCR is calculated as health plan services expense (excluding depreciation and amortization)
divided by health plan services premiums. Pretax income is calculated as health plan services premiums and
administrative services fees and other income less health plan services expense and G&A and other net expenses.
See “—Results of Operations—Table of Summary Financial Information” for a calculation of our MCR and
“—Results of Operations—Health Plan Services Segment Results” for a calculation of our pretax income.

Health plan services premiums include HMO, POS and PPO premiums from employer groups and
individuals and from Medicare recipients who have purchased supplemental benefit coverage (which premiums
are based on a predetermined prepaid fee), Medicaid revenues based on multi-year contracts to provide care to
Medicaid recipients, and revenue under Medicare risk contracts, including Medicare Part D, to provide care to
enrolled Medicare recipients. Medicare revenue can also include amounts for risk factor adjustments (see Note 2
to our consolidated financial statements). The amount of premiums we earn in a given year is driven by the rates
we charge and the enrollment levels. Administrative services fees and other income primarily include revenue for
administrative services such as claims processing, customer service, medical management, provider network
access and other administrative services. Health plan services expense includes medical and related costs for
health services provided to our members, including physician services, hospital and related professional services,
outpatient care, and pharmacy benefit costs. These expenses are impacted by unit costs and utilization rates. Unit
costs represent the health care cost per visit, and the utilization rates represent the volume of health care
consumption by our members.

General and administrative expenses include those costs related to employees and benefits, consulting and
professional fees, marketing, premium taxes and assessments and occupancy costs. Such costs are driven by
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membership levels, introduction of new products, system consolidations and compliance requirements for
changing regulations. These expenses also include expenses associated with corporate shared services and other
costs to reflect the fact that such expenses are incurred primarily to support our Health Plan Services segment.
Selling expenses consist of external broker commission expenses and generally vary with premium volume.

We measure our Government Contracts segment profitability based on government contracts cost ratio and
pretax income. The government contracts cost ratio is calculated as government contracts cost divided by
government contracts revenue. The pretax income is calculated as government contracts revenue less government
contracts cost. See “—Results of Operations—Table of Summary Financial Information” for a calculation of our
government contracts cost ratio and “—Results of Operations—Government Contracts Segment Results” for a
calculation of our pretax income.

Government Contracts revenue is made up of two major components: health care and administrative
services. The health care component includes revenue recorded for health care costs for the provision of services
to our members, including paid claims and estimated incurred but not reported claims (IBNR) expenses for
which we are at risk, and underwriting fees earned for providing the health care and assuming underwriting risk
in the delivery of care. The administrative services component encompasses fees received for all other services
provided to both the government customer and to beneficiaries, including services such as medical management,
claims processing, enrollment, customer services and other services unique to the managed care support contract
with the government.
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RESULTS OF OPERATIONS

Table of Summary Financial Information

The table below and the discussion that follows summarize our results of operations for the three months
ended March 31, 2007 and 2006.

Three Months Ended
March 31,

2007 2006

(Dollars in thousands, except per share and
PMPM data)

REVENUES
Health plan services premiums . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $2,777,259 $2,524,374
Government contracts . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 607,995 624,637
Net investment income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 31,364 23,359
Administrative services fees and other income . . . . . . . . . . . . . . . . . . 12,294 14,260

Total revenues . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,428,912 3,186,630

EXPENSES
Health plan services (excluding depreciation and amortization) . . . . . 2,341,074 2,105,214
Government contracts . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 567,099 595,126
General and administrative . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 291,285 287,253
Selling . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 69,129 56,538
Depreciation . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6,541 4,753
Amortization . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,092 591
Interest . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 9,560 12,226

Total expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,285,780 3,061,701

Income from operations before income taxes . . . . . . . . . . . . . . . . . . . . . . . 143,132 124,929
Income tax provision . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 54,547 48,336

Net income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 88,585 $ 76,593

Net income per share:
Basic . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 0.79 $ 0.67
Diluted . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 0.77 $ 0.65

Pretax margin . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4.2% 3.9%
Health plan services medical care ratio (MCR) (a) . . . . . . . . . . . . . . . . . . . 84.3% 83.4%
Government contracts cost ratio (b) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 93.3% 95.3%
Administrative expense ratio (c) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10.7% 11.5%
Selling costs ratio (d) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2.5% 2.2%
Health plan services premiums per member per month (PMPM) (e) . . . . . $ 259.35 $ 244.78
Health plan services costs PMPM (e) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 218.62 $ 204.14

(a) MCR is calculated as health plan services cost divided by health plan services premiums revenue.
(b) Government contracts cost ratio is calculated as government contracts cost divided by government contracts

revenue.
(c) The administrative expense ratio is computed as the sum of G&A and depreciation expenses divided by the

sum of health plan services premiums and administrative services fees and other income.
(d) The selling costs ratio is computed as selling expenses divided by health plan services premium revenues.
(e) PMPM is calculated based on total at-risk member months and excludes ASO member months.
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Summary of Operating Results

A summary of our overall operating performance in the three months ended March 31, 2007 is as follows:

• Pretax margin increased to 4.2% for the three months ended March 31, 2007 from 3.9% for the same
period in 2006;

• MCR increased to 84.3% in the three months ended March 31, 2007 from 83.4% in the same period in
2006;

• Government contracts cost ratio improved to 93.3% for the three months ended March 31, 2007
compared to 95.3% for the same period in 2006;

• Administrative expense ratio improved to 10.7% for the three months ended March 31, 2007 from
11.5% for the same period in 2006;

• Total health plan enrollment, including Medicare Part D, slightly increased to 3,662,000 members at
March 31, 2007 from 3,650,000 members at March 31, 2006; and

• Cash flows from operating activities improved to $344.0 million for the three months ended March 31,
2007 from $222.0 million for the same period in 2006.

Consolidated Segment Results

The following table summarizes the operating results of our reportable segments for the three months ended
March 31, 2007 and 2006:

Three Months Ended
March 31,

2007 2006

(Dollars in millions)

Pretax income:
Health plan services segment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $102.2 $ 95.4
Government contracts segment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 40.9 29.5

Income from operations before income taxes . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $143.1 $124.9
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Health Plan Services Segment Membership

The following table below summarizes our health plan membership information by program and by state at
March 31, 2007 and 2006:

Commercial ASO Medicare Medicaid Health Plan Total

2007 2006 2007 2006 2007 2006 2007 2006 2007 2006

(Membership in thousands)

Arizona . . . . . . . . . . . . . . . . . . . . . . . . . . . 130 118 — — 45 33 — — 175 151
California . . . . . . . . . . . . . . . . . . . . . . . . . 1,422 1,477 5 6 108 103 694 713 2,229 2,299
Connecticut . . . . . . . . . . . . . . . . . . . . . . . . 172 189 57 70 40 29 85 87 354 375
New Jersey . . . . . . . . . . . . . . . . . . . . . . . . 97 110 19 20 — — 46 45 162 175
New York . . . . . . . . . . . . . . . . . . . . . . . . . 225 215 15 17 8 7 — — 248 239
Oregon . . . . . . . . . . . . . . . . . . . . . . . . . . . . 131 138 — — 20 18 — — 151 156
Other states . . . . . . . . . . . . . . . . . . . . . . . . — — — — 2 — — — 2 —

2,177 2,247 96 113 223 190 825 845 3,321 3,395
Medicare PDP Stand-alone (effective

January 1, 2006) . . . . . . . . . . . . . . . . . . — — — — 341 255 — — 341 255

Total . . . . . . . . . . . . . . . . . . . . . . . . . 2,177 2,247 96 113 564 445 825 845 3,662 3,650

Our total health plan membership increased slightly by 12,000, or 0.3%, from March 31, 2006 to March 31,
2007. The increase in membership was primarily driven by the addition of 86,000 Medicare Part D members and
45,000 members, or a 3% increase, from our individual, small group and mid-market accounts, partially offset by
declines in our large group enrollment of 115,000 members, or 13%, from March 31, 2006 to March 31, 2007.

Membership in our commercial health plans decreased by 3% at March 31, 2007 compared to March 31,
2006. This decrease was primarily attributable to the continued impact of premium pricing discipline, particularly
on our large group accounts. Our Northeast and California plans had lapse rates of approximately 19% and 12%,
respectively, in the three months ended March 31, 2007. The decline in our large group enrollment was primarily
driven by our California plan, which experienced a net decline of 102,000 members. The loss in the California
large group market was partially due to the loss of approximately 34,000 members from one large account. The
Northeast plans experienced net declines of 19,000 and 11,000 members in the mid and large group markets,
respectively, which were offset by a net gain of 11,000 members in our New York small group market.

Membership in our Medicare Advantage program increased by 33,000 members, or 17%, at March 31, 2007
compared to March 31, 2006, due to membership growth primarily in Arizona of 12,000 members and
Connecticut of 11,000 members. Under Medicare Part D, membership increased by 86,000 members, or 34%, at
March 31, 2007 compared to March 31, 2006.

We participate in state Medicaid programs in California, Connecticut and New Jersey. California
membership, where the program is known as Medi-Cal, comprised the majority of our Medicaid membership at
84%. Membership in our Medicaid programs decreased by 20,000 members at March 31, 2007 compared to
March 31, 2006, primarily due to an enrollment decline in Los Angeles County, which was partially offset by
enrollment increases in Healthy Families and Healthy Kids programs in California.
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Health Plan Services Segment Results

The following table summarizes the operating results for our health plan services segment for the three
months ended March 31, 2007 and 2006:

Three Months Ended
March 31,

2007 2006

(Dollars in millions, except
PMPM data)

Health plan services segment:
Commercial premium revenue . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 1,777.5 $ 1,669.1
Medicare premium revenue . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 704.8 575.9
Medicaid premium revenue . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 295.0 279.4

Health plan services premium revenues . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 2,777.3 $ 2,524.4
Health plan services costs . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (2,341.1) (2,105.2)
Net investment income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 31.3 23.3
Administrative services fees and other income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 12.3 14.3
G&A . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (291.3) (287.3)
Selling . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (69.1) (56.5)
Amortization and depreciation . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (7.6) (5.4)
Interest . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (9.6) (12.2)

Pretax income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 102.2 $ 95.4

MCR: . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 84.3% 83.4%
Commercial . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 83.2% 83.0%
Medicare . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 87.7% 85.3%
Medicaid . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 83.3% 82.1%

Health plan services premium PMPM . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 259.35 $ 244.78
Health plan services costs PMPM . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 218.62 $ 204.14
Administrative expense ratio . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10.7% 11.5%
Selling costs ratio . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2.5% 2.2%

Health Plan Services Premiums

Total health plan services premiums increased by $252.9 million, or 10%, for the three months ended
March 31, 2007 as compared to the same period in 2006. On a PMPM basis, premiums increased by 6% in the
three months ended March 31, 2007 as compared to the same period in 2006.

Commercial premium revenues increased by $108.4 million, or 6%, for the three months ended March 31,
2007 as compared to the same period in 2006. The increase was attributable to our ongoing pricing discipline and
premium rate increases, partially offset by decrease in membership levels. The increase in the commercial
premium PMPM was 6.2% for the three months ended March 31, 2007 over the same period in 2006.

Medicare premiums increased by $128.9 million, or 22%, for the three months ended March 31, 2007 as
compared to the same period in 2006. This increase was primarily due to an increase in members participating in
the Medicare Advantage and Medicare Part D prescription drug program, which resulted in an increase in the
premiums we received from CMS, and new private-fee-for-service Medicare plans effective January 1, 2007.
Included in the premium increase is favorable Medicare risk factor adjustments totaling $26.5 million (see
“—Health Plan Services Costs” for the related increase in capitation expense). Of these adjustments, $9.9 million
represented the impact of the 2006 and prior payment years.
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Medicaid premiums increased by $15.6 million, or 6%, for the three months ended March 31, 2007 as
compared to the same period in 2006. The increase is primarily due to the increase in the Medicaid premium
PMPM, which was 5% for the three months ended March 31, 2007 over the same period in 2006.

Health Plan Services Costs

Health plan services costs increased by $235.9 million, or 11%, for the three months ended March 31, 2007
as compared to the same period in 2006. Health plan MCR was 84.3% for the three months ended March 31,
2007 as compared to 83.4% for the same period in 2006. On a PMPM basis, health care costs increased by 7%
for the three months ended March 31, 2007 as compared to the same period in 2006.

Our commercial MCR was 83.2% and 83.0% for the three months ended March 31, 2007 and 2006,
respectively. The 20 basis point increase reflects a percentage increase in our health care costs on a PMPM basis
that slightly outpaced the percentage increase in our commercial premiums on a PMPM basis. The increase in the
commercial health care cost trend on a PMPM basis was 6.4% for the three months ended March 31, 2007 over
the same period in 2006. Physician and hospital costs rose 6.7% and 8.5% on a PMPM basis, respectively, and
pharmacy costs rose 2.1% on a PMPM basis for the three months ended March 31, 2007 over the same period in
2006.

Our Medicare MCR, including Medicare Advantage and Part D, was 87.7% and 85.3% for the three months
ended March 31, 2007 and 2006, respectively. This increase is primarily driven by a higher Medicare Advantage
MCR of 86.4% for the three months ended March 31, 2007, compared to 84.0% for the same period in 2006.
Included in the Medicare health care costs is increased capitation expense from Medicare risk factor adjustments
totaling $8.6 million (see “—Health Plan Services Premiums” for the related increase in premium revenue).
Approximately $3.4 million of these adjustments represented the impact of the 2006 and prior payment years.

Our Medicaid MCR was 83.3% and 82.1% for the three months ended March 31, 2007 and 2006,
respectively. The increase in the Medicaid health care cost PMPM was 6% for the three months ended March 31,
2007 and over the same period in 2006 primarily driven by higher inpatient and outpatient hospital costs.

Administrative Services Fees and Other Income

Administrative services fees and other income decreased by $2.0 million, or 14%, for the three months
ended March 31, 2007 as compared to the same period in 2006. The decrease in administrative services fees is
primarily due to a decrease in enrollment. The enrollment decline of 17,000 members, or 15%, was primarily in
our Connecticut health plan.

Net Investment Income

Net investment income increased by $8.0 million, or 34%, for the three months ended March 31, 2007 as
compared to the same period in 2006. The increase was primarily due to higher interest rates on higher cash
balances for the quarter and net realized gain of $3.7 million.

General, Administrative and Other Costs

G&A costs increased by $4.0 million, or 1%, for the three months ended March 31, 2007 as compared to the
same period in 2006. Our administrative expense ratio decreased to 10.7% for the three months ended March 31,
2007 from 11.5% for the same period in 2006 primarily driven by our focus on expense management.

The selling costs ratio increased to 2.5% from 2.2% for the three months ended March 31, 2007 and
March 31, 2006, respectively. This increase is consistent with a 20% increase in commercial new sales and
higher rate of broker commissions.
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Amortization and depreciation expense increased by $2.2 million for the three months ended March 31,
2007 as compared to the same period in 2006. The increase was primarily due to the addition of new assets
placed in production related to various information technology system projects.

Interest expense decreased by $2.6 million, or 21%, for the three months ended March 31, 2007 as
compared to the same period in 2006. The decrease was primarily due to the redemption of our Senior Notes in
the third quarter of 2006, which had a higher interest rate than our Term Loan and Bridge Loan.

Government Contracts Segment Membership

Under our TRICARE contract for the North Region, we provided health care services to approximately
2.9 million eligible beneficiaries in the Military Health System (MHS) as of March 31, 2007 and March 31,
2006. Included in the 2.9 million eligibles as of March 31, 2007 were 1.8 million TRICARE eligibles for whom
we provide health care and administrative services and 1.1 million other MHS-eligible beneficiaries for whom
we provide administrative services only. As of March 31, 2007, there were approximately 1.4 million TRICARE
eligibles enrolled in TRICARE Prime under our North Region contract.

In addition to the 2.9 million eligible beneficiaries that we service under the TRICARE contract for the
North Region, we administer 15 contracts with the U.S. Department of Veterans Affairs to manage community
based outpatient clinics in 11 states covering approximately 32,000 enrollees.

Government Contracts Segment Results

The following table summarizes the operating results for Government Contracts for the three months ended
March 31, 2007 and 2006:

Three Months Ended
March 31,

2007 2006

(Dollars in millions)

Government Contracts segment:
Revenues . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $608.0 $624.6
Costs . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 567.1 595.1

Pretax income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 40.9 $ 29.5

Government Contracts Ratio . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 93.3% 95.3%

Government Contracts revenues decreased by $16.6 million, or 3%, for the three months ended March 31,
2007 as compared to the same period in 2006. Government Contracts costs decreased by $28.0 million, or 5%,
for the three months ended March 31, 2007 as compared to the same period in 2006. These decreases are
primarily due to the return of payment responsibility, effective beginning in the third quarter of 2006, for health
care expenditures for active duty personnel costs in the civilian sector to the government and due to continued
improvement in the health care costs in the third option period, which ended on March 31, 2007. These decreases
were partially offset by increases in revenues and costs from a behavioral health contract with the Department of
Defense for counseling services provided to active military personnel.

Our TRICARE contract for the North Region includes a target cost and price for reimbursed health care
costs which is negotiated annually during the term of the contract, with underruns and overruns of our target cost
borne 80% by the government and 20% by us. We recognize changes in our estimate for the target cost underruns
and overruns when the amounts become determinable, supportable and the collectibility is reasonably assured.
During the three months ended March 31, 2007, we recognized a decrease in the revenue estimate of $44 million
and a decrease in the cost estimate of $54 million.
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The Government Contracts ratio improved by 200 basis points for the three months ended March 31, 2007
as compared to the same period in 2006 primarily due to moderating health care cost trends and improved health
care performance in each successive option period of the TRICARE contract for the North Region particularly in
the option period 3 which began on April 1, 2006.

Income Tax Provision

Our income tax expense and the effective income tax rate for the three months ended March 31, 2007 and
2006 are as follows:

Three Months Ended
March 31,

2007 2006

(Dollars in millions)

Income tax expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $54.5 $48.3
Effective income tax rate . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 38.1% 38.7%

The effective income tax rate differs from the statutory federal tax rate of 35.0% in each period due
primarily to state income taxes and tax-exempt investment income. The effective income tax rate for the three
months ended March 31, 2007, is lower compared to the same period in 2006 due primarily to changes in the tax
reserves.

LIQUIDITY AND CAPITAL RESOURCES

Liquidity

We believe that cash flow from operating activities, existing working capital, lines of credit and cash
reserves are adequate to allow us to fund existing obligations, introduce new products and services, and continue
to develop health care-related businesses. We regularly evaluate cash requirements for current operations and
commitments, and for capital acquisitions and other strategic transactions. We may elect to raise additional funds
for these purposes, either through issuance of debt or equity, the sale of investment securities or otherwise, as
appropriate.

Our cash flow from operating activities is impacted by, among other things, the timing of collections on our
amounts receivable from our TRICARE contract for the North Region. Health care receivables related to
TRICARE are best estimates of payments that are ultimately collectible or payable. The timing of collection of
such receivables is impacted by government audit and negotiation and can extend for periods beyond a year.
Amounts receivable under government contracts were $190.3 million and $199.6 million as of March 31, 2007
and December 31, 2006, respectively. Our cash flow from operating activities is also impacted by the timing of
collections on our amounts receivable from CMS. Our receivable related to our Medicare business was $164.0
million and $171.1 million as of March 31, 2007 and December 31, 2006, respectively.

Operating Cash Flows

Our operating cash flows for the three months ended March 31, 2007 compared to the same period in 2006
are as follows:

March 31, 2007 March 31, 2006
Change

2007 over 2006

(Dollars in millions)

Net cash provided by operating activities . . . . . . . . . . . . . . . . . . . . $344.0 $222.0 $122.0
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Net cash from operating activities increased primarily due to the following:

• Increase in cash flows from increase in prepayments received from CMS for Medicare Advantage and
Part D programs of $76.0 million;

• Increase in cash flows from our TRICARE contracts of $28.0 million, and

• Increase in net income of $12.0 million.

Investing Activities

Our cash flow from investing activities is primarily impacted by the sales, maturities and purchases of our
available-for-sale investment securities and restricted investments. Our investment objective is to maintain safety
and preservation of principal by investing in high quality, investment grade securities while maintaining liquidity
in each portfolio sufficient to meet our cash flow requirements and attaining the highest total return on invested
funds.

We completed the sale of our Shelton, Connecticut campus on March 29, 2007, and received net cash
proceeds of $83.9 million. See Note 4 to the consolidated financial statements for additional information
regarding the sale-leaseback transaction.

As of March 31, 2007, we had approximately $69.1 million deposited in an escrow account pursuant to the
terms of our purchase agreement with the Guardian. See Note 4 to the consolidated financial statements for
additional information regarding this transaction.

On March 31, 2006, we acquired certain health plan businesses of Universal Care, a California-based health
care company and paid $73.1 million in cash. See Note 4 to the consolidated financial statements for additional
information.

Our cash flows from investing activities for the three months ended March 31, 2007 compared to the same
period in 2006 are as follows:

March 31, 2007 March 31, 2006
Change

2007 over 2006

(Dollars in millions)

Net cash provided by (used in) investing activities . . . . . . . . . . . . . $15.2 $(106.1) $121.3

Net cash provided by investing activities increased primarily due to the following:

• Proceeds from the sale of our Shelton campus of $83.9 million,

• Increase in net sales and maturities of investments of $32.9 million, and

• Decrease in cash paid of $73.1 million for the Universal Care Acquisition on March 31, 2006, partially
offset by

• Increase in restricted cash of $69.1 million for amounts held in escrow related to the Guardian
transaction.

Financing Activities

Our cash flows from financing activities for the three months ended March 31, 2007 compared to the same
period in 2006 are as follows:

March 31, 2007 March 31, 2006
Change

2007 over 2006

(Dollars in millions)

Net cash (used in) provided by financing activities . . . . . . . . . . . . $(114.8) $11.8 $(126.6)
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Net cash used in financing activities increased during the three months ended March 31, 2007 primarily due
the repayment of our $200.0 million Bridge Loan, partially offset by a draw on the revolving credit facility of
$100.0 million. Net cash used in financing activities also increased due to an increase of $54.2 million in
repurchases of our common stock, partially offset by a $20.3 million increase in proceeds from exercise of
employee stock options and stock purchases. See “—Capital Structure” below for additional information
regarding the Bridge Loan, our stock repurchase program and our revolving credit facility.

Capital Structure

Stock Repurchase Program. Our Board of Directors has authorized a stock repurchase program pursuant
to which we are authorized to repurchase up to $450 million of our common stock. Additional amounts may be
added to the program based on exercise proceeds and tax benefits received from the exercise of employee stock
options if approved by the Board. During the three months ended March 31, 2007, we repurchased 1 million
shares for aggregate consideration of approximately $54.1 million. We used net free cash available to fund these
repurchases. The remaining authorization under our stock repurchase program as of March 31, 2007 was $178
million.

On December 14, 2006, we entered into an accelerated share repurchase (ASR) agreement with JP Morgan
and repurchased 2,689,538 shares at an initial purchase price of $47.22 per share, or $127 million. Under the
ASR agreement, JP Morgan purchased an equivalent number of shares in the open market. The repurchased
shares were subject to a price adjustment based on JP Morgan’s volume-weighted average purchase price for the
shares. If JP Morgan’s volume-weighted average purchase price for the shares was greater than $47.22 per share,
we were required to pay JP Morgan an amount equal to the difference between the volume-weighted average
purchase price and $47.22 (True-Up). Under the ASR agreement, we could elect to settle the True-Up in shares
of Health Net common stock or cash. On March 15, 2007, we settled the True-Up of approximately $7.1 million
by delivering 132,806 shares of our common stock to JP Morgan.

The following table presents by month information related to repurchases of our common stock under our
stock repurchase program in 2007 as of March 31, 2007:

Period

Total Number
of Shares

Purchased (a)

Average
Price Paid
per Share

Total Average
Price Paid

Total Number
of Shares

Purchased as
Part of Publicly

Announced
Plans or

Programs (b) (c)

Maximum
Number (or

Approximate
Dollar Value) of
Shares (or Units)
that May Yet Be
Purchased Under

the Plans or
Programs (c) (d)

January 1—January 31 . . . . . . . . . . . . — — — — $199,786,363
February 1—February 28 . . . . . . . . . . — — — — $199,786,363
March 1—March 31 . . . . . . . . . . . . . . 1,000,000 $54.06 $54,060,000 1,000,000 $177,569,548

Total . . . . . . . . . . . . . . . . . . . . . . 1,000,000 $54.06 $54,060,000 1,000,000

(a) We did not repurchase any shares of our common stock during the three months ended March 31, 2007
outside our publicly announced stock repurchase program, except shares withheld in connection with our
various stock option and long-term incentive plans.

(b) Our stock repurchase program was announced in April 2002. We announced additional repurchase
authorization in August 2003 and October 2006.

(c) A total of $450 million of our common stock may be repurchased under our stock repurchase program.
Additional amounts may be added to the program based on exercise proceeds and tax benefits the Company
receives from the exercise of employee stock options, but only upon further approval by the Board of
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Directors. The remaining authority under our repurchase program includes proceeds received from option
exercises and tax benefits the Company received from the exercise of employee stock options through
January 31, 2007.

(d) Our stock repurchase program does not have an expiration date. During the three months ended March 31,
2007, we did not have any repurchase program that expired, and we did not terminate any repurchase
program prior to its expiration date.

Revolving Credit Facility. We have a $700 million revolving credit facility under a five-year revolving
credit agreement with Bank of America, N.A., as a lender, and, as Administrative Agent, Swing Line Lender and
L/C Issuer, and the other lenders party thereto. As of March 31, 2007, $100 million was outstanding under our
revolving credit facility, which must be repaid by June 30, 2009 unless the maturity date under the revolving
credit facility is extended.

As of March 31, 2007, we were in compliance with all covenants under our revolving credit facility.

We can obtain letters of credit in an aggregate amount of $300 million under our revolving credit facility.
The maximum amount available for borrowing under our revolving credit facility is reduced by the dollar amount
of any outstanding letters of credit. No amounts have been drawn on any of these letters of credit. As of April 30,
2007, the maximum amount available for borrowing under the revolving credit facility was $479.2 million.

Term Loan Credit Agreement. We have a $300 million Term Loan Credit Agreement (the “Term Loan
Agreement”) with JP Morgan Chase Bank, N.A., as administrative agent and lender, and Citicorp USA, Inc., as
syndication agent and lender. As of March 31, 2007 and December 31, 2006, $300 million was outstanding under
the Term Loan Agreement. As of March 31, 2007, the applicable margin was 1.175% over LIBOR, and the
interest rate on the term loan borrowings was 6.535%. This interest rate is effective until June 27, 2007, at which
time the interest rate will be reset for the next period. Borrowings under the Term Loan Agreement have a final
maturity date of June 23, 2011.

Bridge Loan Agreement. On June 23, 2006, we entered into a $200 million Bridge Loan Agreement (the
“Bridge Loan Agreement”) with The Bank of Nova Scotia, as administrative agent and lender. Borrowings under
the Bridge Loan Agreement initially had a final maturity date of September 22, 2006. On September 21, 2006,
we amended the Bridge Loan Agreement to, among other things, extend the final maturity date to March 22,
2007. On March 22, 2007, we paid the Bridge Loan in full, partially funded by a $100 million draw on our
revolving credit facility.

Statutory Capital Requirements

Certain of our subsidiaries must comply with minimum capital and surplus requirements under applicable
state laws and regulations, and must have adequate reserves for claims. Management believes that as of
March 31, 2007, all of our health plans and insurance subsidiaries met their respective regulatory requirements.

By law, regulation and governmental policy, our health plan and insurance subsidiaries, which we refer to as
our regulated subsidiaries, are required to maintain minimum levels of statutory net worth. The minimum
statutory net worth requirements differ by state and are generally based on balances established by statute, a
percentage of annualized premium revenue, a percentage of annualized health care costs, or risk based capital
(RBC) requirements. The RBC requirements are based on guidelines established by the National Association of
Insurance Commissioners. The RBC formula, which calculates asset risk, underwriting risk, credit risk, business
risk and other factors, generates the authorized control level (ACL), which represents the minimum amount of
net worth believed to be required to support the regulated entity’s business. For states in which the RBC
requirements have been adopted, the regulated entity typically must maintain the greater of the Company Action
Level RBC, calculated as 200% of the ACL, or the minimum statutory net worth requirement calculated pursuant
to pre-RBC guidelines. Because our regulated subsidiaries are also subject to their state regulators’ overall
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oversight authority, some of our subsidiaries are required to maintain minimum capital and surplus in excess of
the RBC requirement, even though RBC has been adopted in their states of domicile. We generally manage our
aggregate regulated subsidiary capital above 300% of ACL, although RBC standards are not yet applicable to all
of our regulated subsidiaries. At March 31, 2007, we had sufficient capital to exceed this level. In addition to the
foregoing requirements, our regulated subsidiaries are subject to restrictions on their ability to make dividend
payments, loans and other transfers of cash or other assets to the parent company.

As necessary, we make contributions to and issue standby letters of credit on behalf of our subsidiaries to
meet RBC or other statutory capital requirements under state laws and regulations. Health Net, Inc. did not make
any capital contributions to its subsidiaries to meet RBC or other statutory capital requirements under state laws
and regulations during the three months ended March 31, 2007 or thereafter through May 4, 2007.

Legislation has been or may be enacted in certain states in which our subsidiaries operate imposing
substantially increased minimum capital and/or statutory deposit requirements for HMOs in such states. Such
statutory deposits may only be drawn upon under limited circumstances relating to the protection of
policyholders.

As a result of the above requirements and other regulatory requirements, certain subsidiaries are subject to
restrictions on their ability to make dividend payments, loans or other transfers of cash to their parent companies.
Such restrictions, unless amended or waived, or unless regulatory approval is granted, limit the use of any cash
generated by these subsidiaries to pay our obligations. The maximum amount of dividends, that can be paid by
our insurance company subsidiaries without prior approval of the applicable state insurance departments, is
subject to restrictions relating to statutory surplus, statutory income and unassigned surplus.

CONTRACTUAL OBLIGATIONS

Pursuant to Item 303(a)(5) of Regulation S-K, we identified our known contractual obligations as of
December 31, 2006 in our Annual Report on Form 10-K for the year ended December 31, 2006. Significant
changes to our contractual obligations as previously disclosed in our Annual Report on Form 10-K are as
follows:

Between April 1, 2007
and December 31,

2007 2008 2009 2010 2011 Thereafter Total

(Amounts in millions)

Revolver payable (1) . . . . . . . . . . . . . . $ — $— $100.0 $— $— $ — $100.0
Interest on revolver . . . . . . . . . . . . . . . 4.8 5.9 2.8 — — — 13.5
FIN 48 liabilities (2) . . . . . . . . . . . . . . . 24.0 — — — — — 24.0
Shelton campus lease (3) . . . . . . . . . . . 5.1 6.9 7.6 8.0 8.2 46.4 82.2

(1) See Note 6 to the consolidated financial statements.
(2) We can make reasonably reliable estimates of cash settlement or other resolution for those that we anticipate

will occur in 2007. See Note 2 to the consolidated financial statements.
(3) See Note 4 to the consolidated financial statements.

OFF-BALANCE SHEET ARRANGEMENTS

As of March 31, 2007, we did not have any off-balance sheet arrangements as defined under Item 303(a)(4)
of Regulation S-K.
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CRITICAL ACCOUNTING ESTIMATES

In our Annual Report on Form 10-K for the year ended December 31, 2006, we identified the critical
accounting policies which affect the more significant estimates and assumptions used in preparing our
consolidated financial statements. Those policies include revenue recognition, health plan services, reserves for
contingent liabilities, government contracts, goodwill and recoverability of long-lived assets and investments.
We have not changed these policies from those previously disclosed in our Annual Report on Form 10-K. Our
critical accounting policy on estimating reserves for claims and other settlements and the quantification of the
sensitivity of financial results to reasonably possible changes in the underlying assumptions used in such
estimation as of March 31, 2007 is discussed below. There were no other significant changes to the critical
accounting estimates as disclosed in our 2006 Annual Report on Form 10-K.

Reserves for claims and other settlements include reserves for claims (incurred but not reported (IBNR)
claims and received but unprocessed claims), and other liabilities including capitation payable, shared risk
settlements, provider disputes, provider incentives and other reserves for our Health Plan Services reporting
segment.

We estimate the amount of our reserves for claims primarily by using standard actuarial developmental
methodologies. This method is also known as the chain-ladder or completion factor method. The developmental
method estimates reserves for claims based upon the historical lag between the month when services are rendered
and the month claims are paid while taking into consideration, among other things, expected medical cost
inflation, seasonal patterns, product mix, benefit plan changes and changes in membership. A key component of
the developmental method is the completion factor which is a measure of how complete the claims paid to date
are relative to the estimate of the claims for services rendered for a given period. While the completion factors
are reliable and robust for older service periods, they are more volatile and less reliable for more recent periods
since a large portion of health care claims are not submitted to us until several months after services have been
rendered. Accordingly, for the most recent months, the incurred claims are estimated from a trend analysis based
on per member per month claims trends developed from the experience in preceding months. This method is
applied consistently year over year while assumptions may be adjusted to reflect changes in medical cost
inflation, seasonal patterns, product mix, benefit plan changes and changes in membership.

An extensive degree of actuarial judgment is used in this estimation process, considerable variability is
inherent in such estimates, and the estimates are highly sensitive to changes in medical claims submission and
payment patterns and medical cost trends. As such, the completion factors and the claims per member per month
trend factor are the most significant factors used in estimating our reserves for claims. Since a large portion of the
reserves for claims is attributed to the most recent months, the estimated reserves for claims are highly sensitive
to these factors.

The following table illustrates the sensitivity of these factors and the estimated potential impact on our
operating results caused by these factors:

Completion Factor (a)
Percentage-point Increase (Decrease)

in Factor

Health Plan Services
Increase (Decrease) in
Reserves for Claims

2% $(49.0) million
1% $(24.9) million

(1)% $ 25.8 million
(2)% $ 52.6 million
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Medical Cost Trend (b)
Percentage-point Increase (Decrease)

in Factor

Health Plan Services
Increase (Decrease) in
Reserves for Claims

2% $ 27.2 million
1% $ 13.6 million

(1)% $(13.6) million
(2)% $(27.2) million

(a) Impact due to change in completion factor for the most recent three months. Completion factors indicate
how complete claims paid to date are in relation to the estimate of total claims for a given period. Therefore,
an increase in the completion factor percent results in a decrease in the remaining estimated reserves for
claims.

(b) Impact due to change in annualized medical cost trend used to estimate the per member per month cost for
the most recent three months.

Other relevant factors include exceptional situations that might require judgmental adjustments in setting the
reserves for claims, such as system conversions, processing interruptions or changes, environmental changes or
other factors. All of these factors are used in estimating reserves for claims and are important to our reserve
methodology in trending the claims per member per month for purposes of estimating the reserves for the most
recent months. In developing our best estimate of reserves for claims, we consistently apply the principles and
methodology described above from year to year, while also giving due consideration to the potential variability
of these factors. Because reserves for claims include various actuarially developed estimates, our actual health
care services expense may be more or less than our previously developed estimates. Claim processing expenses
are also accrued based on an estimate of expenses necessary to process such claims. Such reserves are
continually monitored and reviewed, with any adjustments reflected in current operations.

Item 3. Quantitative And Qualitative Disclosures About Market Risk

We are exposed to interest rate and market risk primarily due to our investing and borrowing activities.
Market risk generally represents the risk of loss that may result from the potential change in the value of a
financial instrument as a result of fluctuations in interest rates and in equity prices. Interest rate risk is a
consequence of maintaining variable interest rate earning investments and fixed rate liabilities or fixed income
investments and variable rate liabilities. We are exposed to interest rate risks arising from changes in the level or
volatility of interest rates, prepayment speeds and/or the shape and slope of the yield curve. In addition, we are
exposed to the risk of loss related to changes in credit spreads. Credit spread risk arises from the potential that
changes in an issuer’s credit rating or credit perception may affect the value of financial instruments. No material
changes to any of these risks have occurred since December 31, 2006.

For a more detailed discussion of our market risks relating to these activities, refer to Item 7A, Quantitative
and Qualitative Disclosures about Market Risk, included in our 2006 Annual Report on Form 10-K as filed with
the U.S. Securities and Exchange Commission.

Item 4. Controls and Procedures.

Evaluation of Disclosure Controls and Procedures

We maintain disclosure controls and procedures (as such term is defined in Rules 13a-15(e) and 15d-15(e)
under the Exchange Act) that are designed to ensure that information required to be disclosed in the reports we file
or submit under the Exchange Act is recorded, processed, summarized and reported within the time periods
specified in the SEC’s rules and forms, and that such information is accumulated and communicated to our
management, including our Chief Executive Officer and our Chief Financial Officer, as appropriate, to allow
timely decisions regarding required disclosure. In designing and evaluating the disclosure controls and procedures,
management recognized that any controls and procedures, no matter how well designed and operated, can provide
only reasonable assurance of achieving the desired control objectives, and management necessarily was required
to apply its judgment in evaluating the cost-benefit relationship of possible controls and procedures.
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As required by Rule 13a-15(b) under the Exchange Act, we carried out an evaluation, under the supervision
and with the participation of our management, including our Chief Executive Officer and our Chief Financial
Officer, of the effectiveness of our disclosure controls and procedures as of the end of the period covered by this
report. Based upon the evaluation of the effectiveness of our disclosure controls and procedures as of the end of
the period covered by this report, our Chief Executive Officer and Chief Financial Officer concluded that our
disclosure controls and procedures were effective at the reasonable assurance level as of the end of such period.

Changes in Internal Control Over Financial Reporting

There have not been any changes in the Company’s internal control over financial reporting (as such term is
defined in Rules 13a-15(f) and 15d-15(f) under the Exchange Act) during the three months ended March 31,
2007 that have materially affected, or are reasonably likely to materially affect, the Company’s internal control
over financial reporting.
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PART II—OTHER INFORMATION

Item 1. Legal Proceedings.

A description of the legal proceedings to which the Company and its subsidiaries are a party is contained in
Note 7 to the consolidated financial statements included in Part I of this Quarterly Report on Form 10-Q.

Item 1A. Risk Factors.

The risk factors set forth below update, and should be read together with, the risk factors disclosed in
Item 1A of the Company’s Annual Report on Form 10-K for the fiscal year ended December 31, 2006.

We have a material amount of indebtedness and may incur additional indebtedness, or need to refinance
existing indebtedness, in the future, which may adversely affect our operations.

We currently have outstanding a $300 million term loan agreement, which matures in June 2011. In
addition, to provide liquidity, we have a $700 million five-year revolving credit facility that expires in June 2009.
As of March 31, 2007, $100 million in borrowings were outstanding under our revolving credit facility. The
funds drawn on the revolving credit facility were utilized to repay our $200 million bridge loan which matured in
March 2007.

We may incur additional debt in the future. Our existing indebtedness and any additional debt we incur in
the future through drawings on our revolving credit facility or otherwise could have an adverse effect on our
business and future operations. For example, it could:

• require us to dedicate a substantial portion of cash flow from operations to pay principal and interest on
our debt, which would reduce funds available to fund future working capital, capital expenditures and
other general operating requirements;

• increase our vulnerability to general adverse economic and industry conditions or a downturn in our
business; and

• place us at a competitive disadvantage compared to our competitors that have less debt.

We are considering a variety of options to refinance our outstanding indebtedness, including, without
limitation, potential structured financing arrangements and the issuance of new debt securities. Our ability to
obtain any financing, whether through the issuance of new debt securities or otherwise, and the terms of any such
financing are dependent on, among other things, our financial condition, financial market conditions within our
industry and generally, credit ratings and numerous other factors. There can be no assurance that we will be able
to obtain financing on acceptable terms or within an acceptable time, if at all. If we are unable to obtain financing
on terms and within a time acceptable to us it could, in addition to other negative effects, have a material adverse
effect on our operations, financial condition, ability to compete or ability to comply with regulatory
requirements.

Our revolving credit facility and term loan agreement contain restrictive covenants that could limit our
ability to pursue our business strategies.

Our revolving credit facility and term loan agreement require us to comply with various covenants that
impose restrictions on our operations, including our ability to incur additional indebtedness, pay dividends, make
investments or other restricted payments, sell or otherwise dispose of assets and engage in other activities. In
addition, we are required to comply with certain financial covenants, including a maximum leverage ratio, a
minimum borrower cash flow fixed charge coverage ratio or, depending on our debt rating by Moody’s and/or
S&P, a minimum fixed charge coverage ratio and a minimum consolidated net worth requirement.
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The restrictive covenants under our revolving credit facility and term loan agreement could limit our ability
to pursue our business strategies. In addition, any failure by us to comply with the restrictive covenants under our
revolving credit facility or term loan agreement could result in an event of default under those borrowing
arrangements, in which case the lenders could elect to declare all amounts outstanding thereunder to be
immediately due and payable, which could have a material adverse effect on our financial condition.

If we are required to publicly disclose information regarding our reimbursement rates and other proprietary
and trade secret information for our Connecticut Medicaid program, it could have a material adverse effect
on our Connecticut Medicaid business.

In 2006, a petition was submitted to the Connecticut Freedom of Information Commission (the “CT FOIC”)
seeking, among other things, information regarding provider reimbursement rates and maintenance of other
proprietary and trade secret information used by managed care organizations contracting with the Connecticut
Department of Social Services in connection with the Connecticut Medicaid program. In response to the petition,
the CT FOIC ruled that the Connecticut Department of Social Services must furnish the information requested
and had to amend its existing contracts with managed care organizations participating in the Connecticut
Medicaid program making them subject to the Connecticut Freedom of Information Act. Health Net of
Connecticut and two other managed care organizations appealed the CT FOIC decision to the Connecticut
Superior Court, which upheld the CT FOIC’s decision. Health Net of Connecticut has appealed the court’s
decision to the Connecticut Appellate Court. In addition, there are several legislative proposals before the
Connecticut General Assembly, which, if passed, could subject Health Net of Connecticut to the Connecticut
Freedom of Information Act. If Health Net of Connecticut loses this appeal, or if legislation is passed that
requires Health Net of Connecticut to publicly disclose information regarding its reimbursement rates and other
proprietary and trade secret information, it could have a material adverse effect on Health Net of Connecticut’s
ability to contract with providers in Connecticut and compete effectively in the Connecticut Medicaid program
and could result in a decision to discontinue our participation in the Connecticut Medicaid program.

Item 2. Unregistered Sales of Equity Securities and Use of Proceeds.

A description of the Company’s stock repurchase program and tabular disclosure of the information
required under this Item 2 is contained under the caption “Stock Repurchase Program” in Management’s
Discussion and Analysis of Financial Condition and Results of Operations included in Part I of this Quarterly
Report on Form 10-Q.

Under the Company’s various stock option and long term incentive plans (the “Plans”), employees and
non-employee directors may elect for the Company to withhold shares to satisfy minimum statutory federal, state
and local tax withholding and exercise price obligations arising from the vesting and/or exercise of stock options
and other equity awards. The following table provides information with respect to the shares withheld by the
Company to satisfy these obligations to the extent employees or non-employee directors elected for the Company
to withhold such shares. These repurchases were not part of our publicly announced stock repurchase program,
which is described elsewhere in this Quarterly Report on Form 10-Q.

Period

Total Number
of Shares

Purchased
Average Price
Paid per Share

January 1—January 31 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . — —
February 1—February 28 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 33,110 $54.16
March 1—March 31 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 538 $55.42

Total . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 33,648 $54.18

Item 3. Defaults Upon Senior Securities.

None.
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Item 4. Submission of Matters to a Vote of Security Holders.

None.

Item 5. Other Information.

None.

Item 6. Exhibits.

The following exhibits are filed as part of this Quarterly Report on Form 10-Q:

Exhibit
Number Description

10.1 Absolute Net Lease dated as of March 29, 2007 by and between HN Property Owner LLC and Health
Net of the Northeast.

31.1 Certification of Chief Executive Officer pursuant to Section 302 of the Sarbanes-Oxley Act of 2002.

31.2 Certification of Interim Chief Financial Officer pursuant to Section 302 of the Sarbanes-Oxley Act of
2002.

32.1 Certification of Chief Executive Officer and Interim Chief Financial Officer pursuant to 18 U.S.C.
Section 1350, as adopted pursuant to Section 906 of the Sarbanes-Oxley Act of 2002.
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SIGNATURES

Pursuant to the requirements 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.

HEALTH NET, INC.
(REGISTRANT)

Date: May 8, 2007 By: /s/ JAMES E. WOYS

James E. Woys
Interim Chief Financial Officer

Date: May 8, 2007 By: /s/ BRET A. MORRIS

Bret A. Morris
Senior Vice President and Corporate Controller

(Principal Accounting Officer)
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10.1 Absolute Net Lease dated as of March 29, 2007 by and between HN Property Owner LLC and Health
Net of the Northeast.

31.1 Certification of Chief Executive Officer pursuant to Section 302 of the Sarbanes-Oxley Act of 2002.

31.2 Certification of Chief Financial Officer pursuant to Section 302 of the Sarbanes-Oxley Act of 2002.

32.1 Certification of Chief Executive Officer and Chief Financial Officer pursuant to 18 U.S.C. Section
1350, as adopted pursuant to Section 906 of the Sarbanes-Oxley Act of 2002.



Exhibit 31.1

CERTIFICATIONS

I, Jay M. Gellert, certify that:

1. I have reviewed this quarterly report on Form 10-Q of Health Net, Inc.;

2. Based on my knowledge, this report does not contain any untrue statement of a material fact or omit to
state a material fact necessary to make the statements made, in light of the circumstances under which
such statements were made, not misleading with respect to the period covered by this report;

3. Based on my knowledge, the financial statements, and other financial information included in this
report, fairly present in all material respects the financial condition, results of operations and cash
flows of the registrant as of, and for, the periods presented in this report;

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

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

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

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

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

5. The registrant’s other certifying officer(s) 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
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: May 8, 2007 /s/ JAY M. GELLERT

Jay M. Gellert
President and Chief Executive Officer



Exhibit 31.2

CERTIFICATIONS

I, James E. Woys, certify that:

1. I have reviewed this quarterly report on Form 10-Q of Health Net, Inc.;

2. Based on my knowledge, this report does not contain any untrue statement of a material fact or omit to
state a material fact necessary to make the statements made, in light of the circumstances under which
such statements were made, not misleading with respect to the period covered by this report;

3. Based on my knowledge, the financial statements, and other financial information included in this
report, fairly present in all material respects the financial condition, results of operations and cash
flows of the registrant as of, and for, the periods presented in this report;

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

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

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

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

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

5. The registrant’s other certifying officer(s) 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
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: May 8, 2007 /s/ JAMES E. WOYS

James E. Woys
Interim Chief Financial Officer



Exhibit 32.1

Certification of CEO and CFO 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 Quarterly Report on Form 10-Q of Health Net, Inc. (the “Company”) for the
quarterly period ended March 31, 2007 as filed with the Securities and Exchange Commission on the date hereof
(the “Report”), Jay M. Gellert, as Chief Executive Officer of the Company, and James E. Woys, as Interim Chief
Financial Officer of the Company, each hereby certifies, pursuant to 18 U.S.C. Section 1350, as adopted pursuant
to Section 906 of the Sarbanes-Oxley Act of 2002, that, to the best of his knowledge:

(1) The Report fully complies with the requirements of Section 13(a) or 15(d) of the Securities
Exchange Act of 1934; and

(2) The information contained in the Report fairly presents, in all material respects, the financial
condition and results of operations of the Company.

/s/ JAY M. GELLERT

Jay M. Gellert
Chief Executive Officer

May 8, 2007

/s/ JAMES E. WOYS

James E. Woys
Interim Chief Financial Officer

May 8, 2007
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