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To Our Stockholders:

We are very pleased toreport on an excellent 2014. We set
aggressive goals for 2014, and together we achieved them.

2014 HIGHLIGHTS

Health Net experienced remarkable growth in 2014. This growth
was primarily due to changes arising from the implementation
of the Affordable Care Act (ACA). These changes drove
robust membership gains and brought health care coverage
to thousands of new members in Arizona and California.

Our growth also drove excellent financial performance.

We exceeded our combined Western Region Operations and
Government Contracts segments diluted earnings per share
expectations while absorbing the full effect of approximately
s240 million in incremental fees related to the implementation
of the ACA.

We experienced better-than-expected growth in Medicaid
enrollment, propelled in large part by the Medicaid expansion
population—a direct result of the ACA.

Our California state settlement account went from a deficit
to asurplus, areflection of strong Medicaid performance and
further affirmation that the settlement agreement is working
as intended.

Our individual commercial market position was transformed
by our profitable growth in the ACA exchanges, particularly
the California exchange, Covered California.

We believe our success is linked to our extensive use of
provider risk-based arrangements. More than 8o percent
of our members were covered by risk-based contracts with
providers in 2014. We believe this is well above the industry
average and above targets set by national organizations such
as the Centers for Medicare & Medicaid Services and others
for the end of this decade.



We believe our leadership in these contracting methods could
pave the way for potential expansion opportunities if, as
expected, risk-based contracting becomes more prevalent
nationally as a result of the ACA.

Our administrative expenses as a percentage of health plan
premiums declined. In November 2014, we entered into a
master services agreement with a wholly owned subsidiary of
Cognizant Technology Solutions Corporation (Cognizant) that,
subject to required regulatory approval, has the potential
to give us scale parity with much larger plans while enhancing
our product and service capabilities. We expect to receive
required regulatory approvals in the first half of 2015,

In 2014, two issues didn’t go as well as anticipated.

First,Medicare enrollment grew, but margins were not as we
had planned. Inresponse, we exited underperforming plans in
2015 and put renewed focus on our strongest geographies.

Second, we launched our dual eligibles demonstration programs
in Los Angeles and San Diego counties in 2014, but enrollment
did not meet expectations because of higher-than-expected
opt-out rates among potential enrollees. There are numerous
initiatives under discussion to address this issue in 2015,

FINANCIAL REVIEW

In 2014, revenues rose approximately 27 percent to $14.0 billion,
primarily driven by Medicaid and commercial enrollment growth.

For 2014, our GAAP earnings per diluted share were $1.80
compared with $2.12 per diluted share in 2013. The decline was
primarily caused by $185.3 million in cash and non-cash expenses
primarily incurred in connection with our entrance into the
master services agreement with Cognizant in November 2014.

Our 2014 earnings per diluted share from our combined
Western Region and Government Contracts segments were
$2.32, an increase of approximately 5 percent from the $2.21
per diluted share earned by these segments in 2013.

Total General and Administrative expenses were higher in 2014
compared with 2013, primarily because of premium taxes, the
health insurer fee and other ACA-related fees.

In 2014, however, our Administrative Expense ratio improved by
140 basis points compared with 2013. Administrative expenses
do not include premium taxes, the health insurer fee and other
ACA-related fees.

We are pleased that we were able to achieve this improve-
ment even before we begin the implementation of our new
Cognizant agreement.

Our operating cash flow in 2014 benefited from our rapid
enrollment and revenue growth in 2014, and includes the impact
of new risk-sharing arrangements.

Days claims payable (DCP) increased by more than 5o percent
in 2014, reaching 61.2 days. Adjusted DCP!was 77.2 days in 2014,
also a substantial increase over the comparable 2013 amount.
DCP and adjusted DCP rose primarily because of higher claims
reserves, a positive reflection of our rapid enrollment growth
and the impact of the ACA reinsurance program.

With our overall strong financial performance as a backdrop,
in 2014 we repurchased 3 million shares of our common stock
for $137.8 million at an average price of $45.92 per share.

Medicaid

The most compelling growth in 2014 came from our Medicaid
health plans, primarily from the expansion of Medicaid
eligibility to those from households with incomes up to

133 percent of the Federal Poverty Level. Medicaid expansion
is one of the central features of the ACA.

Medicaid enrollment grew by 5o percent in 2014 as we added
approximately 560,000 new members in California and
Arizona. In 2014, Medicaid premium revenues climbed by
approximately 96 percent to approximately $4.8 billion. In
the fourth quarter of 2014, Health Net's Medicaid premium
revenues exceeded our commercial premium revenues for
the first time in the company’s history.

Medicaid expansion wasn't the sole source of growth, however.
More than one-third of 2014’s enrollment growth came from
traditional members who qualify for the Temporary Assistance
to Needy Families (TANF) program.

Lastly on Medicaid, the balance of our state settlement account
at the end of 2014 was in a $53.4 million surplus position. This
surplus results in no receivable or payable as of December 31,
2014—consistent with the terms of the agreement.

'See page 73 of the December 31, 2014 Annual Report on Form 10-K for a reconciliation of this information to the comparable GAAP financial measure.
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Commercial

Let's now turn to the commercial market where our
participation in the new ACA exchanges helped transform
Health Net’s position in both the individual market and the
commercial market as a whole.

In 2014, we more than doubled our individual commercial
enrollment in the Western Region, ending the year with
332,000 individual members. At December 31, 2014,
approximately 82 percent of these members were enrolled
through the Arizona and California exchanges, with the
balance in off-exchange plans.

Approximately 65 percent of our total exchange membership
is in subsidized Silver plans, consistent with our exchange
strategy. We believe these plans are among the most
affordable on the exchanges.

We continue to see greater participation in our tailored network
plans. In these plans, we closely partner with those providers
who share our commitment to quality and affordability. Tailored
network plans played an essential role in our success on the
exchanges. Overall, at the end of 2014, approximately 5o percent
of our commercial members were in tailored network products
compared with 37.5 percent at the end of 2013.

Our exchange success drove overall commercial enrollment
higher by approximately 10 percent in 2014, despite declines
in our group business. Commercial premium revenues rose
approximately 5 percent in 2014 to $5.4 billion.

The commercial MCR in 2014 was 260 basis points better than
in 2013. We believe this was due to the health insurer fee driving
premium revenue higher and our enrollment growth coming
from the individual exchanges, where MCRs are lower than
our overall commercial average.



Medicare

In 2014, Medicare Advantage enrollment rose approximately
13 percent, driving Medicare premium revenues higher by
9.8 percent.

The Medicare MCR was go basis points higher in 2014
compared with 2013, primarily as a result of rate pressure
and higher fourth quarter utilization due to an early flu
season and higher utilization among members in plans we
decided to discontinue for 2015,

Dual Eligibles

The launch of our participation in the dual eligibles
demonstration programs in Los Angeles and San Diego
counties went well, but we ended 2014 with enrollment at
approximately 16,000 members—below our expectations.
Dual eligibles revenues for 2014 were $117.g9 million.

Dual eligible members, or those who receive benefits from both
Medicare and Medicaid, were passively enrolled in San Diego
County beginning in May and in Los Angeles County beginning
in July. Prospective members have the choice to opt out of the
demonstrations. If they opt out, managed care health plans,
including Health Net, may provide such enrollees with
benefits, including Long-Term Services and Supports (LTSS).
At the end of 2014, approximately 70,000 of Health Net's
Medicaid members were receiving incremental LTSS benefits.

The opt-out rates were higher than expected. Many parties—
health plans, providers and relevant government entities—
involved in managing and funding these demonstrations are
working to find solutions to help reduce these opt-out rates
in the future.

Government Contracts
Government Contracts revenue rose by approximately
6 percent in 2014 to approximately s604 million.

“As we look back at 2014,

we are gratified that we
met the many challenges
presented by the remarkable
growth we experienced”

Jay M. Gellert

Profitability declined due to an adjustment to health care
cost trend incentive and start-up costs related to new work
for the Department of Veterans Affairs (VA).

We believe our current work with VA could produce significant
new business opportunities in the future.

CONCLUSION

As we look back at 2014, we are gratified that we met the
many challenges presented by the remarkable growth we
experienced.

We also are mindful of the challenges that remain. We are
determined to become more efficient to ensure that we can

compete effectively in the years ahead.

We know we must continue to meet the expectations of all
our members for quality and affordable care.

Lastly, we must continue to meet our obligations to you,
our stockholders, to strive to increase stockholder value by

staying true to our mission.

Thank you for your support. Let’s all look forward, with
confidence, to more success in 2015 and beyond.

Qe Nl oot

Jay M. Gellert
President and Chief Executive Officer

March 25, 2015



Left toright, standing: Douglas M. Mancino, Frederick C. Yeager, Vicki B. Escarra, Jay M. Gellert, Theodore F. Craver, Jr,
Patrick Foley, Bruce G. Willison. Left to right, seated: Gale S. Fitzgerald, Roger F. Greaves, Mary Anne Citrino.

HEALTH NET, INC. BOARD OF DIRECTORS*

Mary Anne Citrino3*
Senior Managing
Director

The Blackstone Group

Jay M. Gellert
President and Chief
Executive Officer
Health Net, Inc.

HEALTH NET, INC. EXECUTIVE OFFICERS*

Jay M. Gellert
President and Chief
Executive Officer

Steven J. Sell
President, Western
Region Health Plan

Theodore F. Craver, Jr.!?
Chairman, President and
Chief Executive Officer
Edison International

Roger F. Greaves
Chairman of the Board
Health Net, Inc.

Former Co-Chairman of
the Board of Directors,
Co-President and
Co-Chief Executive
Officer

Health Systems
International, Inc.

Angelee F. Bouchard
Senior Vice President,
General Counsel and
Secretary

Steven D. Tough
President, Government
Programs

Vicki B. Escarra?®?
Chief Executive Officer
Opportunity
International

Douglas M. Mancino!?
Partner
Seyfarth Shaw LLP

Juanell Hefner
Chief Administration
Officer

James E. Woys
Executive Vice
President, Chief
Financial and Operating
Officer and Interim
Treasurer

Gale S. Fitzgerald '
Former Chair and Chief
Executive Officer
Computer Task

Group, Inc.

Bruce G. Willison>*
Dean Emeritus

UCLA Anderson School
of Management

ScottD. Law
Health Care Services
Officer

Patrick Foley??
Former Chairman,
President and Chief
Executive Officer
DHL Airways, Inc.

Frederick C. Yeager!'*
Former Senior Vice
President, Finance
Time Warner, Inc.

BOARD COMMITTEES:

Audit Committee
Governance Committee

Compensation Committee

S~ W N

Finance Committee

Karin D. Mayhew
Senior Vice President,
Organization
Effectiveness

*as of December 31, 2014



2014 10-K



UNITED STATES
SECURITIES AND EXCHANGE COMMISSION

WASHINGTON, DC 20549

FORM 10-K

(Mark One)
ANNUAL REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES EXCHANGE ACT OF
1934

For the fiscal year ended December 31, 2014

[0 TRANSITION REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES EXCHANGE ACT
OF 1934
For the transition period from to
Commission File Number: 1-12718

HEALTH NET, INC.

(Exact Name of Registrant as Specified in Its Charter)

Delaware 95-4288333

(State or Other Jurisdiction (I.R.S. Employer
of Incorporation or Organization) Identification No.)

21650 Oxnard Street, Woodland Hills, CA 91367
(Address of Principal Executive Offices) (Zip Code)

Registrant’s Telephone Number, Including Area Code: (818) 676-6000
Securities Registered Pursuant to Section 12(b) of the Act:

Title of each class Name of each exchange on which registered
Common Stock, $.001 par value The New York Stock Exchange

Rights to Purchase Series A Junior Participating Preferred Stock The New York Stock Exchange
Securities Registered Pursuant to Section 12(g) of the Act: None

Indicate by check mark whether the registrant is a well-known seasoned issuer, as defined in Rule 405 of the Securities
Act.  Yes No O

Indicate by check mark whether the registrant is not required to file reports pursuant to Section 13 or Section 15(d) of the
Act. Yes O No

Indicate by check mark whether the registrant: (1) has filed all reports required to be filed by Section 13 or 15(d) of the Securities
Exchange Act of 1934 during the preceding 12 months (or for such shorter period that the registrant was required to file such reports), and
(2) has been subject to such filing requirements for the past 90 days. Yes No O

Indicate by check mark whether the registrant has submitted electronically and posted on its corporate Web site, if any, every
Interactive Data File required to be submitted and posted pursuant to Rule 405 of Regulation S-T (§ 232.405 of this chapter) during the
preceding 12 months (or for such shorter period that the registrant was required to submit and post such files). Yes No O

Indicate by check mark if disclosure of delinquent filers pursuant to Item 405 of Regulation S-K is not contained herein, and will not
be contained, to the best of registrant’s knowledge, in definitive proxy or information statements incorporated by reference in Part III of
this Form 10-K or any amendment to this Form 10-K.

Indicate by check mark whether the registrant is a large accelerated filer, an accelerated filer, a non-accelerated filer, or a smaller
reporting company. See the definitions of “large accelerated filer,” “accelerated filer” and “smaller reporting company” in Rule 12b-2 of
the Exchange Act. (Check one):

Large accelerated filer [0 Accelerated filer [0 Non-accelerated filer O Smaller reporting company

(Do not check if a smaller reporting company)

Indicate by check mark whether the registrant is a shell company (as defined in Rule 12b-2 of the Exchange Act). Yes O No

The aggregate market value of the voting stock held by non-affiliates of the registrant as of June 30, 2014 was $3,265,069,381
(which represents 78,600,611 shares of Common Stock held by such non-affiliates multiplied by $41.54, the closing sales price of such
stock on the New York Stock Exchange on June 30, 2014).

The number of shares outstanding of the registrant’s Common Stock as of February 23, 2015 was 76,903,375 (excluding 76,238,167
shares held as treasury stock).

Documents Incorporated By Reference

Part III of this Form 10-K incorporates by reference certain information from the registrant’s definitive proxy statement for its 2015
Annual Meeting of Stockholders to be filed with the Securities and Exchange Commission within 120 days after the close of the year
ended December 31, 2014.




HEALTH NET, INC.

INDEX TO FORM 10-K
Page

PART L.

TEETI T BUSINESS ..ttt ettt ettt et et b bt e bt eb e bt s bt st b et nt et et et et ennennene 1
GBICTAL. ...ttt ettt ettt h etttk etk et h ekt b et s a et ettt ettt e et 1
SegmeEnt INFOTMATION ......oiuiiiiitiiiet ettt ettt e e et e e e eae e et et e sbe et e sbeeneesbeeneens 1
Provider RelationShips .......couioiririiniiieiecetcc ettt et s 12
Additional Information Concerning OUr BUSINESS .........cccuervieieriieiieniieieniesteseesieseesresesesseesesseessesseesenns 13
GOVErNMENt REGUIALION ............ouoveeveeeeeeeeeeeeeeeeeee e s e naeneneas 17
INtEIlECtUAL PTOPETLY .....coveiuiiiiiieietctet ettt ettt ettt b et eb e sb st s ae bbb eeneen 22
ENIPIOYEES ....cuviiietieiieitet ettt ettt ettt et e s teesbesteesbeeteesbe e st e s s eess e seesseeaeenseeaeesbeeseesbeessebeess e reensenreensens 22
Dependence UPOn CUSTOMIGTS ... ..c.ueeuteiieeieieeierieeterteeteeteeteetee e eseeteeueeneeeaeesseeaeesaeensesseesesseenseeseenseeneenes 22
Shareholder RIGHES PLan.......c..ccueiiiiiiiiiiiiis ettt ettt enene 22
Potential AcquiSitions and DIVESITUIES .........ccvevieriiiierieiieiteetesteete st eeeseesteseesaesseessesssesseessasseessasseessenns 23

Ttem TA——RISK FACTOTS ...cuetititiieieieieeetetee ettt ettt st sttt se et 23

Item 1B—Unresolved Staff COMIMENS. .......c.cccuriririiirirtinerest ettt ettt sttt eneene 56

THEIM 2——PTOPEIHIES...........veeeeeeeeeeeeeeeeee e e e s s e s s e e ee s eee e s e e sssee s e s s s ensssenessesesseneseenessenens 56

Ttem 3—L @Al PrOCEEAINGS .....cueiiuieiieeieie ettt ettt ettt et s bt et et et s be et e s be e e eseenbeeneenee 56

Item 4—Mine Safety DISCIOSUIES. ......cc.couiiiiiiiiiirineiteetese sttt ettt ettt sttt e bt ne e ennene 58

PART II.

Item 5—Market For Registrant’s Common Equity, Related Stockholder Matters and Issuer Purchases

OF EQUILY SECULITIES. .. ..vevvevvevevevevetetetete ettt ettt ettt ettt ettt et ettt et e b et e s et et e s et et et et et etesesesese s et eseseseseseseseseans 59

Item 6—Selected FINancial DAta...........ooieieiieiiiieie ettt sttt e e s e e e st eseeneenes 63

Item 7—Management’s Discussion and Analysis of Financial Condition and Results of Operations............... 65

Item 7A—Quantitative and Qualitative Disclosures About Market RisK...........cccocovveeviiiinieiiiniciecicieeeene 101

Item 8—Financial Statements and Supplementary Data..............cccevieiieienieieni e 102

Item 9—Changes in and Disagreements with Accountants on Accounting and Financial Disclosure............... 102

Item 9A—Controls and ProCeAUIES.........c.coeirieiriiiiiiiitieieee ettt ettt 102

[tem 9B—Other INfOrmMation ..........cc.ieiiiiiiiii ettt ettt e ae et etesee e e eseeseeneenes 105

PART III.

Item 10—Directors, Executive Officers of the Registrant and Corporate GOVernance............ccoceeeverueevveneenenne 106

[tem 11—EXecutive COMPENSALION. ... ..eiuieieriieierteeiestteteeteete et te e ete e e esee st esee st eneesseeneesaeensesseensesseensesseenseeneenes 106

Item 12—Security Ownership of Certain Beneficial Owners and Management and Related Stockholder

IVBEEETS ...ttt 106

Item 13—Certain Relationships and Related Transactions, and Director Independence.............ccccevevvenieneenene. 106

Item 14—Principal Accountant Fees and SerVICES ........ccceiiriiiiiiiiieiieiee ettt 106

PART IV.

Item 15—Exhibits and Financial Statement Schedule ............ccoooiiiiiiniieiiee e 107

SIGINATURES ... .ottt ettt ettt e et e et e e st e st e etesseesae st ensesseeasesseenseeseenseeseanseeseanseensenseensenses 108

Index to Consolidated Financial StatemMENnts ...........cecceeririririninienienietct ettt st F-1

Report of Independent Registered Public Accounting FirM............cccueeieviieieriiiieniiiiee e F-2

SUPPIEMENAl SCREAUIE ..o en e neenennens F-63



PART1

Item 1. Business.

General

We are a publicly traded managed care organization that delivers managed health care services through health
plans and government-sponsored managed care plans. Our mission is to help people be healthy, secure and comfortable.
In this Annual Report on Form 10-K, unless the context otherwise requires, the terms “Company,” “Health Net,” “we,”
“us,” and “our” refer to Health Net, Inc. and its subsidiaries. We provide and administer health benefits to
approximately 6.0 million individuals across the country through group, individual, Medicare (including the Medicare
prescription drug benefit commonly referred to as "Part D), Medicaid, dual eligible, U.S. Department of Defense
(“Department of Defense” or “DoD”), including TRICARE, and U.S. Department of Veterans Affairs programs.
Through our subsidiaries, we also offer behavioral health, substance abuse and employee assistance programs, managed
health care products related to prescription drugs, managed health care product coordination for multi-region
employers, and administrative services for medical groups and self-funded benefits programs.

We were incorporated in 1990. Our current operations are the result of the April 1, 1997 merger transaction (the
"FHS Combination") involving Health Systems International, Inc. ("HSI") and Foundation Health Corporation. We
changed our name to Health Net, Inc. in November 2000. Prior to the FHS Combination, we were the successor to the
business conducted by Health Net of California, Inc., now our HMO subsidiary in California, and HMO and PPO
networks operated by QualMed, Inc., which combined with us in 1994 to create HSI.

Our executive offices are located at 21650 Oxnard Street, Woodland Hills, California 91367, and our Internet
website address is www.healthnet.com.

We make available free of charge on or through our Internet web site, www. healthnet.com, our Annual Report on
Form 10-K, Quarterly Reports on Form 10-Q and Current Reports on Form 8-K and all amendments to those reports
filed or furnished pursuant to Section 13(a) or Section 15(d) of the Securities Exchange Act of 1934, as amended (the
“Exchange Act”) as soon as reasonably practicable after we electronically file such material with, or furnish it to, the
Securities and Exchange Commission (“SEC”). Such materials also are available free of charge on the SEC website,
www.sec.gov. Copies of our Corporate Governance Guidelines, Code of Business Conduct and Ethics, Director
Independence Standards and charters for the Audit Committee, Compensation Committee, Governance Committee and
Finance Committee of our Board of Directors also are available on our Internet website. We will provide electronic or
paper copies free of charge upon request. Please direct your written request to Investor Relations, Health Net, Inc.,
21650 Oxnard Street, Woodland Hills, California 91367, or contact Investor Relations by telephone at (818) 676-6000.
We have included our and the SEC’s Internet website addresses throughout this Annual Report on Form 10-K as textual
references only. The information contained on these websites is not incorporated into this Annual Report on Form 10-K.

Our transfer agent, Wells Fargo, can help you with a variety of sharecholder-related services, including change of
address, lost stock certificates, transfer of stock to another person and other administrative services. You can write to
our transfer agent at: Wells Fargo Sharcowner Services, P.O. Box 64854, St. Paul, Minnesota 55164-0854, email
stocktransfer@wellsfargo.com, or telephone (800) 468-9716 or (651) 450-4064.

Segment Information

Our reportable segments for 2014 are comprised of Western Region Operations and Government Contracts.
Effective January 1, 2013, our Divested Operations and Services was closed out after completion of transition and run-
out activities related to our sold businesses as discussed below. For additional financial information regarding our
reportable segments, see “—Results of Operations” in “Item 7. Management’s Discussion and Analysis of Financial
Condition and Results of Operations” and Note 14 to our consolidated financial statements included as part of this
Annual Report on Form 10-K.

Western Region Operations Segment

Our Western Region Operations segment includes the operations of our commercial, Medicare and Medicaid
health plans as well as the operations of our health and life insurance companies and certain operations of our
behavioral health and pharmaceutical services subsidiaries, primarily in Arizona, California, Oregon and Washington.
As of December 31, 2014, we had approximately 3.2 million risk members in our Western Region Operations segment.



Managed Health Care Operations

We offer a full spectrum of managed health care products and services. Our strategy is to create affordable and
tailored customer solutions by (i) seeking to provide product offerings that both anticipate and respond to current and
emerging market demands; (ii) pursuing innovative provider relationships that effectively manage the cost of care; and
(iii) building alliances with other stakeholders in the health care system to identify and implement changes to help
improve the quality and accessibility of the health care system. The pricing of our products is designed to reflect the
varying costs of health care based on the benefit alternatives in our products. Our health plans offer members coverage
for a wide range of health care services including ambulatory and outpatient physician care, hospital care, pharmacy
services, behavioral health and ancillary diagnostic and therapeutic services. Our health plans include a matrix package,
which allows employers and members to select their desired coverage from a variety of alternatives. Our principal
commercial health care products are as follows:

*  HMO Plans: Our health maintenance organization or HMO plans offer comprehensive benefits generally
for a fixed fee or premium that does not vary with the extent or frequency of medical services actually
received by the member. We offer HMO plans with differing benefit designs and varying levels of co-
payments at different premium rates. These plans are offered generally through contracts with participating
network physicians, hospitals and other providers. When an individual enrolls in one of our HMO plans, he
or she selects a primary care physician (“PCP”) from among the physicians participating in our network.
PCPs generally are family practitioners, general practitioners or pediatricians who provide necessary
preventive and primary medical care, and are generally responsible for coordinating other necessary health
care services, including making referrals to participating network specialists. In California, participating
providers are typically contracted through medical groups and independent physician associations. In those
cases, enrollees in HMO plans are generally required to secure specialty professional services from
physicians in the group, as long as such services are available from group physicians. A significant majority
of our California membership is in HMO plans.

*  PPO Plans: Our preferred provider organization or PPO plans offer coverage for services received from
any health care provider, with benefits generally paid at a higher level when care is received from a
participating network provider. Coverage typically is subject to deductibles and co-payments or
coinsurance.

*  POS and EOA Plans: Our point of service or POS plans and our elect open access or EOA plans blend the
characteristics of HMO, PPO and indemnity plans. Members can have comprehensive HMO-style benefits
for services received from participating network providers with lower copayments (particularly within the
medical group), but also have coverage, generally at higher copayment or coinsurance levels or with
coverage limitations, for services received outside the network.

*  EPO Plans and HSP: Our Exclusive Provider Organization or EPO plans and Healthcare Service Plans or
HSP similarly blend elements of traditional HMO and PPO plans. Referrals are not required for in-network
specialty care, but there are no out of network benefits other than emergency care. In some, but not all,
plans members select a PCP that coordinates most care.

The Patient Protection and Affordable Care Act and the Health Care and Education Reconciliation Act of 2010
(collectively, the “ACA”) has altered and continues to alter the dynamics of the health care insurance industry. The
breadth and scope of these changes have presented us with a number of new and substantial business opportunities as
well as a number of strategic and operational challenges. Among other things, the ACA required the modification of
existing commercial products and the development of new products beginning with the 2014 benefit year. In response,
we developed new health plans both for the ACA’s individual health insurance exchanges and for off-exchange use that
met the ACA’s essential health benefits standard and other requirements. These products incorporated new cost sharing
features as required by the ACA. Whether sold through the exchange or off-exchange, these products also had to meet
the requirements of four “metal” tiers-Bronze, Silver, Gold and Platinum. Plans offered in each tier have to achieve a
prescribed actuarial value. On the exchanges we must offer at least one silver and one gold product. We also offer
catastrophic plans. For additional information on the exchanges, see "—Western Region Exchanges."

In recent years, the health care industry has seen a renewed interest in the managed care model. The evolving
health care landscape, including the changes presented by the ACA and related state initiatives and regulations, have,
among other things, resulted in increased popularity of health care delivery systems that focus on coordination of care
and cost management, particularly through the use of fixed payment models, otherwise referred to as capitation. A
recent example is California’s Coordinated Care Initiative, or “CCIL,” which required that California Medicaid (“Medi-
Cal”) beneficiaries in the participating CCI counties receive their benefits from managed care health plans. For
additional information on the CCI, see "—California Coordinated Care Initiative."
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In addition, we believe that economic pressures have caused customers (both individuals and employer groups)
increasingly to make health insurance purchasing decisions based on “value versus choice.” We believe that many
customers are choosing health plans that offer better financial value over health plans that may offer broader networks
that require higher premiums. We have developed and are selling products using tailored networks to meet this need.
These tailored network products use dedicated provider networks that share our commitment to quality health care and
affordability. These products also incorporate benefit levels that help ensure our members have access to the care they
need.

We offer tailored network HMO, EPO or HSP products throughout our Western Region Operations segment.
These products are structured in a variety of ways. They may include a tiered provider option, be organized in
conjunction with a strategic provider partner or be created specifically for particular populations and geographically
proximate networks. For example, our HMO CommunityCare®™ product offers a network of HMO doctors, specialists
and hospitals designed to meet the unique needs of the individual exchange markets. Our Salud Con Health Net™™
product line is a suite of affordable plans developed for the Latino community. In addition, we have developed tailored
network products with strategic provider partners in California, Arizona, Oregon and Washington, and we have
developed customized products for large employer groups with a large geographic distribution within a particular state.
We believe our strength in tailored network products has been an important factor in the enrollment growth that we
experienced in 2014 in both our on-exchange and off-exchange HMO, EPO or HSP plans that utilize tailored networks.

We assume both underwriting and administrative expense risk in return for the premium revenue we receive from
our HMO, POS, PPO/EOA and HSP products. In California, under a capitation payment model, we pay a provider
group a fixed amount per member on a regular basis, usually monthly, and the provider group accepts the risk of the
frequency and cost of member utilization of professional services. We believe that capitation payment models
incentivize providers to focus more on preventive care and cost management. Under these payment models, we believe
members are more likely to receive a comprehensive array of appropriate and timely preventive services than in fee-
for-service models, thereby helping to improve members’ health, reduce the need for more costly acute care
interventions and, in so doing, lower the rate of growth of health care costs. With its focus on improving patient care
through shared risk amongst providers and health insurers, the capitation payment model shares certain similarities with
the Accountable Care Organization (“ACO”) model that is one of the ACA’s primary initiatives for improving the
quality and efficiency of health care delivery systems. See “—Provider Relationships” for additional information about
our capitation fee arrangements and “Item 1A. Risk Factors-If we fail to develop and maintain satisfactory relationships
on competitive terms with the hospitals, provider groups and other providers that provide services to our members, our
profitability could be adversely affected” for additional information on the challenges we face with providers in the
changing health care environment. As of December 31, 2014, approximately 67% of our California commercial
membership was enrolled in capitated medical groups. In addition, approximately 70% of our Medicare, 73% of our
Medicaid and all of our dual eligibles businesses are linked to capitated provider groups.

As of December 31, 2014, 63% of our commercial members in our Western Region Operations segment were
covered by conventional HMO products, 34% were covered by POS and PPO products, and 3% were covered by other
related products.

Membership in our tailored network products was approximately 50% of total commercial membership as of
December 31, 2014, compared with 38% as of December 31, 2013. As of December 31, 2014, approximately 64% of
our California commercial capitated membership was enrolled in tailored network products.

The following table contains membership information relating to our commercial large group (generally defined
as an employer group with more than 50 employees) members, commercial small group (defined as employer groups
with 2 to 50 employees) members, commercial individual members, Medicare Advantage members, Medicaid
members, and dual eligibles members as of December 31, 2014 (our Medicare, Medicaid and dual eligibles businesses
are discussed below under “—Medicare Products,” “—Medicaid and Related Products” and “—California Coordinated
Care Initiative," respectively):

CommMercial—Large GIOUP...........oooveveveeeereeeeeeeeeeeeeeeeeseeeeseesee e eesesseseesses s 546,523 (a)
Commercial—Small GIOUP.......cc.ceceririireririnienienieteeteeeteeee e 313,073 (b)
Commercial—Individual.........c..cccoeiiniiniiiniiniceeeeeeeenn 332,082 (c)
Medicare AAVANTAZE..............oveveevreeeeeeeeeeeeeeeeeesee e 274,781
1Y) T o7 o U 1,675,801
DUAL EIZIDIES ..oouvieiiiiieeiicieeieeee ettt be et sae e sreenaesnees 16,426



(a) Includes 360,901 HMO members, 92,849 POS members, 58,802 PPO members, 9,461 EPO members and 24,510
members in other related products.

(b) Includes 153,299 HMO members, 21,021 POS members, 137,717 PPO members and 1,036 EPO members.

(¢) Includes 233,696 HMO members, 2,842 POS members, 95,521 PPO members, and 23 EPO members.

As of December 31, 2014, our total membership was comprised of approximately 38% commercial, 8% Medicare
Advantage, 53% Medicaid, and 1% dual eligibles. As of December 31, 2014, our commercial enrollment was
comprised of approximately 46% large group, 26% small group and 28% individual accounts. Our membership in
individual accounts increased from 11% of our commercial enrollment as of December 31, 2013, driven in large part by
membership increases in the health insurance exchanges, which are further described below under the heading “—
Western Region Exchanges.”

The following table sets forth certain information regarding our employer groups in the commercial managed care
operations of our Western Region Operations segment as of December 31, 2014:

NUMDbET Of EMPIOYET GTOUPS ..ottt 27,965
Largest Employer Group as % of commercial enrollment................coeveverervererrinierenrnnennnnn. 9.0%
10 largest Employer Groups as % of commercial enrollment............ccocoeeeeeernniceernencncennnnn. 21.4%

Detailed membership information regarding our health plan operations in Arizona, California, Oregon and
Washington health plans is set forth below. See “Item 7. Management's Discussion and Analysis of Financial Condition
and Results of Operations—Results of Operations—Western Region Operations Reportable Segment—Western Region
Operations Segment Membership” for a discussion on changes in our membership levels during 2014.

Arizona. Our Arizona health plan operations are conducted by our subsidiaries, Health Net of Arizona, Inc.,
Health Net Access, Inc. and Health Net Life Insurance Company (“HNL”). Our commercial membership in Arizona
was 178,064 including 60,743 tailored network members, as of December 31, 2014. Our Medicare Advantage
membership in Arizona was 45,873 as of December 31, 2014. Our Medicaid membership in Arizona was 80,913 as of
December 31, 2014.

California. In California, our health plan operations are conducted by our subsidiaries Health Net of California,
Inc. (“HN California”), Health Net Community Solutions, Inc. (“HNCS”), and HNL. HN California, our California
HMO for commercial and Medicare Advantage programs, and HNCS, our California HMO for Medicaid programs,
together constitute one of the largest HMOs in California as measured by total membership and together have one of the
largest provider networks in California. Our commercial membership in California as of December 31, 2014 was
957,495, including 523,890 tailored network members. Our Medicare Advantage membership in California as of
December 31, 2014 was 172,554. Our Medicaid membership in California as of December 31, 2014 was 1,594,888
members. Our dual eligibles membership in California as of December 31, 2014 was 16,426 members.

Northwest. The Northwest includes our Oregon and Washington health plan operations, which are conducted by
our subsidiaries, Health Net Health Plan of Oregon, Inc. (“HNOR”) and HNL. Our commercial membership in Oregon
was 47,646 including 8,240 tailored network members, as of December 31, 2014. Our commercial membership in
Washington was 8,473 as of December 31, 2014. Our Medicare Advantage membership in Oregon and Washington was
56,354 as of December 31, 2014. We did not have any Medicaid members in Oregon or Washington as of December 31,
2014.

Medicaid and Related Products

We are one of the two largest Medicaid managed care health plans in California based on membership as of
December 31, 2014. We experienced significant growth in our Medicaid business during 2014, primarily the result of
Medicaid expansion under the ACA, which is discussed in further detail below under the heading “—Medicaid
Expansion and Recent State Legislation.” As of December 31, 2014, we had 1,594,888 members enrolled in Medi-Cal
and other California state health programs, and we had 80,913 Medicaid members enrolled in Arizona.

California

To enroll in our Medi-Cal products, an individual must be eligible for Medicaid benefits in accordance with
California's regulatory requirements. The State of California's Department of Health Care Services (“DHCS”) pays us a
monthly fee for the coverage of our Medicaid members. The monthly fee is based on prepaid payment rates that are
required by federal law to be actuarially sound, and ultimately determined by the State. The State considers a
combination of various factors in setting these rates, including, without limitation, geographic area, a member's health
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status, age, gender, county or region, benefit mix and member eligibility category. See “Item 7. Management's
Discussion and Analysis of Financial Condition and Results of Operations—Results of Operations—Western Region
Operations Reportable Segment—Western Region Operations Segment Membership” for detailed information
regarding our Medicaid enrollment.

Medi-Cal is a public health insurance program that provides health care services for low-income individuals
residing in California, and is financed by the state of California and the federal government. As of December 31, 2014,
through HNCS, we had Medi-Cal operations in 12 California counties: Fresno, Kern, Kings, Los Angeles, Madera,
Riverside, Sacramento, San Bernardino, San Diego, San Joaquin, Stanislaus and Tulare. We are the sole commercial
plan contractor with DHCS to provide Medi-Cal services in Los Angeles County, California. As of December 31, 2014,
848,898 of our Medi-Cal members resided in Los Angeles County, representing approximately 53% of our Medi-Cal
membership.

In November 2012, we entered into a state-sponsored health plans rate settlement agreement (the "Agreement")
with DHCS to settle certain rate disputes related to prior years. Under the Agreement, DHCS agreed, among other
things, to the extension of all of our Medi-Cal managed care contracts existing on the date of the Agreement, including
our contract with DHCS to provide Medi-Cal services in Los Angeles County, for an additional five years from their
existing expiration dates. As a result, our agreement to provide Medi-Cal services in Los Angeles County is currently
scheduled to expire by its terms on March 31, 2019. The Agreement also established an account to track retrospective
premium adjustments on all of our state-sponsored health care programs, including Medi-Cal, which includes our
seniors and persons with disabilities population—also referred to as the aged, blind and disabled (“SPDs”), our
participation in the dual eligibles demonstration portion of the CCI that began in April 2014 and Medi-Cal expansion
populations (our “state-sponsored health care programs”) that also began in 2014. These retrospective premium
adjustments are designed to help maintain minimum pretax margins with respect to our Medi-Cal operations. For
additional information on the Agreement, see Note 2 to our consolidated financial statements, under the heading
"Health Plan Services Revenue Recognition," to our consolidated financial statements included as part of this Annual
Report on Form 10-K.

Arizona

In March 2013, we were awarded a contract by the Arizona Health Care Cost Containment System ("AHCCCS")
to administer Medicaid benefits in Maricopa County, Arizona, beginning on October 1, 2013. AHCCCS uses federal,
state and county funds to provide health care coverage to the State’s acute and long-term care Medicaid populations,
low income groups and small businesses. Since 1982, when it became the first statewide Medicaid managed care
system in the nation, AHCCCS has operated under a federal Section 1115 Medicaid waiver authority that allows for the
operation of a total managed care model. AHCCCS contracts for acute care services in seven geographic service areas
that include 15 Arizona counties. Our contract for Maricopa County has an initial term of three years with two
additional one-year extensions. In accordance with AHCCCS contractual requirements, we established a subsidiary,
Health Net Access, Inc., whose sole activity is to perform the obligations under the AHCCCS contract.

AHCCCS makes monthly prospective capitation payments to contracted health plans responsible for the delivery
of care to members. As with our monthly fee under Medi-Cal, the monthly fee is based on prepaid payment rates that
are required by federal law to be actuarially sound, and ultimately determined by the State. The State considers a
combination of various factors in setting these rates, including, without limitation, geographic area, a member's health
status, age, gender, county or region, benefit mix and member eligibility category.

Medicaid Expansion and Recent State Legislation

In connection with the ACA, the federal government extended funds to those states that opted to expand
Medicaid eligibility from a pool that included residents with incomes up to 100% of the federal poverty level (“FPL”)
to an expanded pool of residents with incomes up to 133% of the FPL. Both Arizona and California are amongst the
states that have opted into this “Medicaid expansion,” which has increased and is expected to continue to increase our
Medicaid membership.

California also recently enacted a bill under which DHCS expanded the list of benefits that we are required to
provide to our Medi-Cal population. Under this legislation, which became effective as of January 1, 2014, we began
administering certain mental health outpatient benefits to all our Medi-Cal members, including those newly eligible as a
result of Medicaid expansion, and closely coordinating mental health and substance abuse services activities with
county mental health departments.



California Coordinated Care Initiative

In 2012, the California legislature enacted the Coordinated Care Initiative, or “CCIL.” The stated purpose of the
CCl is to provide a more efficient health care delivery system and improved coordination of care to individuals that are
fully eligible for Medicare and Medi-Cal benefits, or "dual eligibles," as well as to all Medi-Cal only beneficiaries who
rely on long-term services and supports, or “LTSS,” which includes institutional long-term care and home and
community-based services and other support services.

In participating counties, the CCI established a voluntary “dual eligibles demonstration,” also referred to as the
“Cal MediConnect” program, to coordinate medical, behavioral health, long-term institutional, and home- and
community-based services for dual eligibles through a single health plan, and requires that all Medi-Cal beneficiaries in
participating counties join a Medi-Cal managed care health plan to receive their Medi-Cal benefits, including LTSS.
The DHCS selected eight counties to participate in the CCI, including Los Angeles and San Diego counties. On April 4,
2012, DHCS selected us to participate in the dual eligibles demonstration for both Los Angeles and San Diego counties.
In December 2013, HNCS entered into a three-way agreement with DHCS and CMS, which was subsequently amended
on January 13, 2014 (the “Cal MediConnect Contract”). Among other things, under the Cal MediConnect Contract we
have received and expect to continue to receive prospective blended capitated payments to provide coverage for dual
eligibles in Los Angeles and San Diego Counties.

In January 2014, CMS and DHCS informed us that based on its readiness assessments, we were able to enroll
members beginning April 1, 2014, and could begin marketing for the dual eligibles demonstration in accordance with
the guidelines and timeframes for Los Angeles and San Diego counties. Active enrollment in Los Angeles and San
Diego counties for the dual eligible demonstrations commenced on April 1, 2014, and is scheduled to conclude at the
end of 2017. During the active enrollment period, dual eligibles in Los Angeles County are able to either choose among
us, the local health plan initiative, or one of three other health plans for benefits under the dual eligibles demonstration.
On July 1, 2014, DHCS began automatically enrolling dual eligibles in Los Angeles County who have not selected a
health plan, which we refer to as “passive enrollment.” Dual eligibles also may choose to “opt out” of the demonstration
at any time. Such dual eligibles will then continue to receive Medicare services through either fee-for-service Medicare
or the Medicare Advantage program, but will receive Medi-Cal benefits through a managed care health plan as required
under the CCI. During the active enrollment period in San Diego County, dual eligibles are able to select to receive
benefits from any one of four health plan options, including us, or “opt out” of the demonstration. Passive enrollment in
San Diego County began on May 1, 2014. Based on our understanding of the passive enrollment methodology, we
estimate that Health Net will receive approximately 47% and 20-25% of the passively enrolled dual eligibles in Los
Angeles County and San Diego County, respectively. As of December 31, 2014, we had 16,426 dual eligibles members.

Health Net’s participation in the CCI, and the dual eligibles demonstration in particular, represents a significant
business opportunity for us, but is subject to a number of risks inherent in untested health care initiatives, particularly
those that involve new populations with limited cost experience. See “Item 1A. Risk Factors—Our participation in the
dual eligibles demonstration portion of the California Coordinated Care Initiative in Los Angeles and San Diego
Counties may prove to be unsuccessful for a number of reasons” for a discussion of some of the risks associated with
our participation in the CCI.

The managed care services provided by HNCS to enrollees under the Cal MediConnect Contract include
medical, prescription drug, LTSS, and behavioral health services. HNCS’s responsibilities under the Cal MediConnect
Contract also include providing traditional managed care services, including quality improvement, grievance and
appeals, provider network establishment, and utilization management functions. HNCS also performs care coordination,
case management services and health risk assessments, and develops individualized care plans for enrollees. We have
developed our model for managing LTSS, building on our internal expertise and utilizing expert vendor resources to
fulfill certain functions, including the risk stratification and health risk assessment (HRA) services required under the
program. We have also developed our provider network for LTSS, including contracting with and training a variety of
ancillary providers and capitated provider groups with a demonstrated capability for managing long-term care patients.

Compensation. Under the Cal MediConnect Contract, we are compensated on a capitated, prospective per-
member-per-month basis, subject to CMS and DHCS modification of the capitation rates, which are currently based on
the historical fee-for-service cost for providing care to dual eligibles. The Cal MediConnect Contract includes a risk
adjustment process that adjusts the capitation payment to HNCS based on the health characteristics of the enrollee
population, and includes risk corridor provisions that limit our upside financial gains and reduce our downside financial
risk. DHCS and CMS also withhold a portion of capitation payments pending and payable upon satisfaction of certain
pre-established quality standards. The financial performance of the Cal MediConnect Contract is included in the
calculation of the settlement account that was established pursuant to the terms of the Settlement Agreement entered



into by DHCS, HNCS and Health Net of California, Inc. on November 2, 2012, which is further discussed above under
the heading “—Western Region Operations Segment—Medicaid and Related Products.”

Term and Termination. Assuming that no party elects to terminate or not to renew the Cal MediConnect Contract,
the dual eligibles demonstration will continue through December 31, 2017. CMS or DHCS may immediately terminate
the Cal MediConnect Contract for various reasons, or may terminate for no reason with 180 days’ prior written notice.

Western Region Exchanges

The ACA required the establishment of state-run or federally facilitated “exchanges” where individuals and small
groups may purchase health coverage. California and Oregon received approval by the U.S. Department of Health and
Human Services (“HHS”) and began operating state-run exchanges in 2013. HHS operates the exchange in Arizona.

We currently participate as Qualified Health Plans ("QHPs") in the exchanges in California and Arizona. Open
enrollment for the coverage year beginning January 1, 2015 began on October 1, 2014 and ended on February 15, 2015.
Continued participation in these exchanges and future participation in any other exchanges in the states in which we
operate may be conditioned on the approval of the applicable state or federal government regulator, which could result
in the exclusion of some carriers from the exchanges. Certain factors to be considered for continued participation in the
exchanges may be subject to change. We believe the exchanges represent a significant commercial business opportunity
for us, and the growth we experienced through the first open enrollment period demonstrated that our tailored network
products are particularly well suited to the exchange environment as demonstrated by the 21% of market share we
acquired in the first year of the exchanges with 81% of that concentrated in our tailored network offerings as of
December 31, 2014. As of December 31, 2014, we had approximately 269,784 active individual members through the
California, Arizona and Oregon exchanges, including 182,962 in our Silver tier HMO product, CommunityCare*™.

We have made and are continuing to make significant efforts to design and implement a cohesive operational and
economic strategy with respect to the exchanges and the ACA’s other relevant provisions, including premium
stabilization provisions designed to apportion risk amongst insurers. Implementation of the exchanges remains ongoing,
as significant portions of the insurance market, including small business groups, are expected to enter the exchanges for
the first time in 2015. Moreover, in the second year of the exchanges, we expect that the marketplace will react to the
pricing data, information and other feedback that is and becomes available following the completion of the first year of
the exchanges. Accordingly, we will need to continue to monitor this market and remain nimble in our strategic
approach. This changing framework may alter the economics and structure of our participation in the exchanges, and if
we are not able to successfully adapt to any such changes in certain areas of our markets, our financial condition, cash
flows and results of operations may be adversely affected. For a discussion of the risks related to the exchanges, and the
state and federal government actions impacting the exchanges and the effect on our competitive landscape, see “Item
1A. Risk Factors—Federal health care reform legislation has had and will continue to have an adverse impact on the
costs of operating our business and a failure to successfully execute our operational and strategic initiatives with
respect thereto could adversely affect our business, cash flows, financial condition and results of operations,” and “—
Various health insurance reform proposals are also emerging at the state level, which could have an adverse impact on
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us.

In the Arizona individual market we offer HMO products in three counties and PPO plans statewide both through
the exchange and off- exchange. We offer HMO and PPO products to small business groups statewide both through the
exchange and off-exchange. We currently operate in 13 of 19 exchange rating regions in California in the individual
market, and in all 19 California exchange rating regions in the small business health options program (“SHOP”). In
Southern California, we offer HMO and HSP products in the individual market that collectively cover all metal tiers and
the catastrophic category level and offer PPO and EPO products that collectively cover all metal tiers in the SHOP.
Outside of Southern California, we offer EPO products in the individual market that cover all metal tiers and the
catastrophic category level and offer PPO and EPO products that collectively cover all metal tiers in the SHOP.

Medicare Products

We provide a wide range of Medicare products, including Medicare Advantage plans with and without
prescription drug coverage and Medicare supplement products that supplement traditional fee-for-service Medicare
coverage. Our subsidiaries have a number of contracts with the Centers for Medicare & Medicaid Services (“CMS”)
under the Medicare Advantage program authorized under Title XVIII of the Social Security Act of 1935, as amended.

Medicare Advantage Products

As of December 31, 2014, we were one of the nation's largest Medicare Advantage contractors based on
membership of 274,781 members. We contract with CMS under the Medicare Advantage program to provide Medicare
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Advantage products directly to Medicare beneficiaries and through employer and union groups. We provide or arrange
health care benefits for services normally covered by Medicare, plus a broad range of health care benefits for services
not covered by traditional Medicare, usually in exchange for a fixed monthly premium per member from CMS that
varies by the county in which the member resides, demographic factors of the member such as age, gender and
institutionalized status, and the health status of the member. Any benefits that are not covered by Medicare may result in
an additional monthly premium charged to the enrollee or through portions of payments received from CMS that may
be allocated to these benefits, according to CMS regulations and guidance. Many of our Medicare Advantage members
pay no monthly premium to us for these additional benefits.

Our portfolio of Medicare Advantage plans focuses on simplicity so that members can use benefits with minimal
paperwork and receive coverage that starts immediately upon enrollment. We also provide Medicare supplemental
coverage to 28,801 members as of December 31, 2014 through either individual Medicare supplement policies or
employer group sponsored coverage.

We provide Medicare Advantage plans in select counties in Arizona, California, Oregon and Washington, and
provide prescription drug benefits in most of our Medicare Advantage plan offerings. We also provide multiple types of
Medicare Advantage Special Needs Plans, including dual eligible Special Needs Plans (designed for low income
Medicare beneficiaries) in Arizona and California, chronic condition Special Needs Plans (designed for beneficiaries
with congestive heart failure and diabetes) in California, Oregon and Arizona. These plans provide access to additional
health care and prescription drug coverage.

CMS developed the Medicare Advantage Star Ratings system to help consumers choose among competing plans,
awarding between one and five stars to Medicare Advantage plans based on performance in certain measures of quality.
The Star Ratings are used by CMS to award quality bonus payments to Medicare Advantage plans. Beginning with the
2014 Star Rating (calculated in 2013), Medicare Advantage plans were required to achieve a minimum of 4 Stars to
qualify for a quality bonus payment in 2015. The methodology and measures included in the Star Ratings system can be
modified by CMS annually and Star Ratings thresholds are based on performance of Medicare Advantage plans
nationally.

For the 2015 Star rating (calculated in 2014 for the 2016 payment year), our California HMO and Oregon HMO
and PPO contracts with CMS were measured at 4.0 Stars, our Arizona HMO contract was measured at 3.5 Stars and our
California PPO contract was measured at 3.0 Stars. See "Item 1A. Risk Factors—Medicare programs represent a
significant portion of our business and are subject to risk" for additional information on our star ratings.

Indemnity Insurance Products

We offer insured PPO, EPO and indemnity products as “stand-alone” products and as part of multiple option
products in various markets. These products are offered by our health and life insurance subsidiaries, which are licensed
to sell insurance in 49 states and the District of Columbia. Through these subsidiaries, we also offer auxiliary non-
health products such as life, accidental death and dismemberment, dental, vision and behavioral health insurance. Our
health and life insurance products are provided throughout most of our service areas.

Other Specialty Services and Products

We offer pharmacy benefits, behavioral health, dental and vision products and services (mostly through strategic
relationships with third parties), as well as managed care products related to cost containment for hospitals, health plans
and other entities as part of our Western Region Operations segment.

Pharmacy Benefit Management

We provide pharmacy benefit management (“PBM”) services to Health Net members through our subsidiary,
Health Net Pharmaceutical Services (“HNPS”). As of December 31, 2014, HNPS provided integrated PBM services to
approximately 3.0 million Health Net members who have pharmacy benefits, including approximately 269,000 of our
Medicare members and approximately 16,000 of our dual eligibles members.

HNPS manages these benefits in an effort to achieve the highest quality outcomes at the lowest cost for Health
Net members. HNPS contracts with national health care providers, vendors, drug manufacturers and pharmacy
distribution networks (directly and indirectly through a third party vendor), oversees pharmacy claims and
administration, reviews and evaluates new FDA-approved drugs for safety and efficacy and manages data collection
efforts to facilitate our health plans' disease management programs. In addition, HNPS provides affiliated health plans
various services including development of benefit designs, cost and trend management, sales and marketing support,



and management delivery systems. HNPS outsources certain capital and labor-intensive functions of pharmacy benefit
management, such as claims processing, mail order services and pharmacy network services.

Behavioral Health

We administer and arrange for behavioral health benefits and services through our subsidiary, Managed Health
Network, Inc., and its subsidiaries (collectively “MHN”). MHN offers behavioral health, and substance abuse programs
on an insured and self-funded basis to groups in various states, and these programs and services are included as a
standard part of most of our commercial health plans. MHN's benefits and services are also sold in conjunction with
other commercial and Medicare products and on a stand-alone basis to unaffiliated health plans and employer groups. In
addition, MHN administers employee assistance programs (“EAPs”) for groups in several states. Through our EAPs, we
assess and refer employees of employer groups to a variety of non-medical services and information designed to
improve workplace productivity. MHN also holds contracts with the U.S. Department of State (“State Department™) and
the U.S. Agency for International Development (“USAID”) to provide EAP counseling services tailored for State
Department and USAID employees and family members while posted overseas. In addition, effective January 1, 2014,
we are required to administer certain mental health outpatient benefits to all our Medi-Cal members, including those
newly eligible as a result of Medicaid expansion.

MHN's products and services were provided to approximately 7.1 million individuals as of December 31, 2014,
with approximately 147,000 individuals under risk-based programs, approximately 2.8 million individuals under self-
funded programs and approximately 4.1 million individuals under EAPs, including those who are also covered under
other MHN programs. In 2014, MHN's total revenues were $46.6 million. Of that amount, $3.0 million represented
revenues from business with MHN affiliates and $43.6 million represented revenues from non-affiliate business. The
foregoing excludes results and information related to MHN's administration and monitoring of the non-medical
counseling program for the Department of Defense under the DoD sponsored Military Family and Life Counseling
(“MFLC”) program formerly Military Family and Life Consultant program, which is reported in our Government
Contracts reportable segment. See “—Government Contracts Segment—Other Department of Defense Contracts.”

Dental and Vision

We do not underwrite or administer stand-alone dental or vision products other than the stand-alone dental
products that we underwrite in Oregon and Washington. During 2014 our current and prospective group plan members
in Arizona and California had the option to elect private label dental products through a strategic relationship with
Dental Benefit Providers, Inc. (“DBP”’) and private label vision products through a strategic relationship with EyeMed
Vision Care LLC (“EyeMed”). Those stand-alone dental products were underwritten and administered by DBP
affiliated companies and the stand-alone vision products were underwritten by Fidelity Security Life Insurance
Company and administered by EyeMed affiliated companies. DBP also administers dental products and coverage we
provide to our members in Oregon and Washington, as well as to Medicaid enrollees in Arizona. Liberty Dental Plans of
California, Inc. serves as the underwriter and administrator for the dental services we provide to our Medi-Cal
enrollees. Vision Service Plan serves as the underwriter and administrator for the vision services we provide to our
Medi-Cal enrollees in California and Medicaid enrollees in Arizona.

Government Contracts Segment

Our Government Contracts segment includes our government-sponsored managed care federal contract with the
DoD under the TRICARE program in the North Region and other health care and behavioral health government
contracts. On April 1, 2011, we began delivery of administrative services under the Managed Care Support Contract
(“T-3 contract”) for the TRICARE North Region. Under the T-3 contract for the TRICARE North Region, we provide
various types of administrative services including: provider network management, referral management, medical
management, disease management, enrollment, customer service, clinical support service, and claims processing.

Our Government Contracts segment also includes other health care and behavioral health government contracts,
and subcontracts that we administer for the DoD, the U.S. Department of Veterans Affairs (““VA”) and certain other
federal, state and local government entities. Certain components of these contracts are subcontracted to unrelated third
parties.

Amounts receivable under government contracts are comprised primarily of contractually defined billings,
accrued contract incentives under the terms of the contract and amounts related to change orders for services not
originally specified in the contract. In general, government receivables are estimates and are subject to government
audit and negotiation. See “Item 1A. Risk Factors—Government programs represent an increasing share of our
revenues. If we are unable to effectively administer these programs, if we do not effectively adapt to changes to these
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programs, or if we experience a significant reduction in revenues from these government programs, it could have a
material adverse effect on our business, financial condition or results of operations.”

TRICARE

Our wholly owned subsidiary, Health Net Federal Services, LLC (“HNFS”), is a Managed Care Support
Contractor in the North Region for the DoD TRICARE program. We have been serving the DoD since 1988 under the
TRICARE program and its predecessor programs, and we believe we have established a solid history of operating
performance in this line of business. We believe there will continue to be further opportunities to serve the DoD and
other governmental organizations, such as the VA, in the future.

We began providing services under the T-3 contract on April 1, 2011. The T-3 contract for the North Region
covers Connecticut, Delaware, Illinois, Indiana, Kentucky (except Fort Campbell), Maine, Maryland, Massachusetts,
Michigan, New Hampshire, New Jersey, New York, North Carolina, Ohio, Pennsylvania, Rhode Island, Vermont,
Virginia, West Virginia, Wisconsin and the District of Columbia. In addition, the contract covers portions of the states of
Iowa and Missouri.

As a Managed Care Support Contractor for the T-3 contract for the TRICARE North Region, we provide
administrative services to approximately 2.8 million Military Health System (“MHS”) eligible beneficiaries. Eligible
active duty service members and their families, retired service members and their families, survivors of retired service
members, and qualified former spouses are able to choose from a variety of TRICARE program options, including
TRICARE Prime, which is similar to a conventional HMO plan. Non-active duty service members can select, on a case-
by-case basis, to utilize TRICARE Extra, which is similar to a conventional PPO plan, or TRICARE Standard, which is
similar to a conventional indemnity plan.

Under TRICARE Prime, enrollees pay an enrollment fee (which is zero for active duty service members and their
families) and select a primary care physician from our contracted provider network. The primary care physicians are
responsible for making referrals to specialists and hospitals. Active duty service members and their families enrolled in
TRICARE Prime have no copayments. However, all other TRICARE Prime enrollees are subject to copayments for
medical services. TRICARE Prime enrollees may opt, on a case-by-case basis, for a Point-of-Service option in which
they are allowed to self-refer to a network or non-network provider, but incur a deductible and a cost-share. The Point
of Service option is not available for active duty service members.

Under TRICARE Extra, eligible beneficiaries receive services from a TRICARE network provider but incur a
deductible and cost-share that may be greater than the TRICARE Prime copayment. Beneficiaries utilizing TRICARE
Extra realize a five percent cost-share savings over TRICARE Standard. Under TRICARE Standard, eligible
beneficiaries receive services from a TRICARE authorized provider, either participating or non-participating, but incur
a deductible and higher cost-share than under TRICARE Prime or TRICARE Extra. In addition, TRICARE offers
premium-based health plans for eligible beneficiaries. Qualified Selected Reserve members may purchase TRICARE
Reserve Select (“TRS”), which is a TRICARE Standard benefit. TRS members have the same costs as active duty
family members. Qualified retired Reserve members may purchase TRICARE Retired Reserve (“TRR”), also a
TRICARE Standard benefit. TRR members have the same costs as retired service members. TRICARE Young Adult
(“TYA”) is available for purchase by eligible young adults under age 26. TRICARE currently offers a TYA Standard
plan and a TYA Prime plan.

The T-3 contract has five one-year option periods. We are currently in option period 5, which commenced on
April 1, 2014 and is scheduled to end on March 31, 2015. In June 2014, at the request of the DoD, we submitted a
proposal to add three additional one-year option periods to the T-3 contract. We currently expect negotiations relating to
this proposal to conclude on or prior to March 31, 2015. If the negotiations conclude as expected, we expect the DoD to
exercise the first of the three one-year options by that date. If all three one-year option periods are ultimately exercised,
the T-3 contract would conclude on March 31, 2018. The DoD intends to re-procure managed care support services for
the TRICARE program for the period beginning in 2017, and, to that end, released a draft Request for Proposals on
November 3, 2014. The T-3 contract services are currently structured as cost reimbursement arrangements for health
care costs plus administrative fees received in the form of fixed prices, fixed unit prices, and contingent fees and
payments based on various incentives and penalties.

For additional information regarding our previous TRICARE contract for the North Region and the T-3 contract
for the North Region, see “Item 7. Management's Discussion and Analysis of Financial Condition and Results of
Operations” and “Item 1A. Risk Factors—Government programs represent an increasing share of our revenues. If we
are unable to effectively administer these programs, if we do not effectively adapt to changes to these programs, or if we
experience a significant reduction in revenues from these government programs, it could have a material adverse effect
on our business, financial condition or results of operations.”
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Military Family and Life Counseling Program.

Our wholly owned subsidiary, MHN Government Services, is party to a MFLC contract that was awarded by the
Department of Defense to implement, administer and monitor the non-medical counseling MFLC program. The contract
was initially awarded in August of 2012 and is a second-generation contract under the MFLC program. The contract has
a five-year term that includes a 12-month base period and four 12-month option periods. The DoD has exercised the
first and second option periods under the contract, and the second option period is scheduled to end on August 14, 2015.
For the year ended December 31, 2014, revenues from the MFLC contract were $119.7 million. For additional
information on the risks associated with our MFLC contract, see “Item 1A. Risk Factors—Government programs
represent an increasing share of our revenues. If we are unable to effectively administer these programs, if we do not
effectively adapt to changes to these programs, or if we experience a significant reduction in revenues from these
government programs, it could have a material adverse effect on our business, financial condition or results of
operations.”

Patient Centered Community Care Program

In September 2013, VA awarded HNFS a contract under its new Patient Centered Community Care (“PC3”)
program. The PC3 program provides eligible veterans coordinated, timely access to care through a comprehensive
network of non-VA providers who meet VA quality standards when a local VA medical center cannot readily provide the
care. We support VA in providing care to veterans in three of the six PC3 program regions. These three regions, Regions
1, 2 and 4, encompass all or portions of 37 states, the District of Columbia, Puerto Rico and the Virgin Islands. The PC3
contract term includes a base period of performance through September 30, 2014 and four one-year option periods that
may be exercised by VA. On September 23, 2014, VA exercised option period 1 which commenced on October 1, 2014
and is scheduled to end on September 30, 2015. In addition to the one-year option periods, VA has the ability to extend
the PC3 program contract an additional two years and six months based on VA's need.

In August 2014, VA expanded our PC3 contract to include primary care services for veterans who are unable to
obtain primary care at a VA medical center in the three PC3 regions in which we operate. In addition, in November
2014, we modified our PC3 contract to further expand our services with VA in support of the Veterans Access, Choice
and Accountability Act of 2014 (“VACAA”). VACAA allows eligible veterans who live more than 40 miles from a VA
facility or are unable to get a VA appointment within 30 days of their preferred date, or within 30 days of the date
determined medically necessary by their physician, to obtain approved care in their community instead. The VACAA
modification to our PC3 contract (the "VACAA modification") expires no later than September 30, 2017. The VACAA
modification includes, among other things, the production and distribution of the new Veterans Choice Card, which
allows veterans to elect to receive care outside of VA when they qualify. As a result, approximately 5 million veterans
have been provided with a Veterans Choice Card. Moreover, in connection with the VACAA modification, we operate a
call center to assist veterans in determining their eligibility to use the card, and to help educate them on the VACAA.
We also assist eligible veterans in obtaining an appointment with a community provider meeting VACAA requirements.
We provide these services in the three PC3 regions in which we operate.

For the year ended December 31, 2014, revenues from the PC3 contract were approximately $24.7 million. For
additional information on the risks associated with our PC3 contract, see “Item 1A. Risk Factors—Government
programs represent an increasing share of our revenues. If we are unable to effectively administer these programs, if we
do not effectively adapt to changes to these programs, or if we experience a significant reduction in revenues from these
government programs, it could have a material adverse effect on our business, financial condition or results of
operations.”

Divested Operations and Services Segment

Prior to the first quarter of 2012, our Divested Operations and Services reportable segment included the
operations of our businesses that provided administrative services to UnitedHealth Group and its affiliates in connection
with the Northeast Sale, which was completed on December 11, 2009. For information about the Northeast Sale, see
Note 3 to our consolidated financial statements included as part of this Annual Report on Form 10-K (our "consolidated
financial statements").

Due to the sale of our Medicare stand-alone prescription drug plan business on April 1, 2012, starting with the
first quarter of 2012, Divested Operations and Services reportable segment included transition-related revenues and
expenses related to the sale of our Medicare PDP business to an affiliate of CVS Caremark.

As of December 31, 2012, we had substantially completed the administration and run-out of both of our divested
businesses.
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Provider Relationships

The following table sets forth the number of primary care physicians, specialist physicians and other health
professionals contracted either directly with our HMOs or through our contracted participating physician groups
(“PPGs”) as of December 31, 2014. We have a number of physicians and other health professionals who are contracted
providers for both HMOs and PPOs in our Western Region Operations, as follows:

Primary Care Physicians (includes both HMO and PPO physicians).........ccccecceeveieneievennnnne. 27,207
Specialist Physicians (includes both HMO and PPO phySicians) ...........cccceevvevveeeenneevenneennn. 61,882
Health Professionals - Other (includes both HMO and PPO).........ccccooeveeviiiiieciecieeeeeee 35,029
TOAL oottt 124,118

Under our California HMO, EPO, HSP and POS plans, all members are required to select, or otherwise will be
assigned to, a PPG and generally also a primary care physician from within the PPG. In our other plans, including all of
our plans outside of California, members may be required to select a primary care physician from the broader HMO
network panel of primary care physicians. The primary care physicians and PPGs assume overall responsibility for the
care of members. Medical care provided directly by such physicians includes the treatment of illnesses not requiring
referral, and may include physical examinations, routine immunizations, maternity and childcare, and other preventive
health services. The primary care physicians and PPGs are responsible for making referrals (approved by the HMO's or
PPG's medical director as required under the terms of our various plans and PPG contracts) to specialists and hospitals.
Additionally, our tailored network products utilize a network that is smaller than our broader HMO network but
contains a comprehensive array of physicians, specialists, hospitals and ancillary providers. Certain of our HMOs offer
enrollees “open access” plans under which members are not required to secure prior authorization for access to network
physicians in certain specialty areas, or “open panels” under which members may access any physician in the network,
or network physicians in certain specialties, without first consulting their primary care physician.

PPG and physician contracts generally are for a period of at least one year and are automatically renewable unless
terminated, with certain requirements for maintenance of good professional standing and compliance with our quality,
utilization and administrative procedures. In California, PPGs generally receive a monthly capitation payment for every
member assigned to it. The capitation payment represents payment in full for all medical and ancillary services
specified in the provider agreements. For these capitation payment arrangements, in cases where the capitated PPG
cannot provide the health care services needed, such PPGs generally contract with specialists and other ancillary service
providers to furnish the requisite services under capitation agreements or negotiated fee schedules with specialists.
Outside of California, most of our HMOs reimburse physicians according to a discounted fee-for-service schedule,
although several have capitation arrangements with certain providers and provider groups in their market areas. A
provider group's financial instability or failure to pay secondary providers for services rendered could lead secondary
providers to demand payment from us, even though we have made our regular capitated payments to the provider
group. Depending on state law and the regulatory environment, it may be necessary for us to pay such claims.

In our PPO plans, members are not required to select a primary care physician and generally do not require prior
authorization for specialty care. For services provided under our PPO products and the out-of-network benefits of our
POS products, we ordinarily reimburse physicians pursuant to discounted fee-for-service arrangements.

HNFS maintains a network of qualified physicians, facilities, and ancillary providers in the prime service areas of
our T-3 contract for the TRICARE North Region. Services are provided on a fee-for-service basis. As of December 31,
2014, HNFS had 223,222 physicians, 3,862 facilities and 20,693 ancillary providers in its TRICARE network. HNFS
also maintains a provider network comprised of approximately 49,270 providers in Regions 1, 2, and 4 in support of
VA’s PC3 program.

Our behavioral health subsidiary, MHN, maintains a provider network comprised of approximately 58,811
psychiatrists, psychologists and other clinical categories of providers nationwide. Substantially all of these providers are
contracted with MHN on an individual or small practice group basis and are paid on a discounted fee-for-service basis.
Members who wish to access certain behavioral health services contact MHN and are referred to contracted providers
for evaluation or treatment services. If a member needs inpatient services, MHN maintains a network of approximately
1,384 facilities.

In addition to the physicians that are in our networks, we have also entered into agreements with various third
parties that have networks of physicians contracted to them (“Third Party Networks”). In general, under a Third Party
Network arrangement, Health Net is licensed by the third party to access its network providers and pay the claims of
these physicians pursuant to the pricing terms of their contracts with the Third Party Network.
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Hospital Relationships

Our health plan subsidiaries arrange for hospital care primarily through contracts with selected hospitals in their
service areas. These hospital contracts generally have multi-year terms or annual terms with automatic renewals and
provide for payments on a variety of bases, including capitation, per diem rates, case rates and discounted fee-for-
service schedules.

Covered hospital-based care for our members is comprehensive. It includes the services of hospital-based
physicians, nurses and other hospital personnel, room and board, intensive care, laboratory and x-ray services,
diagnostic imaging and generally all other services normally provided by acute-care hospitals. Our nurses and medical
directors are involved in a wide variety of medical management activities on behalf of our HMO and, to a somewhat
lesser extent, PPO members. These activities can include discharge planning and case management, which often
involves the coordination of community support services, including visiting nurses, physical therapy, durable medical
equipment and home intravenous therapy.

Ancillary and Other Provider Relationships

Our health plan subsidiaries arrange for ancillary and other provider services, such as ambulance, laboratory,
radiology, home health, chiropractic, acupuncture and other various therapy providers primarily through contracts with
selected providers in their service areas. These contracts generally have multi-year terms or annual terms with
automatic renewals and provide for payments on a variety of bases, including capitation, per diem rates, case rates and
discounted fee-for-service schedules. In certain cases, these provider services are included in contracts our health plan
subsidiaries have with PPGs and hospitals.

See “Item 1A. Risk Factors—If we fail to develop and maintain satisfactory relationships on competitive terms
with the hospitals, provider groups and other providers that provide services to our members, our profitability could be
adversely affected” for additional information on the risks associated with our provider relationships.

Additional Information Concerning Our Business

Competition

We operate in a highly competitive environment in an industry currently subject to ongoing significant changes
resulting from the ACA, business consolidations, new strategic alliances, market pressures, and regulatory and
legislative reform including but not limited to the federal health care reform legislation described below in “—
Government Regulation”. Our primary competitors include managed health care companies, insurance companies,
HMOs, third party administrators, self-funded groups and provider owned plans. Our health plans face substantial
competition from both for-profit and nonprofit health plans that offer HMO, PPO, self-funded and traditional indemnity
insurance products (including self-insured employers and union trust funds). We also face substantial competition from
both for-profit and nonprofit health plans, as well as other non-health plan companies with respect to our contracts with
state and federal government agencies, including our T-3, MFLC and PC3 contracts with the federal government, as
well as our Medicaid and dual eligibles contracts, each of which may be subject to periodic re-competition. Some of our
competitors have substantially larger enrollment and greater financial resources than we do. We believe that the
principal competitive features affecting our ability to retain and increase membership include the range and prices of
benefit plans offered, size and quality of provider network, quality of service, responsiveness to customer demands,
financial stability, comprehensiveness of coverage, diversity of product offerings, market presence and reputation. The
relative importance of each of these factors and the identity of our key competitors varies by market and product. We
believe that we compete effectively against other health care industry participants.

Our primary commercial and Medicare competitors in California are Kaiser Permanente, Anthem Blue Cross of
California, Blue Shield of California, and United/PacifiCare. Together, these four plans and Health Net account for
approximately 82% of the insured commercial and Medicare market in California. Based on the number of 2014
enrollees, Kaiser is the largest managed health care company in California and Anthem Blue Cross of California is the
largest PPO provider in California. In addition, two of the major national managed care companies, Aetna, Inc. and
CIGNA Corp., are active in California, with a significant share of the self-insured market.

In Arizona, our primary commercial and Medicare competitors are BlueCross BlueShield of Arizona, Aetna, Inc.,
Cigna Corp., UnitedHealth Group, Inc., Anthem, Inc. and Humana, Inc.

In the California and Arizona Medicaid markets, we compete for members with other entities that have been
awarded Medicaid contracts in the same counties, and if an applicable Medicaid county or region is put up for bid, we
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generally compete for state Medicaid contracts with other managed health care companies, both for profit and not-for-
profit.

Our Oregon health plan competes primarily with Regence Blue Cross Blue Shield of Oregon, Kaiser Permanente,
Moda Health Plan, Inc., Providence Health Plan, and PacificSource Health Plans.

With respect to the T-3 contract for the TRICARE North Region, and our MFLC and PC3 contracts, our primary
competitors in the bidding process include Humana, United HealthGroup, Inc., Aetna, Inc., Anthem, Inc., Magellan
Health Services, ValueOptions, Inc. and TriWest Healthcare Alliance, among others.

If we fail to compete effectively to maintain or increase our market share, our results of operations, financial
condition and cash flows could be materially adversely affected. For additional information on competitive conditions
in our business, see “Item 1A. Risk Factors—The markets in which we do business are highly competitive. If we do not
design and price our product offerings competitively, our membership and profitability could decline.”

Cognizant Transaction

On November 2, 2014, we entered into a Master Services Agreement (as subsequently amended and restated, the
"Master Services Agreement") with Cognizant Healthcare Services, LLC, a wholly owned subsidiary of Cognizant
Technology Solutions Corporation (collectively, "Cognizant"). Under the terms of the Master Services Agreement,
Cognizant will, among other things, provide us with certain consulting, technology and administrative services in the
following areas: claims management, membership and benefits configuration, customer contact center services,
information technology, quality assurance, appeals and grievance services, and non-clinical medical management
support (collectively, the "BP and IT Services"). We will retain responsibility for our security policies and regulatory
oversight.

Concurrent with executing the Master Services Agreement, we entered into an asset purchase agreement with
Cognizant (the "Asset Purchase Agreement"), through which Cognizant will purchase certain software assets and
related intellectual property from us for $50 million. These assets will include one of our claims processing systems,
which will be used to perform a portion of the BP and IT Services. See Note 3 to our consolidated financial statements
under the heading “Assets Held for Sale” for additional information on the assets sold in this transaction.

The transaction, including the related asset purchase (the "Cognizant Transaction"), is expected to close in the
first half of 2015, subject to the receipt of required regulatory approvals. We expect that certain of our employees will
become employees of Cognizant or its subcontractors, and that certain positions will be eliminated, as part of the
Cognizant Transaction.

The initial term of the Master Services Agreement is seven years, commencing on the later of (i) ten business
days following final regulatory approval of the Cognizant Transaction, and (ii) March 1, 2015 (the "Commencement
Date"). We have two options to extend the Master Services Agreement for one year each by giving notice to Cognizant
no less than three months prior to the end of the then existing term.

We will pay Cognizant for the BP and IT Services through a combination of fixed and variable fees, with the
variable fees fluctuating based on our actual need for such services. Based on the currently projected usage of BP and
IT Services over the initial term of the Master Services Agreement, we expect to pay Cognizant approximately $2.8
billion, subject to price adjustments described in the Master Services Agreement. The Master Services Agreement is
expected to generate approximately $150 million to $200 million in annual general and administrative and depreciation
expense savings for us by 2017.

Some of the BP and IT Services will be provided on our premises, while other BP and IT Services will be
performed at Cognizant facilities. Cognizant will provide us with transition services required to migrate those activities
that will be performed at Cognizant facilities. The anticipated cost of such transition services is included in the expected
cost of the BP and IT Services over the initial term described above.

To protect our expectations regarding Cognizant’s performance, the Master Services Agreement has minimum
service levels that Cognizant must meet or exceed. Failure to meet these minimum service levels will result in service
level credits to us as described in the Master Services Agreement.

We retain the right to terminate the Master Services Agreement, in whole or in part, for, among other things,
cause, convenience (including prior to the Commencement Date), certain performance failures, failure to obtain
regulatory approvals, changes in law, force majeure, a change in the control of either Cognizant or us, a termination of
the associated Business Associate Agreement, an adverse change in Cognizant’s financial condition, if Cognizant
becomes a competitor of ours or if damages paid by Cognizant to us pursuant to the Master Services Agreement exceed
a certain level. If we terminate the Master Services Agreement prior to the Commencement Date, we shall pay
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Cognizant a break-up fee of $10 million. If we terminate the Master Service Agreement following the Commencement
Date for reasons other than cause, a termination of the associated Business Associate Agreement, a change in the
control of Cognizant or Cognizant becoming a competitor of ours, we shall pay Cognizant termination fees calculated
on a sliding scale that reduces over time and based on the applicable termination event, and such fees could be material.
For example, the maximum termination fee payable by us pursuant to the Master Services Agreement is $300 million,
which would be triggered in the event we terminated for convenience during the first year of the term of the Master
Services Agreement. In addition, in the event we experience a change in control during the first year of the term of the
Master Services Agreement, the maximum termination fee payable is $130 million, assuming that we (or our successor)
elect to terminate the Master Services Agreement.

We also retain the right to obtain disengagement assistance from Cognizant to facilitate the transition of BP and
IT Services from Cognizant, regardless of whether the Master Services Agreement expires or is terminated. We will pay
for the disengagement assistance through a combination of pre-determined charges and hourly fees for services for
which there is no pre-determined charge. In addition, in the event of termination or expiration of the Master Services
Agreement, we also retain the right to license at fair market value the software platform utilized by Cognizant in the
performance of the BP and IT Services.

Cognizant has in the past provided, and may provide in the future, services to us under separate agreements.
Some of these historical services are included in the BP and IT Services that will be provided by Cognizant under the
Master Services Agreement.

The Cognizant Transaction is subject to certain risks and uncertainties, including with respect to the receipt of
required regulatory approvals, which are discussed in further detail in "Item 1A. Risk Factors."Marketing and Sales

We market our products and services to individuals and employer groups through internal sales staff, independent
brokers, agents and consultants and through the Internet and the new ACA-mandated exchanges. For our group health
business, we market our products and services utilizing a three-step process. We first market to potential employer
groups, group insurance brokers and consultants. We then provide information directly to employees once the employer
has selected our health coverage. Finally, we engage members and employers in marketing for member and group
retention. For our large group business, in general, we solicit enrollees from the employee base directly during “open
enrollment” periods when employees are permitted to change health care programs. We use a variety of techniques to
attract new enrollees and retain existing members, which at times include, without limitation, direct mail, work day and
health fair presentations and telemarketing. Similar methods are used by our Medicare business to market to eligible
individuals. Our sales efforts are supported by our marketing division, which engages in product research and
development, multicultural marketing, advertising and communications, and member education and retention programs.
Several states in which we operate, including California and Arizona, have launched health insurance exchanges in
response to the ACA. The establishment of the exchanges under the ACA created a new competitive insurance
marketplace for individuals and small businesses. As these exchanges mature, we intend to refine and enhance our
exchange related marketing strategies.

Premiums for each employer group are generally contracted on a yearly basis and are payable monthly. We
consider numerous factors in setting our monthly premiums, including changes in benefit design to address employer
group needs and anticipated health care utilization rates as forecast by us based on the demographic composition of, and
our prior experience in, our service areas. Premiums are also affected by applicable state and federal law and
regulations that may directly or indirectly affect premium setting including, for example, premium loads for ACA-
related taxes and fees assessed to health plans. Also, for policy years beginning January 1, 2014 and beyond, the ACA
does not allow rating based on claims experience for small group and individual business. See “Item 1A. Risk Factors
—We face competitive and regulatory pressure to contain premium prices. If the premiums we charge are insufficient to
cover our health care costs, it could have a material adverse effect on our business, financial condition or results of
operations” for additional information on regulations and legislation impacting our premium setting. Mandated benefits
(requiring the coverage of certain benefits as a matter of law, whether desired by the group or not) also impact
premiums. For example, in California and elsewhere, the ACA has impacted the scope of “essential health benefits” that
health plans are required to offer, and mental health parity laws have generally broadened mental health benefits under
health insurance policies offered by us and other carriers.

The ACA eliminated medical underwriting for medical insurance coverage decisions, including with respect to
preexisting conditions (known as “guaranteed issue”). For additional detail on these and other requirements of the ACA,
as well as certain associated risks, see “—Government Regulation—Health Care Reform Legislation and
Implementation” and “Item 1A. Risk Factors—Federal health care reform legislation has had and will continue to have
an adverse impact on the costs of operating our business and a failure to successfully execute our operational and
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strategic initiatives with respect thereto could adversely affect our business, cash flows, financial condition and results
of operations.”

Information Technology

Our business depends significantly on effective and efficient information systems. The information gathered and
processed by our information management systems assists us in, among other things, pricing our services, monitoring
utilization and other cost factors, processing provider claims, billing our customers on a timely basis, identifying
accounts for collection and detecting fraud, security threats and other risks. Our customers and providers also depend
upon our information systems for membership verification, claims status and other information. We have many different
information systems that support our various lines of business and we develop new systems as needed to keep pace with
continuing changes in technology and to support our operational needs, including potential business expansions. These
systems require the ongoing commitment of significant resources for continual maintenance, upgrading and
enhancement to meet our operational needs, evolving industry and regulatory standards, compliance with legal
requirements (such as the ACA and ICD-10 (as defined below) and changing customer preferences).

We have partnered with third parties to support our information technology systems and to help design, build,
test, implement and maintain our information management systems, and in November 2014 we announced the
Cognizant Transaction, which would significantly increase the scope of services provided to us by third parties, subject
to regulatory approval of the transaction. For additional information on the Cognizant transaction, see "—Cognizant
Transaction" and “Item 7. Management’s Discussion and Analysis of Financial Condition and Results of Operations.”
Our merger, acquisition and divestiture activity also requires transitions to or from, and the integration of, various
information management systems within our overall enterprise architecture.

CMS recently adopted a new coding set for diagnoses, commonly referred to as ICD-10, which significantly
expanded the number of codes utilized in claims processing. TheICD-10 coding set is currently required to be
implemented by October 2015. We incurred significant expenses in 2014 to implement and support the ICD-10 coding
set, and expect to incur incremental costs ahead of the required implementation date. In addition, our implementation
and support of the requirements of the ACA and the CCI, including the dual eligibles demonstration, have required, and
will continue to require the expenditure of significant resources as we continue to adapt to the changing guidance.

For additional information on our information technology and associated risks, see “Item 1A. Risk Factors—We
are subject to a number of risks in connection with our decision to enter into a master services agreement with
Cognizant for the performance of a significant portion of our business process and information technology activities,”
Item 1 A. Risk Factors—If we fail to effectively maintain our information management systems, it could adversely affect
our business,” “Item 1A. Risk Factors—We are subject to risks associated with outsourcing services and functions to
third parties” and “Item 1A. Risk Factors—If we or our business associates that handle certain information on our
behalf fail to comply with requirements relating to patient privacy and information security, among other things, our
reputation and business operations could be materially adversely affected.”

Medical Management

We believe that managing health care costs is an essential function for a managed care company. Among the
medical management techniques we utilize to contain the growth of health care costs are pre-authorization or
certification for certain outpatient services and inpatient hospitalizations and a concurrent review of active inpatient
hospital stays and discharge planning. We believe that this authorization process, along with the inherent features of a
capitation payment model, helps to reduce inappropriate use of medical resources and achieve efficiencies in referring
cases to the most appropriate providers. We provide multiple models of care management and case management to our
members, and also contract with third parties to manage certain conditions such as neonatal intensive care unit
admissions and stays, as well as chronic conditions such as asthma, diabetes, chronic obstructive pulmonary disease,
coronary artery disease and congestive heart failure. These techniques are widely used in the managed care industry and
are accepted practices in the medical profession.

Accreditation

We pursue accreditation for certain of our health plans from the National Committee for Quality Assurance
(“NCQA”) and URAC. NCQA and URAC are independent, non-profit organizations that review and accredit HMOs
and other health care organizations. HMOs that apply for accreditation of particular product lines receive accreditation
if they comply with review requirements and quality standards. The Medicare line of business of our California HMO
has received NCQA accreditation with a score of “commendable.” HN California's commercial HMO/POS, HNL's PPO
and our Arizona HMO's commercial lines of business and HN California’s Medi-Cal line of business received NCQA
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accreditation with a score of “accredited.” Our MHN subsidiary has received a URAC accreditation status of “full” for
both Health Utilization Management and Health Network, which is the highest status awarded by URAC.

Government Regulation

Our business is subject to comprehensive federal regulation and state regulation in the jurisdictions in which we
do business. These laws and regulations govern how we conduct our businesses and result in additional requirements,
restrictions and costs to us. Certain of these laws and regulations are discussed below.

New laws and regulations, or changes in the interpretation of existing laws and regulations, including as a result
of changes in the political climate, could have an adverse effect on us. In the event we fail to comply with, or fail to
respond quickly and appropriately to changes in, applicable law and regulations, our business, results of operations,
financial condition and cash flows could be materially and adversely affected. For additional information, see “Item 1A.
Risk Factors—Our businesses are subject to laws and significant rules and regulations, which increases our cost of
doing business and could impact our financial performance by restricting our ability to conduct business or adversely
affecting our ability to grow our businesses” and “Item 1A. Risk Factors—Federal and state audits, reviews and
investigations of us and our subsidiaries could have a material adverse effect on our operations, financial condition
and cash flows.”

Health Care Reform Legislation and Implementation

The ACA transformed the U.S. health care system through a series of complex initiatives. While we have
experienced significant growth in our revenues and membership in certain products as a result of the ACA, the
measures initiated by the ACA and the associated preparation and implementation of these measures have had, and will
continue to have an adverse impact on our revenues and the costs of operating our business and could materially
adversely affect our business, cash flows, financial condition and results of operations. Due in part to the scope and
complexity of these initiatives, as well as their ongoing implementation, the ultimate impact of the ACA on us remains
difficult to predict.

» The ACA imposes significant fees, assessments and taxes on us and other health insurers, health plans and
industry participants. Among others, the ACA imposes a significant non-deductible tax (technically called
a “fee”) on health insurers, effective for calendar years beginning after December 31, 2013. In 2014, this
“health insurer fee” was assessed at a total of $8 billion nationwide. In 2015, it is expected to be assessed
at a total of $11.3 billion nationwide in 2015 and will increase annually thereafter. The health insurer fee
will be allocated pro rata amongst industry participants based on a ratio of net health insurance premiums
written for the previous calendar year to total net premiums written for the U.S. health insurance industry,
subject to certain exceptions and adjustments. In September 2014, we paid the federal government a lump
sum of $141.4 million for our portion of the health insurer fee.

*  The ACA also required the establishment of state-run or federally facilitated “exchanges” where
individuals and small groups may purchase health coverage. We are participating as QHPs in the currently
operating exchanges in California and Arizona. For further information on these exchanges, see the
discussion above under the heading “—Segment Information—Western Region Operations Segment—
Western Region Exchanges.”

*  The ACA also contains premium stabilization provisions designed to apportion risk amongst insurers.
These stabilization provisions include a permanent risk adjustment provision applicable to the individual
and small group markets that became effective at the beginning of 2014, which will effectively transfer
funds from health plans with relatively lower risk enrollees to plans with relatively higher risk enrollees to
help protect against the consequences of adverse selection. Other premium stabilization provisions include
the temporary reinsurance and risk corridors programs, which seek to ease the transition into the post-
ACA market by helping to stabilize rates and protect against rate uncertainty in the initial years of the
ACA. To adapt to this economic framework, we have dedicated significant resources and incurred
significant general and administrative costs to implement numerous strategic and operational initiatives
both within and outside the exchanges that, among other things, have required us to focus on and manage
different populations of potential members than we have in the past. The final determination and
settlement of amounts due or payable from these premium stabilization provisions will not occur until
2015, and there is no assurance that the strategy we have executed will be successful or that the
investments we have made to incorporate these provisions will be profitable.

e The ACA allowed extended funds to those states that opted to expand Medicaid eligibility from a pool that
included residents with incomes up to 100% of the federal poverty level (“FPL”) to an expanded pool of
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residents with incomes up to 133% of the FPL. Medicaid expansion has driven a significant increase in
our Medicaid enrollment in 2014. For additional discussion of Medicaid expansion and our Medicaid
program, see the discussion above under the heading “—Segment Information—Western Region
Operations Segment—Medicaid and Related Products.”

For further information on certain of the provisions above and how they have impacted our operations in 2014,
see Note 2 to our consolidated financial statements under the heading “Accounting for Certain Provisions of the ACA”
and “Item 7. Management's Discussion and Analysis of Financial Condition and Results of Operations—Western
Region Operations Reportable Segment.”

Other provisions of the ACA include, among other things:
* imposing an excise tax on high premium insurance policies;
*  requiring premium rate reviews in certain lines of business;
»  stipulating a minimum medical loss ratio (as adopted by the Secretary of HHS);
*  limiting Medicare Advantage payment rates;
* increasing mandated “essential health benefits” in some lines of business;
» specifying certain actuarial value and cost-sharing requirements;

» ecliminating medical underwriting for medical insurance coverage decisions, including “guaranteed
availability” with respect to individual and group coverage;

» limiting the ability of health plans to vary premiums based on assessments of underlying risk in the
individual and small group markets;

*  increasing restrictions on rescinding coverage;
*  prohibiting some annual and all lifetime limits on amounts paid on behalf of or to our members;
*  limiting the tax-deductible amount of compensation paid to health insurance executives;

» requiring that most individuals obtain health care coverage or pay a penalty, commonly referred to as the
“individual mandate”;

* imposing a sales tax on medical device manufacturers; and
* increasing fees on pharmaceutical manufacturers.

The schedule for implementation of the provisions of the ACA generally varies from as early as enactment to as
late as 2018. A number of potentially significant provisions of the ACA became effective January 1, 2014, including the
health insurer fee, the operation of QHPs purchased through the exchanges, the premium stabilization provisions
described above, the guaranteed availability requirement, Medicaid expansion and the individual mandate. Other
provisions, such as the excise tax on certain high-premium insurance policies, and the employer mandate for certain
small- and mid-size employers, will not take effect until a later date. However, some of these provisions have had an
earlier impact on our operations, including in connection with the setting of our premium rates and general and
administrative expenses incurred in preparation for the ACA as discussed above.

Certain legal and legislative challenges to the ACA remain including, but not limited to litigation in Arizona
related to Medicaid expansion and a challenge to the validity of premium tax credits on federally-facilitated exchanges
that is currently scheduled to be heard in the U.S. Supreme Court.

We and other health insurance companies face uncertainty and execution risk due to the multiple, complex ACA
implementations that are required in abbreviated time frames in new markets. Additionally, in many cases, our
operational and strategic initiatives must be implemented in evolving regulatory environments and without the benefit
of established market data. In addition, the lack of operating experience in these new marketplaces for insurers and, in
certain cases, providers and consumers, increases the likelihood of a dynamic marketplace that may require us to adjust
our operating and strategic initiatives over time, and there is no assurance that insurers, including us, will be able to do
so successfully. Our execution risk encapsulates, among other things, our simultaneous participation in the exchanges,
Medicaid expansion and the CCI, as described under the heading “—Segment Information—Western Region
Operations—California Coordinated Care Initiative” above. These initiatives require us to effectively incorporate new
and expanded populations and, among other things, required us to effectively and efficiently restructure our provider
network to, among other things, meet the ACA’s dynamic environment. Any delay or failure by us to execute our
operational and strategic initiatives with respect to health care reform or otherwise appropriately react to the legislation,
implementing regulations, actions of our competitors and the changing marketplace could result in operational
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disruptions, disputes with our providers or members, increased exposure to litigation, regulatory issues, damage to our
existing or potential member relationships or other adverse consequences.

Due to the magnitude, scope, complexity and remaining uncertainties of the ACA, including the continuing
modification and interpretation of the ACA rules and the operational risks involved with simultaneous implementation
of multiple initiatives in new markets without established market data, we cannot predict the ultimate impact on our
business of future regulations and laws, including state laws, implementing the ACA. Depending in part on its ultimate
requirements, the ACA could have a material adverse effect on our business, financial condition, cash flows and results
of operations.

For additional discussions of risks and uncertainties related to the ACA, see "Item 1A. Risk Factors."

Other Federal Laws and Regulation

Medicare Legislation and Regulation. Comprehensive legislation, specifically Title XVIII of the Social Security
Act of 1935, as amended, governs our Medicare program. In addition, our Medicare contracts are subject to regulation
by CMS. CMS has the right to audit Medicare contractors and the health care providers and administrative contractors
who provide certain services on their behalf to determine the quality of care being rendered and the degree of
compliance with CMS' contracts and regulations.

See “—Segment Information—Western Region Operations—Medicare Products” for more information on our
Medicare business and see “Item 1A. Risk Factors—Federal and state audits, reviews and investigations of us and our
subsidiaries could have a material adverse effect on our operations, financial condition and cash flows” for a
description of certain regulatory risks associated with our Medicare business.

Medicaid and Related Legislation. Federal law has also implemented other health programs that are partially
funded by the federal government, such as the Medicaid program (known as Medi-Cal in California). Our Medicaid
programs are regulated and administered in California by the DHCS and in Arizona by AHCCCS. Federal funding
remains critical to the viability of these programs. Federal law permits the federal government to oversee and, in some
cases, to enact, regulations and other requirements that must be followed by states with respect to these programs.
Medicaid is administered at the federal level by CMS. The dual eligibles demonstrations under the CCI are regulated
and administered in Los Angeles and San Diego counties by CMS and DHCS.

See the discussion above under the heading “—Western Region Operations Segment—Medicaid Expansion and
Recent State Legislation,” "—Western Region Operations Segment—California Coordinated Care Initiative," and “Item
1A. Risk Factors—Government programs represent an increasing share of our revenues. If we are unable to effectively
administer these programs, if we do not effectively adapt to changes to these programs, or if we experience a significant
reduction in revenues from these government programs, it could have a material adverse effect on our business,

financial condition or results of operations.”

Privacy Regulations. State, federal, and local laws and regulations govern the privacy and security of Protected
Health Information (“PHI”), Personal Information (“PI”), and other categories of legally protected data that our
businesses handle. Such laws and regulations include, but are not limited to: the Health Insurance Portability and
Accountability Act (“HIPAA”) and the Health Information Technology for Economic and Clinical Health Act of 2009
(“HITECH Act”) along with implementing regulations for both (collectively, “HIPAA Rules”); the Federal Trade
Commission Act; the privacy provisions in the federal Gramm-Leach-Bliley Financial Modernization Act of 1999 (the
“Gramm-Leach-Bliley Act”); state privacy and security laws such as the California Confidentiality of Medical
Information Act, the California Online Privacy Protection Act, and state laws that specifically regulate the use and
disclosure of social security numbers; and state breach notification laws that require providing notification in the event
of a breach of PI (such as Cal. Code § 1798.82). Privacy and security laws and regulations often change due to new or
amended legislation, regulations or administrative interpretation. A variety of state and federal regulators enforce these
laws, including but not limited to HHS, the Federal Trade Commission, state attorneys general, and other state
regulators.

The HIPAA Rules impose privacy and security obligations regarding PHI on Covered Entities (which refers to
certain health plans, health care clearinghouses and providers) including but not limited to:

»  complying with various requirements and restrictions related to the use, storage and disclosure of PHI,

* implementing internal policies and procedures to maintain the privacy and security of PHI,
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* entering into written agreements with those entities that provide services to or on behalf of a Covered Entity
and use, disclose, transmit, or maintain PHI in connection with these services (known as “Business
Associates”), and

* notifying individuals and regulatory authorities (and in some cases, the media) if PHI is compromised.

These regulations also establish significant criminal penalties and civil sanctions for non-compliance. These
requirements have evolved over time through the enactment and subsequent implementation of the HITECH Act (which
enhanced enforcement, set additional limitations on the use and disclosure of PHI, and imposed additional potential
penalties for non-compliance) and the Genetic Information Nondiscrimination Act of 2008 (“GINA”) (which clarified
that genetic information is protected under the HIPAA Privacy Rule and prohibited most health plans from using or
disclosing genetic information for underwriting purposes).

Most recently, on January 17, 2013, HHS issued a final rule (“Omnibus rule”) that strengthened the privacy and
security protections for PHI by modifying the HIPAA Privacy, Security, and Enforcement Rules and implementing
statutory amendments required by the HITECH Act and GINA. For example, the Omnibus rule enhances an
individual’s privacy protections, provides individuals new rights with respect to their PHI, strengthens the government’s
ability to enforce the HIPAA Rules, sets limits on how information is used and disclosed for marketing and fundraising
purposes, and prohibits the sale of an individuals’ health information without their permission. In addition, the
Omnibus rule expanded the definition of which entities must be classified as a Business Associate and imposed on
Business Associates many of the same privacy and security standards for protecting PHI that apply to Covered Entities.
The final Omnibus Rule was effective on March 26, 2013. See “Item 1A. Risk Factors—We must comply with
requirements relating to patient privacy and information security, including requiring through contract that business
associates that handle certain information on our behalf comply with relevant privacy and security requirements,
including, but not limited to HIPAA” and “—We must comply with requirements relating to patient privacy and
information security, including requiring through contract that business associates that handle certain information on
our behalf comply with relevant privacy and security requirements, including, but not limited to HIPAA” for additional
information about the risks related to privacy and security breaches.

The Gramm-Leach-Bliley Act generally requires insurers to provide customers with notice regarding how their
personal health and financial information is used and, in certain circumstances, gives customers the opportunity to “opt
out” of having their information shared with non-affiliated third parties. Like HIPAA, this law sets a “floor” standard,
allowing states to adopt more stringent requirements governing privacy protection. In addition, we process and maintain
personal card data, particularly in connection with our individual exchange business. As a result, we are subject to the
requirements under the Payment Card Industry (“PCI”) Data Security Standard, which is a multifaceted security
standard that is designed to protect credit card account data as mandated by payment card industry entities.

Other state and federal laws and regulations, including some of the laws noted above, impose similar privacy and
security requirements as the HIPAA Rules and the Gramm-Leach-Bliley Act.

ERISA. Many employee benefit plans are governed by the Employee Retirement Income Security Act of 1974, as
amended (“ERISA”). Employment-sponsored health coverage generally is such an employee benefit plan. ERISA is
administered and regulated, in large part, by the U.S. Department of Labor. ERISA contains disclosure requirements for
documents that define benefits and coverage, among other requirements. ERISA also provides that, in certain instances,
federal law will preempt state law in the regulation and governance of certain benefit plans and employer groups,
including the availability of legal remedies under state law. Regulations established by the U.S. Department of Labor
provide additional rules for claims payment and member appeals under health care plans governed by ERISA.

Other Federal Regulations. We must comply with, and are affected by, laws and regulations relating to the
award, administration and performance of U.S. Government contracts. Government contract laws and regulations affect
how we do business with our customers and, in some instances, impose added costs on our business. In addition,
because of our activities to support our MFLC contract and certain outsourcing arrangements we have with third party
vendors, for example, we are also subject to the U.S. Foreign Corrupt Practices Act (“FCPA”) and similar worldwide
anti-corruption laws, including the U.K. Bribery Act of 2010, which generally prohibit companies and their
intermediaries from making improper payments to non-U.S. officials for the purpose of obtaining or retaining business.
A violation of specific laws and regulations by us or our agents could result in, among other things, the imposition of
fines and penalties on us, changes to our business practices, the termination of our contracts or debarment from bidding
on contracts. See “—Segment Information—Government Contracts Segment—Other Department of Defense
Contracts” for additional information on our MFLC contract and “Item 1A. Risk Factors—We are subject to risks
associated with outsourcing services and functions to third parties” for additional information on our outsourcing
activities.

20



State Laws and Regulations

Our Western Region Operations operating subsidiaries are subject to extensive state regulation. Set forth below
are the principal regulatory agencies that govern these health plans and insurance companies.

Company Regulatory Agency
Health Net of Arizona, Inc. Arizona Department of Insurance
Health Net Access, Inc. Arizona Health Care Cost Containment System
Health Net of California,
Inc. California Department of Managed Health Care
Health Net Community California Department of Health Care Services and California Department of
Solutions, Inc. Managed Health Care
Health Net Health Plan of Oregon Department of Consumer and Business Services and Washington State
Oregon, Inc. Office of the Insurance Commissioner
Health Net Life Insurance California Department of Insurance generally, and the Department of Insurance
Company of each state in which it does business
Managed Health Network California Department of Managed Health Care

Insurance and HMO laws impose a number of financial requirements and restrictions on our regulated
subsidiaries, which vary from state to state. They generally include certain minimum capital and deposit and/or reserve
requirements, restrictions on dividends and other distributions to the parent corporations and affiliated corporations. See
“Item 7. Management's Discussion and Analysis of Financial Condition and Results of Operations—Liquidity and
Capital Resources—Statutory Capital Requirements.” These financial requirements are subject to change, which may
require us to commit additional capital to certain regulated subsidiaries or may limit our ability to move capital through
dividends and other distributions. In addition, some state insurance laws require regulated companies to provide to the
insurance regulator, upon request, a summary description of its enterprise risk management framework, to undertake an
Own Risk and Solvency Assessment ("ORSA") and to provide information on the entity's capital and solvency position.

While there are state-by-state variations, HMO regulation generally is extremely comprehensive. Among the
areas regulated by these HMO regulatory agencies are:

*  Adequacy of financial resources, network of health care providers and administrative operations;
»  Sales and enrollment requirements, disclosure documents and notice requirements;

*  Product offerings, including the scope of mandatory benefits and required offerings of benefits that are
optional coverages;

*  Procedures for member grievance resolution and medical necessity determinations;

»  Accessibility of providers, handling of provider claims (including out-of-network claims) and adherence to
timely and accurate payment and appeal rules;

* Linguistic and cultural accessibility standards, governance requirements and reporting requirements; and
*  Implementation of some provisions of the ACA.

PPO regulation also varies by state, and while these regulations generally cover all or most of the subject areas
referred to above, the regulation of PPO products and carriers tends to be less intensive than regulation of HMOs.

Variations in state regulation also arise in connection with the intensity of government oversight. Variations
include: the need to file or have affirmatively approved certain proposals before use or implementation by the health
plan; the degree of review and comment by the regulatory agency; the amount and type of reporting by the health plan
to the regulatory agency; the extent and frequency of audit or other examination; and the authority and extent of
investigative activity, enforcement action, corrective action authority, and penalties and fines. In addition, as discussed
in further detail above under the heading “—Health Care Reform Legislation and Implementation,” the ACA required
the establishment of health insurance exchanges that act as markets for the purchase of subsidized health insurance.
States were given the option of establishing these exchanges on their own or allowing the federal government to fully or
partially operate the exchange. We currently participate as QHPs in the exchanges in California, which elected to
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operate its own exchange, and Arizona, which elected the establishment of a federally-facilitated exchange.
Participation in these and other exchanges in the states in which we operate is conditioned on the continued approval of
the applicable state or federal government regulator. The factors considered for inclusion on the exchanges may be
subject to additional changes in future years, which could impact some carriers’ decision on participation in the
exchanges.

State regulations also may be more stringent than federal regulations that are applicable to us, and various health
insurance reform proposals have been implemented at the state level, including laws and regulations that implement
portions of the ACA. The interaction of new federal regulations and the implementation efforts of the various states in
which we do business will continue to create substantial uncertainty for us and other health insurance companies about
the requirements under which we must operate. For additional information, see “—Segment Information—Government
Regulation—Health Care Reform Legislation and Implementation.”

Intellectual Property

We have registered and maintain various trademarks that we use in our businesses, including marks and names
incorporating the “Health Net” phrase, and from time to time we apply for additional registrations of such marks. We
utilize these and other marks and names in connection with the marketing and identification of products and services.
We believe such marks and names are valuable and material to our marketing efforts.

Employees

As of December 31, 2014, Health Net, Inc. and its subsidiaries employed 7,922 persons on a full-time basis and
92 persons on a part-time or temporary basis. These employees perform a variety of functions, including, among other
things, provision of administrative services for employers, providers and members; negotiation of agreements with
physician groups, hospitals, pharmacies and other health care providers; handling of claims for payment of hospital and
other services; and provision of data processing services. Our employees are not unionized and we have not experienced
any work stoppages since our inception. We consider our relations with our employees to be very good.

Dependence Upon Customers

The federal government is the primary customer of our Government Contracts segment, with premiums and fees
accounting for approximately 96% of our Government Contracts revenue and 4% of our total revenues in 2014.
Premiums and fees from the federal government in connection with our TRICARE North Region contract accounted for
72%, 75% and 61% of our Government Contracts revenue in 2014, 2013 and 2012, respectively, and 3%, 4% and 4% of
total revenues in 2014, 2013 and 2012, respectively. In addition, the federal government and the state of California are
significant customers of our Western Region Operations segment as a result of our contract with CMS for coverage of
Medicare-eligible individuals and our contracts with California state agencies for the federally-subsidized Medicaid
program and the dual eligibles demonstration under the CCI. Medicare premiums accounted for 23%, 27% and 27% of
our Western Region Operations segment health plan services premium revenues in 2014, 2013 and 2012, respectively,
and 22%, 25% and 25% of our total revenues in 2014, 2013 and 2012, respectively. Medicaid premiums, including
CHIP, accounted for 36%, 23% and 19% of our Western Region Operations segment health plan services premium
revenues in 2014, 2013 and 2012, respectively, and 34%, 22% and 17% of our total revenues in 2014, 2013 and 2012,
respectively. Dual eligibles premium revenues accounted for 1% of health plan services premiums and 1% of our total
revenues in 2014. For a discussion of risks associated with our increasing dependence on government funded revenues,
see “Item 1 A. Risk Factors—Government programs represent an increasing share of our revenues. If we are unable to
effectively administer these programs, if we do not effectively adapt to changes to these programs, or if we experience a
significant reduction in revenues from these government programs, it could have a material adverse effect on our
business, financial condition or results of operations.”

Shareholder Rights Plan

On July 27, 2006, our Board of Directors adopted a shareholder rights plan pursuant to a Rights Agreement with
Wells Fargo Bank, N.A. (the "Rights Agent"), dated as of July 27, 2006 (the "Rights Agreement").

In connection with the Rights Agreement, on July 27, 2006, our Board of Directors declared a dividend
distribution of one right (a "Right") for each outstanding share of Common Stock to stockholders of record at the close
of business on August 7, 2006 (the "Record Date"). Our Board of Directors also authorized the issuance of one Right
for each share of common stock issued after the Record Date and prior to the earliest of the Distribution Date (as
defined below) the redemption of the Rights and the expiration of the Rights and, in certain circumstances, after the
Distribution Date. Subject to certain exceptions and adjustment as provided in the Rights Agreement, each Right
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entitles the registered holder to purchase from us one one-thousandth (1/1000" ) of a share of Series A Junior
Participating Preferred Stock, par value of $0.001 per share, at a purchase price of $170.00 (the "Purchase Price"). The
terms of the Rights are set forth in the Rights Agreement.

Rights will attach to all Common Stock certificates representing shares outstanding and no separate certificates
evidencing the Rights will be distributed. Subject to certain exceptions contained in the Rights Agreement, the Rights
will separate from the Common Stock upon the earliest of (i) 10 days following the public announcement of any person,
together with its affiliates and associates (an Acquiring Person), becoming the beneficial owner of 15% or more of the
outstanding Common Stock, (ii) 10 business days following the commencement of a tender or exchange offer that
would result in any person, together with its affiliates and associates, becoming the beneficial owner of 15% or more of
the outstanding Common Stock or (iii) 10 business days following the determination by our Board of Directors that a
person, together with its affiliates and associates, has become the beneficial owner of 10% or more of the Common
Stock and that such person is an “Adverse Person,” as defined in the Rights Agreement (the earliest of such dates being
called the “Distribution Date”). The Rights Agreement provides that certain passive institutional investors that
beneficially own less than 20% of the outstanding shares of the Common Stock shall not be deemed to be Acquiring
Persons.

The Rights will first become exercisable on the Distribution Date and will expire at the close of business on
July 31, 2016 unless such date is extended or the Rights are earlier redeemed or exchanged by us as described below.

Subject to certain exceptions contained in the Rights Agreement, in the event that any person shall become an
Acquiring Person or be declared to be an Adverse Person, then the Rights will “flip-in” and entitle each holder of a
Right, other than any Acquiring Person or Adverse Person and such person’s affiliates and associates, to purchase, upon
exercise at the then-current exercise price of such Right, that number of shares of Common Stock having a market value
of two times such exercise price.

In addition, and subject to certain exceptions contained in the Rights Agreement, in the event that we are acquired
in a merger or other business combination in which the Common Stock does not remain outstanding or is changed or
50% of the assets, cash flow or earning power of the Company is sold or otherwise transferred to any other person, the
Rights will “flip-over” and entitle each holder of a Right, other than an Acquiring Person or an Adverse Person and such
person’s affiliates and associates, to purchase, upon exercise at the then current exercise price of such Right, such
number of shares of common stock of the acquiring company which at the time of such transaction would have a
market value of two times such exercise price.

We may redeem the Rights at a price of $0.01 per Right at any time until the earlier of (i) 10 days following the
date that any Acquiring Person becomes the beneficial owner of 15% or more of the outstanding Common Stock and
(i1) the date the Rights expire. In addition, at any time after a person becomes an Acquiring Person or is determined to
be an Adverse Person and prior to such person becoming (together with such person's affiliates and associates) the
beneficial owner of 50% or more of the outstanding Common Stock, at the election of our Board of Directors, the
outstanding Rights (other than those beneficially owned by an Acquiring Person, Adverse Person or an affiliate or
associate of an Acquiring Person or Adverse Person) may be exchanged, in whole or in part, for shares of Common
Stock, or shares of preferred stock of the Company having essentially the same value or economic rights as such shares.

Potential Acquisitions and Divestitures

We continue to evaluate the profitability realized or likely to be realized by our existing businesses and
operations. From time to time we review, from a strategic standpoint, potential acquisitions and divestitures in light of
our core businesses and growth strategies. See “Item 1A. Risk Factors—Acquisitions, divestitures and other significant
transactions may adversely affect our business.”

Item 1A. Risk Factors
Cautionary Statements

The following discussion, as well as other portions of this Annual Report on Form 10-K, contain “forward-
looking statements” within the meaning of Section 21E of the Exchange Act, 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 a number of 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, statements including the words “believes,” “anticipates,” “plans,”
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“expects,” “may,” “should,” “could,” “estimate,” “intend,” “feels,” “will,” “projects” and other similar expressions are
intended to identify forward-looking statements. Actual results could differ materially from those expressed in, or
implied or projected by the forward-looking information and statements due to, among other things, health care reform
and other increased government participation in and taxation or regulation of health benefits and managed care
operations, including but not limited to the implementation of the Patient Protection and Affordable Care Act and the
Health Care and Education Reconciliation Act of 2010 (collectively, the "ACA") and related fees, assessments and
taxes; our ability to successfully participate in California’s Coordinated Care Initiative, which is subject to a number of
risks inherent in untested health care initiatives and requires us to adequately predict the costs of providing benefits to
individuals that are generally among the most chronically ill within each of Medicare and Medi-Cal and implement
delivery systems for benefits with which we have limited operating experience; our ability to successfully participate in
the federal and state health insurance exchanges under the ACA, which involve uncertainties related to the mix and
volume of business that could negatively impact the adequacy of our premium rates and may not be sufficiently offset
by the risk apportionment provisions of the ACA; increasing health care costs, including but not limited to costs
associated with the introduction of new treatments or therapies; our ability to reduce administrative expenses while
maintaining targeted levels of service and operating performance, including through our master services agreement with
a subsidiary of Cognizant; whether we receive required regulatory approvals for Cognizant’s provision of services to us
and any conditions imposed in order to obtain such regulatory approvals; our ability to recognize the intended cost
savings and other intended benefits of the Cognizant transaction; the risk that Cognizant may not perform contracted
functions and services in a timely, satisfactory and compliant manner; negative prior period claims reserve
developments; rate cuts and other risks and uncertainties affecting our Medicare or Medicaid businesses; trends in
medical care ratios; membership declines or negative changes in our health care product mix; unexpected utilization
patterns or unexpectedly severe or widespread illnesses; failure to effectively oversee our third-party vendors;
noncompliance by our or our business associates with any privacy laws or any security breach involving the
misappropriation, loss or other unauthorized use or disclosure of confidential information; the timing of collections on
amounts receivable from state and federal governments and agencies; litigation costs; regulatory issues with federal and
state agencies including, but not limited to, the California Department of Managed Health Care and Department of
Health Care Services, the Arizona Health Care Cost Containment System, the Centers for Medicare & Medicaid
Services, the Office of Civil Rights of the U.S. Department of Health and Human Services and state departments of
insurance; operational issues; changes in economic or market conditions; investment portfolio impairment charges;
volatility in the financial markets; and general business and market conditions.

Additional factors that could cause our actual results to differ materially from those reflected in forward-looking
statements include, but are not limited to, the risks set forth below, and the other risks discussed in our other filings with
the SEC.

Any or all forward-looking statements in this Annual Report on Form 10-K 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 below 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 information 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 and are subject to changes in circumstances and a number of risks and uncertainties. Except as may be
required by law, we do not undertake to address or update forward-looking statements.

Federal health care reform legislation has had and will continue to have an adverse impact on the costs of operating
our business and a failure to successfully execute our operational and strategic initiatives with respect thereto could
adversely affect our business, cash flows, financial condition and results of operations.

The ACA transformed the U.S. health care system through a series of complex initiatives. While we have
experienced significant growth in our revenues and membership in certain products as a result of the ACA, the
measures initiated by the ACA and the associated preparation for and implementation of these measures have had, and
will continue to have, an adverse impact on, among other things, the costs of operating our business, and could
materially adversely affect our business, cash flows, financial condition and results of operations. Due in part to the
magnitude, scope and complexity of these initiatives, as well as the continuing uncertainties related to their ongoing
implementation and evolution, the ultimate impact of the ACA on us remains difficult to predict.

The ACA imposes significant fees, assessments and taxes on us and other health insurers, health plans and
industry participants. Among others, the ACA imposes a significant non-deductible tax (technically called a “fee”) on
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health insurers, effective for calendar years beginning after December 31, 2013. In 2014, this “health insurer fee” was
assessed at a total of $8 billion nationwide. In 2015, it is expected to be assessed at a total of $11.3 billion nationwide in
2015 and will increase annually thereafter. The health insurer fee will be allocated pro rata amongst industry
participants based on a ratio of net health insurance premiums written for the previous calendar year to total net
premiums written for the U.S. health insurance industry, subject to certain exceptions and adjustments. In September
2014, we paid the federal government a lump sum of $141.4 million for our portion of the health insurer fee based on
2013 net premiums written. We currently estimate that our allocable share of the health insurer fee payable in 2015,
based upon 2014 premiums, will be approximately $230 million. However, this estimate is subject to inherent
uncertainty as the amount of industry premiums upon which the fee allocation is based has not been announced and the
Internal Revenue Service (“IRS”) is not expected to provide additional information on the 2014 health insurer fee until
June 2015. While we are required to accrue for the health insurer fee on a pro rata basis throughout the year, in future
years, we could experience significant volatility in our cash flow from operations relative to our results of operations in
a given period because the health insurer fee is payable in a single lump sum based on prior year premiums. In 2014,
due to the non-deductibility of the health insurer fee for federal income tax purposes, our full-year effective income tax
rate was adversely affected by 24.8 percentage points. In future periods, we expect that the non-deductibility of the
health insurer fee will continue to have a material impact on our effective income tax rate.

In addition, while certain types of entities and benefits are fully or partially exempt from the health insurer fee,
including, among others, government entities, certain non-profit insurers and self-funded plans, we are unable to take
advantage of any significant exemptions due to our current mix of plans and product offerings. Consequently, the health
insurer fee has represented and will continue to represent a higher percentage of our premium revenues than those of
our competitors who have business lines that are exempt from the health insurer fee or whose non-profit status may
result in a reduced health insurer fee. Moreover, some of our competitors may have greater economies of scale or a
different mix of business, which, among other things, may lead to lower expense ratios and higher profit margins than
we have. Since the health insurer fee is not tax deductible and is based on net health insurance premiums written, rather
than profits, it generally also will represent a higher percentage of our profits as compared to those competitors. We
generally will be unable to match those competitors’ ability to support reduced premiums by virtue of making changes
to distribution arrangements, decreasing spending on non-medical product features and services, or otherwise adjusting
operating costs and reducing general and administrative expenses. As a result, the health insurer fee may adversely
affect our profitability and ability to compete.

As a whole, the ACA’s fees, assessments and taxes will increase the costs of operating our business and could
adversely affect our business, cash flows, financial condition and results of operations.

In addition, while the ACA does also present significant new business opportunities for us, we and other health
insurance companies continue to face uncertainty and execution risk due to the multiple, complex ACA
implementations that were and continue to be required in abbreviated time frames in new markets. Additionally, in
many cases, our operational and strategic initiatives are being implemented in evolving regulatory environments and
without the benefit of established market data. While we were able to implement several strategic and operational ACA
initiatives during 2014, the relative lack of operating experience in these new marketplaces for insurers and, in certain
cases, providers and consumers, has fostered a dynamic marketplace that requires us to continuously adjust our
operating and strategic initiatives over time, particularly in these first few years of the ACA. There is no assurance that
insurers, including us, will be able to successfully make these adjustments on an ongoing basis. Our execution risk
encapsulates, among other things, our simultaneous participation in the exchanges, Medicaid expansion and California’s
Coordinated Care Initiative (“CCI”), as further described in "Item 1. Business—Segment Information—Western Region
Operations Segment—California Coordinated Care Initiative.” These initiatives involved the incorporation of new and
expanded populations and, among other things, have required that we restructure our provider network in response, and
will require us to remain diligent in monitoring the market to, among other things, effectively and efficiently adapt to
the ACA’s dynamic environment. Any delay or failure by us to successfully execute our operational and strategic
initiatives with respect to health care reform or otherwise appropriately react to changes to the legislation, implementing
regulations, actions of our competitors and the changing marketplace could result in operational disruptions, disputes
with our providers or members, increased exposure to litigation, regulatory issues, damage to our existing or potential
member relationships or other adverse consequences that may have an adverse impact on our business, financial
condition, cash flows and results of operations.
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The ACA has been the subject of various legal challenges and legislative initiatives, which increase the uncertainty
of how the law will impact us.

There are numerous steps required to implement the ACA, and although many significant regulations have been
finalized, further amendments to these regulations, additional clarifying regulations and other guidance are expected
over several years.

Even in cases where the federal government has issued final regulations, we and other health insurers continue to
face uncertainty because these final regulations are sometimes unclear or incomplete, subject to further change, or rely
on sub-regulatory guidance. For example, there is a potential for uncertainty and disruption related to an upcoming
change in the definition of “small employer” for purposes of the types of plans that health insurance issuers can offer to
employers. Currently, all of the states in which we operate regulate group health plans with 50 or fewer employees as
small group plans. However, beginning in 2016, the ACA redefines the definition of small employer to include plans
with up to 100 employees. Federal regulators have announced transitional guidance that will allow groups in the 51—
100 size range to renew their current large group plans through plan years beginning on or before Oct. 1, 2016, but it is
not clear whether the states in which we operate will adopt this transitional policy. Any uncertainty with regard to the
change in definition or how the change will affect new and existing groups with 51-100 employees may lead to
uncertainty in our ability to predict costs and set premiums in 2016 and future years.

In addition to ongoing regulatory questions, many of the operational components of health care reform are still
being developed, including how market participants ultimately interact and adapt to the new requirements within and
outside the ACA’s state-run and federally-facilitated health insurance exchanges. Moreover, federal regulators have
previously delayed implementation of certain ACA requirements through various extensions, allowances and transition
periods, including the requirement that large employers provide coverage to full-time employees or pay a penalty, along
with related reporting requirements, and the requirement that federal and state small business health option program
exchanges be able to facilitate employee choice among multiple health plans, due to operational concerns impacting
both employers and health insurance issuers. The markets impacted by these delays represent a significant portion of
our business, including our small group markets, and as a result, we will be implementing certain key ACA related
strategic and operational initiatives for the first time in 2015. These delays and developing regulations contribute to
lingering uncertainty surrounding the ACA, and the ultimate impact of health care reform on us may not be evident
until the ultimate requirements of the ACA have been definitively determined, the various related programs have been
fully implemented, and both insurers and regulators are able to make necessary adjustments.

In addition, certain legal and legislative challenges to the ACA remain despite the U.S. Supreme Court’s June
2012 decision in NFIB v. Sebelius. In Sebelius, the Supreme Court upheld the ACA’s individual mandate as valid under
Congress’ taxing power. The Sebelius decision also permits states to opt out of the elements of the ACA that require
expansion of Medicaid coverage in January 2014 without losing their existing federal Medicaid funding. Arizona and
California have extended coverage to the uninsured through Medicaid expansions; however, the law in Arizona
authorizing the expansion has been subject to litigation, and it is not clear when this will be resolved.

Several lawsuits have been brought regarding whether the ACA authorizes the IRS to provide premium tax
credits (i.e., federal subsidies) to individuals who purchase coverage through a federally-facilitated exchange (“FFE”),
and different federal courts have come to different conclusions on this matter. The U.S. Supreme Court has agreed to
hear one of these challenges, King v. Burwell. Oral arguments are scheduled for March, 2015, although a final decision
from the Supreme Court is not expected until as late as June, 2015. Any significant restriction or prohibition of federal
subsidies for coverage obtained through FFEs may impact the affordability of FFE products for low income individuals,
which in turn may have a material adverse impact on our FFE exchange membership in Arizona, and have an adverse
impact on the Arizona individual market risk pool more generally. While such an outcome would most directly impact
states with FFEs such as Arizona, the potential uncertainty created by such a ruling may have collateral effects in states
with state-based exchanges or on the ACA in general, particularly in light of the newly Republican controlled Congress.
For more information on our ACA health insurance exchanges, see the risk factor below under the heading, “—We
cannot assure you that our participation in the ACAS health insurance exchanges will continue to be a success.” Other
litigation regarding the implementation of the ACA remains ongoing, including litigation around federal regulations
regarding contraception coverage and regarding the ability of HHS to make payments to plans under the ACA’s cost
sharing reductions program.

On the legislative front, though repeal of the ACA in its entirety remains unlikely, Congress has proposed certain
legislative initiatives that may affect certain provisions of the ACA, including initiatives that could repeal or modify the
requirement that large employers provide coverage to employees, repeal the individual mandate, delay or repeal the tax
on medical devices, delay or repeal the health insurer fee, repeal the risk corridors program and other potential changes.
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Certain initiatives that have been unable to establish momentum in the past, may gain support with the newly
Republican controlled Congress.

Certain of the proposed legislative changes described above, withholding of ACA funding by Congress, extended
delays in the issuance of clarifying regulations and other guidance, delays in implementation, legal challenges or other
lingering uncertainty regarding the ACA could cause us to incur additional costs of compliance or require us to
significantly modify or adjust certain of the operational and strategic initiatives we have already established. Such
modifications may result in the loss of some or all of the substantial resources that have been and will be invested in the
ACA implementation, require investment of additional resources and, depending on the nature of the modification,
could have a material adverse effect on our business and the trading price of our common stock.

Various health insurance reform proposals continue to emerge at the state level, which could have an adverse impact
on us.

Various health insurance reform proposals have been considered at the state level, and more are likely to be
considered in the future. Many of the states in which we operate have been implementing parts of the ACA and many
states have added new requirements that are more exacting than the ACA's requirements. In most cases states can
mandate minimum medical loss ratios("MLRs") , implement rate reforms and enact benefit mandates that go beyond
provisions included in the ACA. For additional discussion on MLRs and its impact on our business, see "—We face
competitive and regulatory pressure to contain premium prices. If the premiums we charge are insufficient to cover our
costs, it could have a material adverse effect on our business, financial condition or results of operations." In addition,
state exchange boards in California have the ability to limit the number of plans and negotiate the price of coverage sold
on these exchanges and to limit the service areas in which Qualified Health Plans (“QHPs”) in the exchanges may
operate. These kinds of state regulations and legislation could, among other things, limit or delay our ability to increase
premiums in future years even where actuarially supported, and thereby could adversely impact our revenues and
profitability. This also could increase the competition we face from companies that have lower health care or
administrative costs than we do and therefore can price their premiums at lower levels than we can.

Further, the interaction of current and new federal regulations and the continuing implementation of federal
health care reform by the various states in which we do business will continue to create substantial uncertainty for us
and other health insurance companies about the requirements under which we must operate. States may disagree in their
interpretations of the federal statute and regulations, and state “guidance” that is issued could be unclear or untimely. In
the case of the ACA exchanges, we are required to operate under and comply with the regulatory authority of the federal
government in addition to the laws, rules and regulations of each of the states that establish and administer their own
exchanges. State exchange standards and processes related to areas such as enrollment, payment, certification standards,
and other areas have differed and may differ in the future from those of the federally-facilitated exchanges. In some
cases, it may not be clear whether federal or state guidelines apply, and federal and state guidelines may not align
perfectly. For example, under current federal guidance, the determination of what constitutes a “small group” for
purposes of determining whether a plan participates in the risk adjustment program may differ from the determination
used by states in enforcing compliance with the market reform requirements for small group health plans in some
instances. If we do not successfully implement the various state law requirements of the ACA, including with respect to
the exchanges, our financial condition and results of operations may be adversely affected.

If we do not effectively incorporate the ACA’s premium stabilization and other related provisions into our business,
or these provisions are not successful in mitigating our financial risks, our results of operations may be materially
adversely affected.

The ACA also includes premium stabilization provisions designed to apportion risk amongst insurers, including
the reinsurance, risk adjustment, and risk corridors programs.

The permanent risk adjustment program is applicable to plans in the individual and small group markets that are
subject to the ACA’s market reforms. This risk adjustment program became effective at the beginning of 2014 and has
and will continue to shape the economics of health care coverage both within and outside the exchanges. These
provisions will effectively transfer funds from health plans with relatively lower risk enrollees to plans with relatively
higher risk enrollees to help protect against the consequences of adverse selection. The individual and small group
markets represent a significant portion of our commercial business and the relevant amounts transferred may be
substantial. To adapt to this new economic framework, we have dedicated significant resources and incurred significant
costs to implement numerous strategic and operational initiatives both within and outside the exchanges that, among
other things, require us to focus on and manage different populations of potential members than we have in the past.
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The success of these initiatives relies on our ability to achieve an accurate risk adjustment allocation, which in turn
depends in large part on our ability to accurately assess our health plans’ risk and incorporate that into the risk
adjustment calculus. This calculation relies primarily on encounter data to define a health plan’s average actuarial risk.
The process of accurately collecting this data presents disadvantages to more heavily capitated health plans such as ours
because providers receiving fixed fees from health insurers may not have the same incentive to provide accurate and
complete encounter data with respect to services rendered when compared to providers under fee for service
arrangements. This incentive problem may be particularly acute for health plans operating under the delegated HMO
model, which is prevalent in our California health plans. Under this model, third party intermediaries assume
responsibility for certain utilization management and care coordination responsibilities, including the collection of
encounter data. We have been refining our health plan infrastructure and provider network to help ensure that we are
accurately capturing this data. However, if we are unable to successfully execute this strategy, our revenues and results
of operations may be adversely affected. In addition, assuming we accurately capture complete encounter data, there is
continued uncertainty about how HHS will validate this risk adjustment data. The “distributed data collection” approach
by which HHS will collect risk adjustment data is still ongoing for 2014 plan data there remains some uncertainty
regarding the types of penalties that will be imposed and the criteria for imposing such penalties where an insurer fails
to provide sufficient data to HHS. Uncertainty or delay in the data collection process and the evaluation of preliminary
risk scores in the context of our competitive market may limit our ability to accurately predict receivables or payables
under the program and adversely impact our ability to set premium rates for future periods.

In addition to these permanent risk adjustment provisions, the ACA implements temporary reinsurance and risk
corridors programs, which seek to ease the transition into the post-ACA market by helping to stabilize rates and protect
against rate uncertainty in the initial years of the ACA.

We have made and are continuing to make significant efforts to design and implement a cohesive strategy with
respect to these premium stabilization programs and the exchanges, but these programs are subject to risks inherent in
estimated calculations and untested initiatives and the relevant regulatory framework for the ACA remains subject to
change and interpretation over time. Calculating these premium stabilization provisions require us to estimate
receivables and payables. Until the final calculations are performed that determine the amounts collectible and payable,
the estimates can vary and the final amounts may materially differ from those estimates. The final determination and
settlement of amounts due or payable from these premium stabilization provisions for 2014 will not occur until at least
June 2015. If we are required to make material adjustments from our prior estimates, our financial condition, cash flows
and results of operations could be materially adversely affected.

Many of the operational aspects relating to these premium stabilization programs, as well as related to advanced
payments of premium tax credits for exchange plans, such as reporting data to HHS and the calculation of payments
and charges, will be operationalized for the first time in 2015, including with respect to the small group market, and the
data required and operational procedures for such reporting are still being developed. Any inability by Health Net to
obtain and submit complete data for reporting under these premium stabilization or to reconcile our data with CMS or
state exchanges as needed, could adversely affect our performance under these programs.

In addition, there have been recent legislative and regulatory developments with respect to the risk corridors
program. In December of 2014, Congress passed and the President signed the Consolidated and Further Continuing
Appropriations Act (Public Law 113-235), which contained language restricting the ability of HHS to use certain
sources of funding to make payments under risk corridors program for 2015. HHS recognizes, in both final regulations
and guidance, it is obligated to make the risk corridors program payments without regard to budget neutrality. Although
HHS anticipates the program will be budget neutral, the ACA requires HHS to make full payments to those issuers with
risk corridors ratios above 103 percent. Additionally, HHS states in final regulations and guidance that if the program’s
collections, including any potential carryover from prior years, are insufficient to satisfy its payment obligations, the
agency will use other sources of funding to meet its payment obligations, subject to the availability of appropriations. If
corridor collections are insufficient in 2014, HHS explains that it shall fulfill its obligations for the 2014 benefit year by
using funds collected for the 2015 benefit year prior to making payments on 2015 obligations. The risk corridor
receivable balance included in other noncurrent assets as of December 31, 2014 was $90.4 million and the risk corridor
payable balance included in other noncurrent liabilities as of December 31, 2014 was $3.6 million. If we experience
payment delays that are extended for any significant period of time, it may require us to modify our strategic and
operational initiatives with respect to both our on and off exchange products, and could have a material adverse effect
on our results of operations, financial position, cash flows or liquidity. For additional discussion of the risks associated
with participation in programs involving a government payor, see the risk factor below under the heading, “—
Government programs represent an increasing share of our revenues. If we are unable to effectively administer these
programs or if we do not effectively adapt to changes to these programs, we may experience a significant reduction in
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revenues from these government programs, which could have a material adverse effect on our business, financial
condition or results of operations.”

Whether due to such regulatory uncertainty or otherwise, if these premium stabilization programs prove
ineffective in mitigating our financial risks, including adverse selection risk, or we are unable to successfully adapt our
strategy to any future changes in certain of our markets, our financial condition, cash flows and results of operations
may be materially adversely affected. For additional information on these premium stabilization programs, see Item 7.
Management’s Discussion and Analysis of Financial Condition and Results of Operations—Health Care Reform
Legislation and Implementation—Premium Stabilization Programs and Note 2 to our consolidated financial statements.

We cannot assure you that our participation in the ACA’s health insurance exchanges will continue to be a success.

The ACA required the establishment of state-run or federally facilitated “exchanges” where individuals and small
groups may purchase health coverage. We currently participate as QHPs in the exchanges in California and Arizona.
Our continued participation in the exchanges and future participation in any other exchanges in the states in which we
operate is conditioned on the approval of the applicable state or federal government regulator, which could result in the
exclusion of some carriers, including us, from the exchanges.

We believe the exchanges have, and will continue to represent a significant commercial business opportunity for
us. For example, our individual commercial enrollment increased nearly 190 percent during 2014, driven in large part
by enrollment in the exchanges through the first open enrollment period. However, as we complete our second
enrollment period, changing economic conditions, the dynamic competitive environment on the exchanges, various
legislative and legal developments and the ongoing evolution of the regulatory framework for the exchanges may alter
the economics and structure of our participation in the exchanges, which remain a new marketplace with which we have
limited experience. If we are not able to successfully adapt to any such changes in our markets, our financial condition,
cash flows and results of operations may be adversely affected. As an example, the size and mix of the exchange market
pool is subject to change based on changes in the U.S. economy, changes to eligibility rules and processes and any
changes to the validity of premium tax credits on FFEs. The exchange market pool is also impacted by changes in
unemployment rates, average household income, and changes in employer coverage. In addition, the exchange market
pool is impacted by the new processes for redetermination of eligibility based on income, employer coverage and
eligibility management activities. These factors are generally beyond our control.

Furthermore, the complexity of the process may cause confusion for new consumers seeking to enroll for the first
time as well as renewing consumers who may see changes in their plans and premium responsibility. In some cases,
individuals have been terminated from exchange coverage or had their eligibility for subsidies adjusted or terminated
due to a failure to provide documentation verifying eligibility, which results in additional administrative costs or
membership losses for issuers. This complexity has required us to increase our consumer outreach and education efforts
and modify our information systems to adapt to these new rules. In addition, while we have adapted our products and
sales practices to the new direct-to-consumer channel opened by the exchanges, the exchanges have also required, and
will continue to require, us to market to and administer premium collection through a new population with which we
have limited experience. This new exchange population presents additional operational challenges, including the
potential for discontinuance of coverage due to premium delinquency. Any failure to successfully implement these
initiatives or modifications in response to developing regulations may have an adverse impact on our exchange
membership and profitability on the exchanges.

Due to legislative developments and regulatory allowances designed to help smooth the transition into the ACA,
there are a number of other aspects of the exchanges that have yet to be fully implemented or where there are still
outstanding questions, including many of the primary functionalities of the SHOP plans, which were delayed until 2015,
and certain aspects of the ACA’s premium stabilization provisions. For additional information, see the risk factor above
under the heading, “—If we do not effectively incorporate the ACA'’s premium stabilization and other related provisions
into our business, or these provisions are not successful in mitigating our financial risks, our results of operations may
be materially adversely affected.” In addition, recent lawsuits filed by stakeholders on the exchanges have raised
questions for exchange participants, including us, surrounding provider network size, network capacity and the
adequacy of communication between health insurers and their consumers with respect to network composition for
exchange products. In addition, state and federal regulators have expressed concern about provider network adequacy
for exchange products. For example, the CDI recently issued an emergency regulation to establish stronger
requirements for health insurers to create and maintain sufficient medical provider networks to provide timely access to
medical care. In order to comply with the regulation, which was effective as of February 2, 2015, we and other health
insurers will need to devote resources and incur significant costs. These and other similar actions by courts or regulators
in this area may require us to adjust our tailored network exchange strategy or make other material modifications to our
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business and operations. Our exchange strategy relies heavily on our use of tailored network products and whether or
not we are required to make adjustments to our networks, there is no assurance that our tailored network strategy will be
successful over time. See “—The markets in which we do business are highly competitive. If we do not design and price
our product offerings competitively, our membership and profitability could decline” for additional information
regarding our tailored network strategy.

Our continued success on the exchanges is also dependent on our ability to respond to changes in the competitive
market over time. The exchanges are an open market, with pricing and membership data publicly available to both
consumers and our competitors. All exchange participants, including us, have reviewed our competitive positions, and
with this data, our competitors could modify their product features or networks, change their pricing relative to others in
the market and adjust their mix of business within or outside the exchanges. Competitors seeking to gain a foothold in
the changing market may also introduce pricing that we may not be able to match, which may adversely affect our
ability to compete effectively.

Taken together, the exchanges’ untested nature, the evolving marketplace surrounding them and the responses of
state and federal decision makers to these issues have created lingering uncertainty for us and other health insurers
participating in the exchanges. For example, on July 7, 2014, California Senate Bill 1446 (“SB 1446”) was signed into
law effective immediately, allowing insurance carriers to continue non-grandfathered and non-ACA compliant small
group policies that were in effect as of December 31, 2013 and active as of July 7, 2014 for one additional year through
December 31, 2015. Arizona has similarly issued guidance allowing non-compliant plans to renew in some instances.
While we expect that these transitional policies will help to reduce rate impact for many small groups that have not yet
transitioned to ACA-compliant health plans, which in turn may help to reduce membership turnover in our small group
business, these and similar allowances and extensions have demonstrated the ability of state and federal decision
makers to revise the operational rules and regulations relating to the exchanges, in some cases with retroactive effect, in
order to address future implementation or other difficulties. These types of delays or adjustments may in turn impact the
economics of the exchange marketplace and the success of our strategy with respect to the exchanges. The resultant
uncertainty extends to certain aspects of the exchanges that remain under consideration, including among other things,
the premium stabilization provisions described in further detail herein. The fluid and novel nature of the exchange
marketplace impacts our ability to predict exchange enrollment, premiums and costs, which may have an adverse effect
on our revenues and results of operations. If we fail to effectively adapt our business strategy and operations to these
evolving regulations and markets, our financial condition and results of operations may be adversely affected.

Our profitability will depend, in part, on our ability to accurately predict and control health care costs.

A substantial majority of the revenue we receive is used to pay the costs of health care services and supplies
delivered to our members. Many of these costs, including costs associated with physician and hospital care, new
medical technology and prescription drugs, for example, are rising. The total amount of health care costs we incur is
affected by the number and type of individual services we provide and the cost of each service. Our future profitability
will depend, in part, on our ability to accurately predict health care costs and to manage future health care utilization
and costs through product pricing criteria, utilization management, product design, medical management initiatives and
negotiation of favorable professional and hospital contracts. Periodic renegotiations of hospital and other provider
contracts, coupled with continued consolidation of physician, hospital and other provider groups, may result in
increased health care costs or limit our ability to negotiate favorable rates. Government-imposed limitations on
Medicare and Medicaid reimbursement have also caused, and are expected to continue to cause, the private sector to
bear a greater share of increasing health care costs. Additionally, there is always the possibility that adverse risk
selection could occur when members who utilize higher levels of health care services compared with the insured
population as a whole choose to remain with our health plans rather than risk moving to another plan, or, in the case of
the exchanges, that members who elect to purchase products through the exchange will utilize higher levels of health
care services than those in off exchange products. Moreover, the introduction of new populations with which there is
limited cost experience, including through Medicaid expansion, the exchanges and the CCI, as well as the uncertain
impact of premium stabilization provisions on the industry could adversely affect our ability to accurately predict or
control health care costs. Any of these factors could cause our health care costs to be higher than anticipated and
therefore cause our financial results to fall short of expectations.

Other factors that may adversely affect our ability to predict and control health care costs and, as a result,
adversely affect our financial condition, results of operations and cash flows include but are not limited to changes in
utilization rates; demographic characteristics; catastrophes; large scale public health epidemics; terrorist activity;
unanticipated seasonality; changes in provider reimbursement; fluctuations in medical cost trends; the regulatory
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environment, including, for example, the implementation of the ACA or other state or federal laws and their impact on
our health care costs and our ability to change our premium rates; health care practices; the introduction of new
therapies, treatments or drugs; inflation; new technologies; clusters of high-cost cases; and continued consolidation of
physician, hospital and other provider groups. A significant category of our health care costs is the cost of hospital-
based products and services. Factors underlying the increase in hospital costs include, but are not limited to, the
underfunding of public programs, such as Medicaid and Medicare and the constant pressure that places on rates from
commercial health plans, new technology, state initiated mandates, alleged abuse of hospital chargemasters, an aging
population, changes in the economic environment and, under certain circumstances, relatively low levels of hospital
competition caused by market concentration. Another significant category of our health care costs is costs of
pharmaceutical products and services. Factors affecting our pharmaceutical costs include, but are not limited to, the
price of drugs, utilization of new and existing drugs, changes in discounts and the impact of health care reform on
pharmaceutical manufacturers through such requirements as increased fees. For example, drugs recently approved for
the treatment of hepatitis C have been aggressively priced by pharmaceutical companies. Due to the relatively high
incidence of hepatitis C in populations we serve and a number of factors that may drive significant demand for these
therapies, these products may cause a significant increase in our health care costs and, if we are unable to effectively
manage these costs, it may adversely affect our profitability and results of operations.

As a measure of the impact of medical costs on our financial results, relatively small differences between
predicted and actual medical costs as a percentage of premium revenues can result in significant changes in our
financial results. For example, if medical costs increased by 1% without a proportional change in related revenues for
our health plan products, our annual pre-tax income for 2014 would have been reduced by approximately $113 million.
The inability to accurately forecast and manage our health care costs in all circumstances could have a material adverse
effect on our business, financial condition or results of operations.

We face competitive and regulatory pressure to contain premium prices. If the premiums we charge are insufficient
to cover our costs, it could have a material adverse effect on our business, financial condition or results of
operations.

In addition to the challenge of controlling health care costs, we face competitive pressure to contain premium
prices. While health plans compete on the basis of many factors, including service, plan benefits and the quality and
depth of provider networks, price has been and will continue to be a significant basis of competition. Any future
increase in our premiums could result in the loss of members, particularly in light of continued economic pressures and
the implementation of the ACA. Our premiums are set in advance of the actual delivery of services, and, in certain
circumstances, before contracting with providers. While we attempt to take into account our estimate of expected health
care and other costs over the premium period in setting the premiums we charge or bid, factors such as competition,
new or changed regulations and other circumstances may limit our ability to fully base premiums on estimated costs.
For example, certain of our competitors are not subject to the ACA's health insurer fee or are assessed at half the rate
that we and other health insurers will pay, and our ability to incorporate the impact of the health insurer fee into our
commercial and Medicare 2015 premium rates, which are set a year in advance in 2014, was limited, in large part due to
these competitive pressures. In addition, many factors may, and often do, cause actual health care costs to exceed those
costs estimated and reflected in premiums or bids. These factors include, but are not limited to, increased utilization
rates, increasing medical cost trends, catastrophes, public health epidemics, terrorist activity, unanticipated seasonality,
changes in insured population characteristics, new mandated benefits or other regulatory changes, including those
included in the ACA or other state or federal laws. If we are unable to accurately estimate costs and set our premiums
accordingly, it could have a material adverse effect on our business, financial condition or results of operations.

In addition, our ability to increase our premiums may be restricted by law. For example, the ACA requires the
establishment of a process for review of certain premium rate increases to determine whether they are “unreasonable.”
As part of this rate review process, certain insurers may be excluded from participating in the state-based or federally
facilitated exchanges created by the ACA if the review determines that the insurer has demonstrated a pattern or practice
of excessive or unjustified premium rate increases. The federal government and some states in which we do business
have also required prior regulatory approval of premium rate increases and/or have subjected such increases to
heightened scrutiny, such as third-party review. For example, the CDI and Department of Managed Health Care require
a third-party actuarial review of health insurance carriers' and health plans' proposed premium rate increases to confirm
compliance with applicable law, resulting in a potential delay in carriers' and plans' ability to implement rate increases.
Further, in California, proponents of rate review qualified an initiative measure for the November 2014 ballot that
would have, if approved, imposed significant additional requirements on health plans relating to premium increases.
While the initiative was defeated, there can be no assurance that the California legislature will not consider similar rate
regulation measures in the future. These requirements and proposed changes have in the past and could in the future,
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among other things, lower the amount of premium increases we receive or extend the amount of time that it takes for us
to obtain regulatory approval to implement increases in our premium rates. In recent years, certain of our competitors
were asked by the Commissioner of the CDI to voluntarily delay implementation of scheduled premium increases to
permit additional review by the CDI, which review led the carriers to reduce proposed rate increases. We have
experienced, and are likely to continue to experience, greater scrutiny by regulators of proposed increases to our
premium rates. For additional detail on the impact of federal health care reform and potential additional changes in
federal and state legislation and regulations on our ability to maintain or increase premium levels, see “—Federal
health care reform legislation has had and will continue to have an adverse impact on the costs of operating our
business and a failure to successfully execute our operational and strategic initiatives with respect thereto could
adversely affect our business, cash flows, financial condition and results of operations,” "—The ACA has been the
subject of various legal challenges and legislative initiatives, which increase the uncertainty of how the law will impact
us,"“—Various health insurance reform proposals continue to emerge at the state level, which could have an adverse
impact on us,” "—If we do not effectively incorporate the ACA's premium stabilization and other related provisions into
our business, or these provisions are not successful in mitigating our financial risks, our results of operations may be
materially adversely affected," and "—We cannot assure you that our participation in the ACA’s health insurance
exchanges will continue to be a success" (collectively the "ACA Risk Factors"). Our financial condition or results of
operations could be adversely affected by significant disparities between the premium increases of our health plans and
those of our major competitors or by limitations on our ability to increase or maintain our premium levels.

The ACA and other federal and state legislation and regulations require a reconciliation of premiums based on a
final assessment of the relative medical risk a health plan incurs in the individual and small group market. Since the
risk value is based on a health plan’s score relative to the industry and enrollment growth of new populations with
limited cost experience under ACA, we may be required to accrue additional liabilities based on the risk profile of the
overall population. In addition, the ACA requires us to maintain certain minimum medical loss ratios, or “MLRs”. In
the event we fail to maintain such minimum MLRs, we will be required to rebate ratable portions of our premiums to
our customers annually. Certain state Medicaid programs, including with respect to the Medi-Cal expansion population,
are imposing MLR requirements on Medicaid managed care organizations that generally require such plans to rebate
ratable portions of their premiums to their state customers if they cannot demonstrate they have met the minimum
MLRs. With respect to our Medi-Cal expansion population, this MLR requirement acts as a “corridor”, with rebates
paid to DHCS for MLRs under 85% and additional premium paid to us by DHCS if MLRs exceed 95%. Beginning in
2014, we have been required to incorporate the effect of the aforementioned premium stabilization provisions for
individual and small group markets into our commercial MLRs. Due in part to the uncertainty with respect to these
premium stabilization provisions, which as noted above will be calculated for the first time in the summer of 2015 for
the 2014 benefit year, it may be difficult to accurately predict our commercial MLR rebates, which may cause
meaningful disruptions in our market share and our results of operations, financial position and cash flows could be
materially adversely affected. For further information on MLRs, see Note 2 to our consolidated financial statements,
and for further information on premium stabilization provisions, see "—If we do not effectively incorporate the ACA's
premium stabilization and other related provisions into our business, or these provisions are not successful in
mitigating our financial risks, our results of operations may be materially adversely affected."

The markets in which we do business are highly competitive. If we do not design and price our product offerings
competitively, our membership and profitability could decline.

We are in a highly competitive industry that is currently subject to significant changes from, among other things,
legislative reform, business consolidations and new strategic alliances. Many of our competitors may have certain
characteristics, capabilities or resources, such as greater market share, greater economies of scale, superior provider and
supplier arrangements and existing business relationships, which give them an advantage in competing with us. These
competitors include HMOs, PPOs, self-funded employers, insurance companies, hospitals, health care facilities and
other health care providers. In addition, other companies may enter our markets in the future.

The addition of new competitors in our industry can occur relatively easily and customers enjoy significant
flexibility in moving between competitors. For example, the new developing marketplace created by the ACA's state-
based and federally facilitated exchanges has and may continue to encourage new market participants and lead to
increased competition in the individual and small group markets. There also is a risk that our customers may decide to
perform for themselves functions or services currently provided by us, which could result in a decrease in our revenues.
In addition, our providers and suppliers may decide to market products and services to our customers in competition
with us.
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In addition, in response to changes in the health care market, including those related to federal and state health
care reform, our competitors have in the past and could in the future modify their product features or benefits, change
their pricing relative to others in the market and adjust their mix of business within or outside the exchanges, or even
exit segments of the market. We may not be able to match our competitors' ability to support reduced premiums by
virtue of any full or partial exemptions from the fees and taxes imposed by the ACA, or by making changes to their
distribution arrangements, decreasing spending on non-medical product features and services, or otherwise adjusting
their operating costs and reducing general and administrative expenses. New competitors seeking to gain a foothold in
the changing market may also introduce product offerings or pricing that we may not be able to match, which may
adversely affect our ability to compete effectively. The response to the ACA over time by our existing competitors and
related adjustments to their offerings, if any, could cause meaningful disruption in local health care markets in which we
operate.

In addition, while certain types of entities and benefits are exempt from the calculation of the health insurer fee,
including, among others, government entities, certain non-profit insurers and self-funded plans, we are unable to take
advantage of any significant exemptions due to our current mix of plans and product lines. Consequently, the health
insurer fee will represent a higher percentage of our premium revenues than those of certain of our competitors who are
able to exempt all or a portion of their premium revenues from the health insurer fee allocation. Moreover, some of our
competitors may have greater economies of scale or a different mix of business, which, among other things, may lead to
lower expense ratios and higher profit margins than we have. For additional discussion of how the ACA continues to
affect the competitive landscape in which we operate, see the ACA Risk Factors above.

In recent years, there has been significant merger and acquisition activity in our industry and in industries that act
as our suppliers, such as the hospital, medical group, pharmaceutical and medical device industries. This activity may
create stronger competitors and/or result in higher health care costs. Furthermore, since the adoption of the ACA, we
have seen further provider consolidation, which in turn could make it more difficult for us to negotiate competitive
rates. In addition, our contracts with government agencies, such as our Medicaid contracts, T-3 contract for the
TRICARE North Region and MFLC contracts, are from time to time up for re-bid. If we were to lose any significant
government contract to a competitor, or if we were to win the bid for such contract on less favorable terms, it could
have an adverse effect on our profitability, financial condition and results of operations. See “—Government programs
represent an increasing share of our revenues. If we are unable to effectively administer these programs or if we do not
effectively adapt to changes to these programs, we may experience a significant reduction in revenues from these
government programs, which could have a material adverse effect on our business, financial condition or results of
operations” for more information regarding our government contracts. To the extent that there is strong competition or
that competition intensifies in any market, our ability to retain or increase our number of customers, our revenue
growth, our pricing flexibility, our control over medical cost trends and our marketing expenses may all be adversely
affected.

Tailored network products are an important part of our business strategy. Recently we have seen aggressive
pricing by our competitors on certain tailored network products, and we will need to continue developing innovative
provider relationships to remain competitive. For example, we have been working to build alliances with provider
groups and other stakeholders in the health care system through shared risk arrangements, including Accountable Care
Organizations (“ACOs”), that have seen increasing support as state and federal governments and the health care
industry seek to improve the quality of care while controlling the costs of such care. Cost conscious large group
customers that have embraced tailored networks are important to our ability to maintain scale in tailored network
products, and some of these customers, including certain Medicare customers, may demand that we provide ACO or
similar arrangements to reduce costs, or may seek to join a private health insurance exchange to pool risk and lower
costs. Our ability to successfully implement such arrangements or design products for the private exchanges may be
necessary to remain competitive for these accounts. There can be no assurance that we will be able to successfully
implement and maintain these strategic initiatives that are intended to position us for future profitable growth in the
post-ACA marketplace; that the products we have designed in collaboration with certain providers will be successful or
developed within the time periods expected; or that the products that we offer will be preferable to similar products of
our competitors. The loss of large group customers in tailored networks may make it more difficult to efficiently
execute our tailored network strategy, which could have a material adverse impact on our commercial business.

These tailored networks are based on provider networks that may not include all hospitals or medical
professionals. We cannot control the capacity of these organizations to serve new membership coming from other health
plans or as a result of the ACA. With the growth in tailored network offerings in the State of California, there has been
increased scrutiny by regulators and consumer watchdog groups with respect to network adequacy. For example, recent
regulatory action and class action lawsuits have raised concerns regarding provider network size, network capacity and
the adequacy of communication between health insurers and their consumers with respect to network composition for
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exchange products. Such regulatory action and lawsuits may require us to make changes to our provider networks,
which could result in higher costs, deterioration in our competitive position and in membership loss. Failure to
successfully implement our tailored network strategy may have an adverse impact on our business, results of
operations, financial condition and cash flows.

If we do not compete effectively in our markets, if we do not design and price our products appropriately and
competitively, if we are unable to innovate and deliver products and services that demonstrate value to our customers, if
we set rates too high or too low for highly competitive markets, if we lose membership in more profitable products
while retaining or increasing membership in less profitable products, if we do not provide satisfactory service levels, if
membership or demand for our services does not increase as we expect or if membership or demand for our services
declines, it could have a material adverse effect on our business, financial condition and results of operations.

Our inability to estimate and maintain appropriate levels of reserves for claims may adversely affect our business,
financial condition or results of operations.

Our reserves for claims are estimates of incurred costs based on a number of assumptions. An extensive degree
of actuarial judgment is used in this estimation process and considerable variability is inherent in such estimates. The
accuracy of these estimates also may be affected by external forces such as, for example, changes in medical claims
submissions and payment patterns and medical cost trends. Included in the reserves for claims are estimates for the
costs of services that have been incurred but not reported (“IBNR”) and for claims received but not processed. Our
methodology for calculating these estimates is consistently applied from period to period, and our IBNR best estimate is
made on an accrual basis and adjusted in future periods as required. Any adjustments to the prior period IBNR best
estimates are included in the current period. As additional information becomes known to us, we adjust our assumptions
accordingly to change our estimate of IBNR. Given the uncertainties inherent in such estimates, the actual liability
could differ materially from the amounts reserved. If such a revision in our estimates results in significant unfavorable
development, it could adversely affect current period net income, profitability per enrolled member and, subsequently,
our earnings per share in any particular quarter or annual period. Our stock price could also be negatively impacted. If
our actual claims liability is lower than estimated, it could mean that we set premium prices too high, which could result
in a loss of membership. For additional information regarding our methodology in establishing our reserves for claims
and other settlements, see “Item 7. Management's Discussion and Analysis of Financial Condition and Results of
Operations—Liquidity and Capital Resources—Critical Accounting Estimates”.

Our businesses are subject to laws and significant rules and regulations, which increases our cost of doing business
and could impact our financial performance by restricting our ability to conduct business or adversely affecting our
ability to grow our businesses.

Our businesses are subject to extensive federal and state laws, rules, and regulations, including, but not limited
to, financial requirements, licensing requirements, enrollment requirements and periodic examinations by governmental
agencies. Our HMO and insurance subsidiaries are subject to regulations relating to cash reserves, minimum net worth,
premium rates, approval of policy language and benefits, appeals and grievances with respect to benefit determinations,
provider contracting, utilization management, issuance and termination of policies, claims payment practices and a wide
variety of other regulations relating to the development and operation of health plans. These laws, rules, and regulations
are generally intended to benefit and protect providers and health plan members rather than stockholders of managed
health care companies such as Health Net. There can be no assurance that we will be able to continue to obtain or
maintain required governmental approvals or licenses. The laws, rules, and regulations governing our business and
interpretations of those laws, rules, and regulations are subject to frequent change, and there is no guarantee that
legislative or regulatory changes will not have a material adverse effect on us. Broad latitude is given to the agencies
administering these laws, rules, and regulations to interpret them and to impose substantial fines or restrict our ability to
do business when they believe violations or failures to meet standards or requirements have occurred. Regulatory
agencies, such as the California Department of Managed Health Care, the California Department of Health Care
Services, the CDI, CMS, the U.S. Department of Health & Human Services' Office of Civil Rights and state
departments of insurance, have the authority to impose substantial fines and/or penalties against us, require us to change
how we do business and restrict our business activities. Certain of these agencies have done so in the past, and may
impose substantial fines and/or penalties against us, require us to change how we do business and restrict our business
activities in the future if they determine that we have not complied with applicable laws, rules, and regulations. Further,
such fines, penalties and restrictions may be more severe in circumstances in which regulatory agencies determine that
we have repeatedly failed to comply with applicable laws, rules or regulations. See “—Federal and state audits, reviews
and investigations of us and our subsidiaries could have a material adverse effect on our operations, financial
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condition and cash flows” for further discussion on the impact of any fines, penalties or restrictions that may be
imposed against us. As we have members in various states and are therefore subject to the regulatory oversight of
multiple jurisdictions, we have been in the past, and could be in the future, subject to fines and/or penalties imposed by
multiple regulatory agencies relating to the same incident. Existing or future laws, rules, and regulations, including the
ACA and related health care reform initiatives could, among other things, force us to change how we do business and
may restrict our revenue and/or enrollment growth, increase our health care and administrative costs, and/or increase
our exposure to liability with respect to members, providers or others. See the ACA Risk Factors above. Further, we
may be liable for violations of laws, rules and regulations by individual Health Net associates notwithstanding our
internal policies and compliance programs. For example, see “—If'we or our business associates that handle certain
information on our behalf fail to comply with requirements relating to patient privacy and information security, among
other things, our reputation and business operations could be materially adversely affected.”

As a federal and state government contractor, we are subject to U.S. and state government oversight. The
government may investigate our business practices and audit our compliance with applicable rules and regulations.
Depending on the results of those audits and investigations, the government could make claims against us. Under
government procurement regulations and practices, a negative determination resulting from such claims could result in
a contractor being fined, debarred and/or suspended from being able to bid on, or be awarded, new government
contracts for a period of time. In addition, we are subject to state and federal false claims laws that generally prohibit
the submission of false claims for reimbursement or payment to government agencies. We are also subject to the
Foreign Corrupt Practices Act and similar worldwide anti-corruption laws, including the U.K. Bribery Act of 2010,
which generally prohibit companies and their intermediaries from making improper payments to non-U.S. officials for
the purpose of obtaining or retaining business. Courts have imposed substantial fines and penalties against companies
found to have violated these laws. We are also exposed to other risks associated with U.S. and state government
contracting, including but not limited to dependence upon Congressional or legislative appropriation and allotment of
funds, the impact that delays in government payments could have on our operating cash flow, and the general ability of
federal and/or state government to terminate contracts with it, in whole or in part, without prior notice, for convenience
or for default based on performance. In addition, delays in obtaining, or failure to obtain or maintain, governmental
approvals, or moratoria imposed by regulatory authorities, could adversely affect our revenue or membership, increase
costs or adversely affect our ability to bring new products to market as forecasted. See “—Government programs
represent an increasing share of our revenues. If we are unable to effectively administer these programs or if we do not
effectively adapt to changes to these programs, we may experience a significant reduction in revenues from these
government programs, which could have a material adverse effect on our business, financial condition or results of
operations.”

We are subject to a number of risks in connection with our decision to enter into a master services agreement with
Cognizant for the performance of a significant portion of our business process and information technology
activities.

On November 2, 2014, we entered into a master services agreement (as subsequently amended and restated, the
“Cognizant MSA”) with a subsidiary of Cognizant Technology Solutions Corporation, a Delaware corporation
(“Cognizant”) for the performance of a significant portion of our business process and information technology
activities. As a result of the agreement, we anticipate a material reduction in our annual general and administrative and
depreciation expense by 2017. However, the agreement is conditioned upon regulatory approval of the transaction, and
there can be no assurance that such approval will be obtained in a timely manner or at all. Regulators may also require
us to make changes to the current structure of the transaction (including, without limitation, the scope of services
covered by the transaction) as a condition precedent to approval. If regulatory approval is not obtained, substantially
delayed or conditioned on changes to the terms of the transaction being made, we may not be able to fully realize
anticipated cost savings or other expected benefits of the transaction. We have incurred material costs and will continue
to incur material incremental costs and devote substantial resources to prepare for the Cognizant transaction. If
regulatory approval is not obtained or the Cognizant MSA is otherwise terminated prior to Cognizant’s commencement
of services, we will lose some or all of the resources that have been and will be invested in this transaction through such
date, which could have a material adverse impact on our business.

The Cognizant MSA covers a broad range of consulting, technological and administrative services in claims
management, membership and benefits configuration, customer contact center services, information technology, quality
assurance, appeals and grievance services, and medical management support. We also expect that certain of our
employees will become employees of Cognizant or its subcontractors, and that certain positions will be eliminated, as
part of the transaction. Given the scope of services that will be provided by Cognizant, and assuming the transaction
closes, the transition presents considerable execution risk inherent to large scale strategic and operational initiatives,
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including, among others, with respect to the efficient and secure transfer of information and data and the management
of our workforce, which will require us to coordinate and monitor the transition through our dedicated governance and
oversight structure.

The success of our business will depend in part on Cognizant’s ability to perform the contracted functions and
services in a timely, satisfactory, and compliant manner. If we experience a loss or disruption in the provision of any of
these functions or services, or they are not performed in a timely, satisfactory or compliant manner, we may not fully
achieve anticipated cost savings or other expected benefits of the transaction; we may be subject to regulatory
enforcement actions; we may be vulnerable to security breaches that threaten the security and confidentiality of our
information and data; we may not be able to meet the full demands of our customers or be subject to claims against us
by our members; and we may have difficulty in finding alternate providers on terms favorable to us, or at all. Any of the
foregoing could have an adverse impact on our business.

While the Cognizant MSA requires Cognizant to meet all regulatory compliance requirements with respect to the
services provided, we ultimately retain responsibility for regulatory compliance. If we fail to adequately monitor and
regulate Cognizant’s performance throughout the term of the Cognizant MSA, we may be subject to additional risk. For
additional information on these and other risks associated with third party arrangements such as the Cognizant
transaction, please refer to the risk factors set forth below under the heading “—We are subject to risks associated with
outsourcing services and functions to third parties” and “—Federal and state audits, reviews and investigations of us
and our subsidiaries could have a material adverse effect on our operations, financial condition and cash flows.”

Our participation in the dual eligibles demonstration portion of the California Coordinated Care Initiative in Los
Angeles and San Diego Counties may prove to be unsuccessful for a number of reasons.

The CCI, and the dual eligibles demonstration program in particular, is a model of providing health care that is
new to regulatory authorities and health plans in the State of California. Our participation and success in the dual
eligibles demonstration is subject to a number of risks inherent in untested health care initiatives and new populations
with limited cost experience. For example, the CCI requires us to provide benefits with which we had limited operating
experience, including but not limited to LTSS benefits. Our failure to successfully organize and deliver on this model
would negatively affect the operating and financial success of this business opportunity.

Some of the risks involved in the CCI and our participation in the dual eligibles demonstration include:

*  Dual eligibles are generally among the most chronically ill individuals within each of Medicare and Medi-
Cal, requiring a complex range of services from multiple providers. If we do not accurately predict the
costs of providing benefits to dual eligibles or the rates under our agreement with CMS and DHCS prove to
be inadequate, our participation in the CCI may prove to be unprofitable.

*  Our profitability in the CCI will be dependent in part on our ability to successfully provide and administer
LTSS benefits, both directly and through subcontracting arrangements with third parties. Because we have
limited operating experience in providing and administering these benefits, particularly with respect to cost
management, there is no assurance that the arrangements we have made and are continuing to refine will be
on favorable terms or that the information exchange between us and these third parties will allow us to
efficiently manage member care, which may adversely affect our results of operations, particularly as our
Medi-Cal membership increases through, among other things, Medicaid expansion.

* Dual eligibles have the option to opt out of the dual eligibles demonstration while retaining all of their
Medi-Cal benefits under CCI, including LTSS, which may reduce or eliminate the inherent efficiencies of
the dual eligibles demonstration portion of the CCI. In particular, while the provision and administration of
LTSS benefits may increase Medi-Cal costs, successfully managing care for these LTSS recipients may
generate equal or greater Medicare savings in the form of reduced costs for treatment for acute conditions
and/or hospitalizations. In the first year of the CCI, we experienced opt-out rates that were higher than
originally anticipated. If large numbers of dual eligibles continue to opt out of the dual eligibles
demonstration, we may be unable to capitalize on such potential efficiencies in the dual demonstration
portion of the CCI, and, as a result, we may not be able to maximize our investment in the CCI and our
profitability with respect to our participation in the CCI may be lower than originally anticipated.

* In each county, we will be offered as one of the health plans selected to participate in the CCI. Dual
eligibles in each county will be able to select to receive benefits from any of the participating health plans.
As a result of such competitive factors, we may not attract a satisfactory number of dual eligibles.
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*  We are required to make required filings with, and obtain approvals from, regulatory authorities in order to
meet the ongoing demands of the CCI. There can be no assurance that we will obtain these approvals on
satisfactory terms, or at all.

*  We are subject to various other risks and uncertainties associated with participating in government
programs such as Medicare and Medi-Cal. For example, the agreement we have with DHCS and CMS
governing the dual eligibles demonstration may be terminated by DHCS and CMS without cause upon 180
days prior notice. Furthermore, the CCI itself is subject to changing legislation and regulations as well as
state budgetary concerns. For example, the California Director of Finance is required to annually evaluate
the CCI’s cost effectiveness and report to the state legislature. If the legislature determines that the CCI is
not cost effective, the program may be suspended. Furthermore, potential cost savings that were expected
to improve the cost effectiveness of the program may be limited due to certain modifications imposed after
the CCI became effective. These changes include the exemption of more than 100,000 potential
beneficiaries from the dual eligibles demonstration based on their enrollment in Medicare D-SNP
programs, their age or health condition, the transfer of significant savings initially allocated under the
program from the state to the federal government, and the federal direction to suspend a tax that the state
had used to fund the program implementation. The state has developed a new tax proposal that it believes
complies with federal guidelines, but there is no assurance that it will successfully be enacted and
approved. The 2015—16 California state budget projects net savings for the upcoming fiscal year, but also
discusses potential risks, which, if not addressed by January 2016, could lead to the termination of the
program in January 2017. See “—~Medicare programs represent a significant portion of our business and
are subject to risk”, “—Government programs represent an increasing share of our revenues. If we are
unable to effectively administer these programs or if we do not effectively adapt to changes to these
programs, we may experience a significant reduction in revenues from these government programs, which
could have a material adverse effect on our business, financial condition or results of operations” and “—
Federal and state audits, reviews and investigations of us and our subsidiaries could have a material
adverse effect on our operations, financial condition and cash flows”.

Accordingly, there can be no assurance that the business opportunity presented by the CCI, including the dual
eligibles demonstration, will prove to be successful. Our failure to successfully adapt to the requirements of the CCI,
the inability of the program to generate the necessary cost savings for the state or the termination or suspension of the
program by the state could have a adverse effect on our business, financial condition and results of operation, as well as
the trading price of our common stock.

Government programs represent an increasing share of our revenues. If we are unable to effectively administer
these programs, if we do not effectively adapt to changes to these programs, or if we experience a significant
reduction in revenues from these government programs, it could have a material adverse effect on our business,
financial condition or results of operations.

Approximately 61% of our total revenues in the year ended December 31, 2014 relate to federal, state and local
government health care coverage or counseling programs, such as Medicare, Medicaid, TRICARE and MFLC. Nearly
all of the revenues in our Government Contracts reportable segment, which does not include Medicare and Medicaid
related revenues, come from the federal government, either directly or as a sub-contractor for a federal government
contract. See “Item 7. Management’s Discussion and Analysis of Financial Condition and Results of Operations—
Results of Operations” for more information regarding our reportable segments. In addition, a growing portion of our
revenues for our Western Region Operations reportable segment, which includes Medicare and Medicaid related
revenues, relates to government programs. Our Medicaid premium revenues for the year ended December 31, 2014
were approximately $4.8 billion, an increase of 95.7% from the prior year. The portion of our Western Region
Operations reportable segment that relates to government programs is expected to increase in 2015 as, among other
things, new members continue to enroll under both Medicaid expansion and the dual eligibles demonstration. See “Item
7. Management’s Discussion and Analysis of Financial Condition and Results of Operations—Results of Operations—
Western Region Operations Reportable Segment—California Coordinated Care Initiative” and “—Our participation in
the dual eligibles demonstration portion of the California Coordinated Care Initiative in Los Angeles and San Diego
Counties may prove to be unsuccessful for a number of reasons” for more information regarding our opportunities
under the CCI and related risks. Due to this concentration of revenues, a significant reduction in revenues from the
government programs in which we participate could have a material adverse effect on our business, financial condition
or results of operations.
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Our contracts with the government are generally subject to a highly-structured competitive bid process and
government discretion in the negotiation process, including with respect to performance requirements. If we fail to
design and maintain programs attractive to our government customers, if we are not successful in winning new
contracts or contract renewals on favorable terms, or if our existing contracts are terminated, our current government
health care coverage or counseling programs business and our ability to expand these businesses could be materially
and adversely affected. Under government-funded health programs, the government payor typically determines
premium and reimbursement levels and generally has the ability to terminate our contract for convenience. Any
reduction in premium or reimbursement levels by the government payor, such as a reduction in Medicare Advantage
payment rates as provided in the ACA, may lead to payment delay or result in premiums that increase at a lower rate
than cost. If we are unable to make offsetting adjustments through supplemental premiums and changes in benefit plans,
we could be adversely affected. In addition, the amount of government receivables set forth in our consolidated
financial statements for our Government Contracts reportable segment represents our best estimate of the government's
liability to us under TRICARE, MFLC, PC3 and other government contracts, or amounts due us as a sub-contractor.
These government receivables are generally estimates subject to government audit and negotiation, and there is an
inherent uncertainty in government contracts based in large part on a vulnerability to disagreements with the
government. As a result, the final amounts we ultimately receive under government contracts for our Government
Contracts reportable segment may be significantly greater or less than the amounts we initially recognize in our
consolidated financial statements. Medicare revenue that we record may also be subject to change due to risk
adjustment reimbursement settlements. See “—~Medicare programs represent a significant portion of our business and
are subject to risk” for additional information about risks related to these risk adjustment reimbursement settlements.
Moreover, with respect to the ACA's premium stabilization provisions, the final determination and settlement of
amounts due or payable relating to the 2014 calendar year will not occur until June 2015, which could have a material
adverse impact on our cash flows and results of operations.

Contracts under our government programs are generally subject to frequent change, including but not limited to
changes that may reduce the number of persons enrolled or eligible, expand or reduce the scope of the contract, reduce
the revenue received by us or increase our administrative or health care costs, as applicable, under such programs. An
enrollment freeze or significant reduction in payments from government programs in which we participate could
adversely affect our business, financial condition or results of operations. Such changes may occur during re-
competition of government contracts, for example. The T-3 contract for our TRICARE business expires on March 31,
2015. In June 2014, at the Department of Defense's request, we submitted a proposal to add three additional one-year
options to our existing T-3 contract. The DoD has also informed us that it intends to complete its negotiations with us
for the options prior to March 31, 2015, and that if such negotiations are successful, it intends to exercise the first of the
one-year options by that date. However, there can be no assurance that we will finalize negotiations prior to
March 31, 2015 or that we will do so at rates greater than or equal to those under the current T-3 contract. In the event
the extension results in significantly reduced rates or if we are unable to finalize negotiations and our TRICARE
business is opened up for rebidding and we are unable to secure a contract in the rebidding process, our results of
operations could be adversely impacted. For additional information on our TRICARE operations, see “Item 7.
Management’s Discussion and Analysis of Financial Condition and Results of Operations—Results of Operations—
Government Contracts Reportable Segment.”

In addition, the reimbursement rates we receive from federal and state governments relating to our government-
funded health care coverage programs may be subject to change. For example, on April 1, 2014, CMS announced final
2015 Medicare Advantage benchmark payment rates for 2015 Medicare Advantage and Part D payments that we
receive in connection with our participation in these programs. These payment rates represent reduced funding from the
federal government compared to prior periods and adversely impacted our expected Medicare revenues for 2014. CMS
announced proposed Medicare Advantage benchmark payment rates for 2016 on February 20, 2015, which set forth
slight reductions to payment rates. Furthermore, if Medicare Advantage rates decline, our competitors may exit certain
counties in which we participate, which may increase adverse selection risk and negatively impact our profitability. Any
significant reduction in the reimbursement rates that we receive in connection with our government-funded health care
coverage programs could adversely affect our business, financial condition or results of operations, particularly as our
membership in and focus on government programs increases.

Furthermore, Medicare remains subject to the automatic spending reductions imposed by the Budget Control Act
of 2011 and the American Taxpayer Relief Act of 2012 (“sequestration”), subject to a 2% cap. Certain other programs,
including Medicaid benefits, are exempt from the sequestration cuts. All parts of the Medicare program, including
Medicare Advantage, were subject to cuts, and these reductions have adversely impacted our Medicare Advantage
MCR. In addition, reductions in defense spending could have an adverse impact on certain government programs in
which we currently participate by, among other things, terminating or materially changing such programs, or by
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decreasing or delaying payments made under such programs. In addition, legislation is currently being considered to
repeal the “sustainable growth rate” formula that is used to calculate Medicare physician payments and replacing it with
a new formula. While it is not currently clear what the details of any such legislation would be, such legislation, if
finalized, could possibly make further cuts to Medicare payments or various related programs in order to offset the cost
of the new payment formula.

Federal and state governments could also choose to require benefits to be delivered to new populations of
potential members or require us to deliver new services to existing populations. If we have limited cost experience with
these new populations or services, we may not be able to accurately predict or adequately control the associated health
care costs. For example, as part of the CCI, we are required to expand our current Medi-Cal offerings to provide LTSS
benefits to all our existing Medi-Cal members, including SPDs and those who do not participate in the dual eligibles
demonstration portion of the CCI. We have limited operating experience in providing LTSS benefits, and if we are not
able to successfully manage the associated costs, our financial condition and results of operations may be adversely
affected.

In addition, our entrance into the Medicaid program in Arizona and Medicaid expansion in both California and
Arizona have and will continue to significantly increase our Medicaid enrollment. This population of members may
have different characteristics than our Medicaid population prior to Medicaid expansion. Moreover, both Medicaid
expansion and the transition of individuals between the California individual exchange and Medi-Cal will result in
changes to enrollment in both Medi-Cal and our exchange population, which will require us to maintain efficient
information systems and coordinate efforts with multiple state and local agencies to help ensure that these individuals
maintain continuous coverage. If we do not accurately predict the costs of providing benefits to these new populations,
fail to obtain suitable rates or otherwise fail to efficiently and effectively incorporate these new and changing
populations into our existing business, our results of operations, financial condition and cash flows could be adversely
affected.

Finally, we are also exposed to other risks associated with U.S. and state government contracting or participating
in programs involving a government payor, including but not limited to the general ability of the federal and/or state
government to terminate contracts with it, in whole or in part, without prior notice, for convenience or for default based
on performance; potential regulatory or legislative action that may materially modify amounts owed; and our
dependence upon Congressional or legislative appropriation and allotment of funds and the impact that delays in
government payments could have on our operating cash flow and liquidity. For example, due to the federal government
shutdown in October 2013, the Office of the Assistant Secretary of Defense, Health Affairs, Defense Health Agency
delayed reimbursement payments owed to us for underwritten claims under the T-3 contract for our TRICARE business.
These reimbursement payments were ultimately received following the conclusion of the government shutdown, and
the delay did not have a material adverse effect on our results of operations or financial position. However, there can be
no assurance that we will avoid similar payment delays in the future, which, if extended for any significant period of
time, could have a material adverse effect on our results of operations, financial position, cash flows or liquidity. In
addition, delays in obtaining, or failure to obtain or maintain, governmental approvals, or moratoria imposed by
regulatory authorities, could adversely affect our revenue or membership, increase costs or adversely affect our ability
to bring new products to market as forecasted.

Other changes to our government programs could affect our willingness or ability to participate in these
programs or otherwise have a material adverse effect on our business, financial condition or results of operations.

Medicare programs represent a significant portion of our business and are subject to risk.

Medicare programs represent a significant portion of our business, accounting for approximately 23% of our total
premium revenue in our Western Region Operations reportable segment in 2014 and an expected 19% in 2015. The
ACA includes, among other things, provisions that significantly reduce the government’s Medicare payment rates. For
more information on the risks associated with the ACA, see the ACA Risk Factors above. These ACA mandated
reductions in Medicare payment rates have in the past and may continue in the future to have an adverse effect on our
business, cash flows, financial condition and results of operations. For example, on February 20, 2015, CMS announced
proposed Medicare Advantage benchmark payment rates for 2016, which reflected slight funding reductions from the
prior year. In addition, all parts of the Medicare program, including Medicare Advantage, are subject to the risks of
reduced government funding, including in connection with significant spending reductions in connection with the
Budget Control Act of 2011. For additional detail on these cuts and the potential effect on our Medicare business, see
“—Government programs represent an increasing share of our revenues. If we are unable to effectively administer these
programs, if we do not effectively adapt to changes to these programs, or if we experience a significant reduction in
revenues from these government programs, it could have a material adverse effect on our business, financial condition
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or results of operations.” The cumulative impact of reductions in reimbursement rates, funding reductions and other
factors has had an adverse impact on the profitability of our Medicare business in the past, and any further significant
reductions in the reimbursement rates that we receive in connection with our Medicare business could adversely affect
our business, financial condition or results of operations, particularly as our membership in and focus on government
programs increases, including through the dual eligibles demonstration.

If we fail to design and maintain programs that are attractive to Medicare participants; if our Medicare operations
are subject to sanctions or penalties; if we are not successful in winning contract renewals or new contracts; or if our
existing contracts are terminated, our current Medicare business and our ability to expand our Medicare operations
could be materially and adversely affected, negatively impacting our financial performance. There are also specific
additional risks under Title XVIII, Part D of the Social Security Act associated with our provision of Medicare Part D
prescription drug benefits as part of our Medicare Advantage plan offerings. These risks include potential
uncollectibility of receivables, inadequacy of pricing assumptions, inability to receive and process information and
increased pharmaceutical costs, as well as the underlying seasonality of this business, and extended settlement periods
for claims submissions. Our failure to comply with Part D program requirements can result in financial and/or
operational sanctions on our Part D products, as well as on our Medicare Advantage products that offer no prescription
drug coverage.

In connection with our participation in the Medicare Advantage and Part D programs, we regularly record
revenues associated with the risk adjustment reimbursement mechanism employed by CMS. This mechanism is
designed to appropriately reimburse health plans for the relative health care cost risk of its Medicare enrollees. Under
the CMS risk adjustment methodology, all Medicare Advantage plans must collect and submit diagnosis code data from
hospitals and physician providers to CMS by specified deadlines. CMS uses this diagnosis information to calculate the
risk adjusted premium paid to Medicare Advantage plans throughout the year. For any given year, the final settlement of
these risk adjustment payments is generally made in the third quarter of the following year. Because the recorded
revenue associated with the risk adjustment reimbursement mechanism is based on our best estimate at the time, the
actual payment we receive from CMS for risk adjustment reimbursement settlements may be significantly greater or
less than the amounts we initially recognize on our financial statements. See “—Federal and state audits, reviews and
investigations of us and our subsidiaries could have a material adverse effect on our operations, financial condition
and cash flows” for information on potential audits of the coding practices and provider documentation supporting the
risk adjustment payments that we receive for our Medicare members.

In addition, CMS developed the Medicare Advantage Star Ratings system to help consumers choose among
competing plans, awarding between one and five stars to Medicare Advantage plans based on performance on certain
measures of quality. The Star Ratings are used by CMS to award quality bonus payments to Medicare Advantage plans.
Beginning with the 2014 Star Rating, (calculated in the Fall of 2013), Medicare Advantage plans were required to
achieve a minimum of 4 Stars to qualify for a quality bonus payment in 2015. The methodology and measures included
in the Star Ratings system can be modified by CMS annually and Star Ratings thresholds are based on performance of
Medicare Advantage plans nationally. For the 2015 Star rating (2016 payment year), our California HMO and Oregon
HMO and PPO contracts with CMS were measured at 4.0 Stars. Our Arizona HMO contract was measured at 3.5 Stars
and our California PPO contract was measured at 3.0 Stars in the Star Ratings system. This will place approximately
87% of our current membership in 4.0 Star plans for 2015 that qualify for an expected quality bonus payment in 2016.
We are continuing to expand efforts and resources to improve our Star Ratings and other quality measures, but a failure
to achieve a 4 Star Rating, and consequently failure to qualify for a quality bonus payment in any year, would have an
adverse effect on our revenue, income and reputation, and could hinder our ability to compete effectively in the
Medicare marketplace.

If we are unable to manage our general and administrative expenses, our business, financial condition or results of
operations could be harmed.

The level of our administrative expenses can affect our profitability, and we may not be able to manage the level
of our administrative expense in all circumstances. In addition, many of our competitors have substantially greater
financial resources, higher revenues and greater economies of scale than we do, which among other things, may allow
them to more successfully manage their general and administrative expense ratios or make investments in new
technologies. While we attempt to effectively manage such expenses, including through the development of online
functionalities and other projects designed to create administrative efficiencies, increases in staff-related and other
administrative expenses may occur from time to time. These increases could be caused by any number of things,
including difficulties or delays in projects designed to create administrative efficiencies, our entrance into new
relationships with third parties, such as the arrangement we entered into with Cognizant in November 2014,
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acquisitions and divestitures, business or product start-ups or expansions, such as, for example, our participation in the
CCI and the health insurance exchanges, changes in business or regulatory requirements, including compliance with the
ACA, ICD-10 and HIPAA regulations, or other reasons. In addition, any failure to appropriately manage our general
and administrative expenses could require us to increase premium rates in order to cover our health care costs and
general and administrative expenses.

During recent years we have dedicated significant resources to implement programs designed to achieve general
and administrative cost savings and improve our operational performance. As a part of these programs, we have and
will continue to contract with key strategic partners in an effort to ultimately lower our cost structure and incremental
costs and consolidate business and management operations, in particular the recent arrangement with Cognizant. Under
this arrangement, Cognizant would perform a significant portion of our business process and information technology
activities, subject to regulatory approval of the transaction. This transaction would significantly increase the scope of
services currently performed for us by third parties. For additional details on the Cognizant transaction, see the risk
factor under the heading “—We are subject to a number of risks in connection with our decision to enter into a master
services agreement with Cognizant for the performance of a significant portion of our business process and information
technology activities.” However, there can be no assurance that our strategies to reduce our general and administrative
costs and improve our operational performance will be successful or achieve anticipated savings.

In addition, in order to offset some of the reduced revenues from certain of our contracts, we continuously make
efforts to reduce, reallocate or eliminate certain overhead and other administrative expenses. We cannot guarantee that
we will be successful in making these cuts and adjustments at a pace that will maintain or increase our profitability.

Our business is regionally concentrated in the states of California, Arizona and Oregon.

Our business operations are primarily concentrated in three states: California, particularly Southern California,
Arizona and Oregon. The majority of our Medicaid operations are in the state of California, with a high concentration
of operations and members in Los Angeles County, and we now participate in the Medicaid program in Arizona.
Medicaid expansion and our participation in the dual eligibles demonstration has further increased our concentration in
Southern California, particularly Los Angeles County. Due to this geographic concentration, in particular in Southern
California, we are exposed to the risk of a deterioration in our financial results if our health plans in these areas, in
particular, Southern California, experience significant losses. In addition, our financial results could be adversely
affected by economic conditions in these areas. If economic conditions in the state of California or in the other states in
which we operate deteriorate, we may experience reductions in existing and new business, which could have a material
adverse effect on our business, financial condition and results of operations. In addition, if reimbursement payments
from a state are significantly delayed, our results of operations and cash flows could be adversely affected. For
example, in the past, budget issues have led the state of California to delay certain of its monthly Medicaid payments to
us. Any such irregularity in the timing of these payments in future periods may adversely impact our operating cash
flow from quarter to quarter depending on the timing of such payments.

Federal and state audits, reviews and investigations of us and our subsidiaries could have a material adverse effect
on our operations, financial condition and cash flows.

We have been and, in some cases, currently are, involved in various federal and state governmental audits,
reviews and investigations. These include routine, regular and special investigations, audits and reviews by government
agencies, state insurance and health and welfare departments and others pertaining to financial performance, market
conduct and regulatory compliance issues. Such audits, reviews and investigations could result in the loss of licensure
or the right to participate or enroll members in certain programs, or the imposition of civil or criminal fines, penalties
and other sanctions, which could be substantial. In addition, disclosure of any adverse investigation, audit results,
sanctions or penalties could negatively affect our reputation in various markets and make it more difficult or impossible
for us to sell our products and services or negatively impact the trading price of our common stock. State attorneys
general have become increasingly active in investigating the activities of health plans, and we have received in the past,
and may continue to receive in the future, subpoenas and other requests for information as part of these investigations.
We have, among other things, entered into consent agreements relating to, and in some instances have agreed to pay
fines in connection with, several recent audits and investigations.

Many regulatory audits, reviews and investigations in recent years have focused on the timeliness and accuracy
of claims payments by managed care companies and health insurers. Our subsidiaries have been the subject of audits,
reviews and investigations of this nature. Depending on the circumstances and the specific matters reviewed, regulatory
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findings could require remediation of any claims payment errors and payment of penalties of material amounts that
could have a material adverse effect on our results of operations.

We utilize claims submissions, medical records and other medical data as provided by health care providers as
the basis for payment requests that we submit to CMS under the risk adjustment model for our Medicare Advantage
contracts. CMS and the Office of Inspector General for HHS periodically perform risk adjustment data validation
(“RADV?) audits of selected Medicare health plans, including ours, to validate the coding practices of and supporting
documentation maintained by health care providers. Our Arizona and California health plans have been selected for
such an audit, though the results will not be known until CMS establishes a baseline “error rate.” Such audits may result
in retrospective adjustments to payments made to our health plans, fines, corrective action plans or other adverse action
by CMS. In February 2012, CMS published a final RADV audit and payment adjustment methodology. The
methodology contains provisions allowing retroactive contract level payment adjustments for the year audited,
beginning with 2011 payments, using an extrapolation of the “error rate” identified in audit samples and, for Medicare
Advantage plans, after considering a fee-for-service “error rate” adjuster that will be used in determining the payment
adjustment. Depending on the error rate found in those audits, if any, potential payment adjustments could have a
material adverse effect on our results of operations, financial position and cash flows.

We have been sanctioned in the past by CMS and have been advised that we will be subject to targeted
monitoring and heightened surveillance and oversight by CMS going forward. Any future sanctions, fines or penalties
against our Medicare operations may be more severe as a result of our past performance, particularly in circumstances
in which CMS determines that we have repeatedly failed to comply with applicable laws, rules or regulations. If CMS
were to impose financial or other penalties and/or sanctions on us, or terminate our existing Medicare contracts, this
could have a material adverse effect on our Medicare business, our results of operations, cash flows or financial
condition. See “—Medicare programs represent a significant portion of our business and are subject to risk” for
additional information about our Medicare programs and the associated risks.

On February 4, 2015, we received a notice from the Arizona Health Care Cost Containment System
(“AHCCCS”), Division of Health Care Management (“DHCM?”) that stated that we were in violation of its contract for
Acute Care Medicaid services in Maricopa County. These violations for failure to meet contractual requirements
included, among other things, deficiencies related to staffing and support services, website accessibility, provider
credentialing, claims processing and grievance and appeals. As a result, DHCM imposed a monetary sanction of
$200,000 to be withheld from our future capitation payments, and imposed a cap on auto assignment effective February
13, 2015 until further notice. DHCM also required us to submit corrective action plans as specified in the notice, and
stated that any failure to correct the deficiencies outlined in the notice could result in additional compliance actions,
including additional sanctions up to non-renewal of the one-year option to extend our Arizona Medicaid contract or
termination of the contract in whole or in part. If we were to be subject to additional sanctions or if our contract with
AHCCCS was terminated or not renewed, this could have an adverse impact on our Medicaid business, our reputation,
results of operations, cash flows or financial condition.

We contract with independent third party vendors and service providers who provide services to us and our
subsidiaries or to whom we delegate selected functions. In addition, in November 2014 we announced that we entered
into a master services agreement with Cognizant for the performance of a significant portion of our business process
and information technology activities, subject to regulatory approval of the transaction. This transaction would
significantly increase the scope of services currently performed for us by third parties. For additional details on the
Cognizant transaction, see the risk factor under the heading “—We are subject to a number of risks in connection with
our decision to enter into a master services agreement with Cognizant for the performance of a significant portion of
our business process and information technology activities.” Violations of, or noncompliance with, laws and/or
regulations governing our business by such third parties, or governing our dealings with such parties, could, among
other things, subject us to additional audits, reviews and investigations and adverse effects from such audits, reviews
and investigations. In addition, from time to time, government agencies investigate whether our operations are being
conducted in accordance with regulations applicable to government contractors, including but not limited to regular
audits to enforce mandatory pricing arrangements. Government investigations of us, whether relating to government
contracts or conducted for other reasons, could result in administrative, civil or criminal liabilities, including
repayments, fines and/or penalties being imposed upon us, or could lead to suspension or debarment from government
programs or future government contracting, which could have a material adverse effect on our financial condition,
results of operations and cash flows. See “—We are subject to risks associated with outsourcing services and functions
to third parties” for additional detail regarding risks associated with our relationships with third parties.
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We face risks related to litigation, which, if resolved unfavorably, could result in substantial penalties and/or
monetary damages, including punitive damages. In addition, we may incur material expenses in the defense of
litigation and our financial condition, results of operations, cash flow and/or liquidity could be adversely affected if
litigation expenses are greater than we project.

We have been in the past, are currently, or may become in the future, subject to a variety of legal actions,
including but not limited to claims related to the insurance industry in general and our business in particular, such as
claims by members alleging failure to pay for or provide health care, poor outcomes for care delivered or arranged,
improper rescission, termination or non-renewal of coverage, and insufficient payments for out-of-network services.
These legal actions also include claims brought against companies in general, including, but not limited to employment
and employment discrimination-related suits, employee benefit claims, wage and hour claims, including, without
limitation, cases involving allegations of misclassification of employees and/or failure to pay for off-the-clock work,
breach of contract actions, tort claims, fraud and misrepresentation claims, shareholder suits, including, without
limitation, suits alleging securities fraud, intellectual property and real estate related disputes, and claims arising from
or in connection with acquisitions, divestitures and other significant transactions, including but not limited to actions to
block or unwind such transactions. For example, we currently are a party to certain putative class and collective actions
relating to the alleged misclassification of certain independent contractors under our MFLC program. See “Item 3.
Legal Proceedings” for further information on this matter. In addition, we incur and likely will continue to incur
potential liability for claims by employer groups for return of premiums; claims by providers, including claims for
withheld or otherwise insufficient compensation or reimbursement, claims related to self-funded business and claims
related to reinsurance matters; and claims alleging information security incidents and breaches. In our role as a federal
and state government contractor, we are, and may be in the future, subject to qui tam litigation brought by individuals
who seek to sue on behalf of the government for violations of, among other things, state and federal false claims laws.
The legal actions to which we are currently and in the future could be subject can also include allegations of fraud,
misrepresentation, breach of fiduciary duty, unfair or improper business practices and violations of state or federal
antitrust laws and can include claims for punitive damages and various forms of injunctive relief. Also, there are
currently, and may be in the future, attempts to bring class action lawsuits against various managed care organizations,
including us. In some of the cases pending against us, substantial non-economic or punitive damages are also being
sought.

We cannot predict the outcome of any lawsuit with certainty, and we have in the past and continue to incur
significant expenses in the defense of litigation matters, including without limitation, substantial discovery costs.
Recent court decisions and legislative activity may increase our exposure for any of the types of claims we face. There
is a risk that we could incur substantial legal fees and expenses, including discovery expenses, in any of the actions we
defend in excess of any amounts budgeted for defense. Plaintiffs' attorneys have increasingly used expansive electronic
discovery requests as a litigation tactic. Responding to these requests, the scope of which may exceed the normal
capacity of our historical systems for archiving and organizing electronic documents, may require application of
significant resources and impose significant costs on us. In certain cases, we could also be subject to awards of
substantial legal fees and costs to plaintiffs' counsel.

While we currently have insurance policies that may provide coverage for some of the potential liabilities
relating to litigation matters, there can be no assurance that coverage will be available for any particular case or liability.
Insurers could dispute coverage or the amount of insurance may not be sufficient to cover the damages awarded or
settlement amounts. In addition, certain liabilities, such as punitive damages, may not be covered by insurance.
Insurance coverage for all or certain types of liability may become unavailable or prohibitively expensive in the future
or the deductible on any such insurance coverage could be set at a level that would result in us effectively self-insuring
cases against us. The deductible on our errors and omissions (“E&O”) insurance has reached such a level. Given the
amount of the deductible, the only cases which would be covered by our E&O insurance are those involving claims that
substantially exceed our average claim values and otherwise qualify for coverage under the terms of the insurance
policy.

We regularly evaluate litigation matters pending against us, including those described in Note 13 to our
consolidated financial statements included in this report, to determine if settlement of such matters would be in the best
interests of the Company and its stockholders. We record reserves and accrue costs for certain significant legal
proceedings which represent our best estimate of the probable loss, including related future legal costs, for such matters,
both known and unknown. However, our recorded amounts might differ materially from the ultimate amount of any
such costs. The costs associated with any settlement of or judgment relating to the various legal proceedings to which
we are or may be subject from time to time, such as the proceedings described in Note 13, could be substantial and, in
certain cases, could result in a significant earnings charge or impact on our cash flow in any particular quarter. The costs
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associated with any settlement of or judgment relating to the various legal proceedings to which we are or may be
subject from time to time, such as the proceedings described in Note 13, could have a material adverse effect on our
financial condition, results of operations, cash flow and/or liquidity and may affect our reputation.

We may not be able to manage our membership growth effectively.

We have experienced rapid growth in our membership as a result of the changing health care environment
including the implementation of the exchanges, the CCI and Medicaid expansion in California and Arizona. We have
devoted significant resources to manage this rapid growth in our membership, and continuing growth could
significantly strain our management and other resources in the future. Our ability to continue managing membership
growth effectively will depend, in part, on our ability to modify operational, financial and management information
systems and functions on a timely basis and to attract, train, and retain skilled employees. In the event that we are
unable to manage our membership growth effectively, this could have a material adverse effect on our business,
financial condition, cash flows, or results of operations. See “—We cannot assure you that our participation in the
ACA’s health insurance exchanges will continue to be a success,” "—Qur participation in the dual eligibles
demonstration portion of the California Coordinated Care Initiative in Los Angeles and San Diego Counties may prove
to be unsuccessful for a number of reasons," and "—Government programs represent an increasing share of our
revenues. If we are unable to effectively administer these programs, if we do not effectively adapt to changes to these
programs, or if we experience a significant reduction in revenues from these government programs, it could have a
material adverse effect on our business, financial condition or results of operations"” for additional information. on the
growth we have experienced in certain lines of business.

We are subject to risks associated with outsourcing services and functions to third parties.

We currently contract with independent third party vendors and service providers who provide services to us and
our subsidiaries or to whom we delegate selected functions. These third parties provide a material amount of services to
us, and include, but are not limited to, information technology infrastructure and applications solutions providers,
medical management providers, claims administration providers, billing and enrollment providers, third party providers
of actuarial services, call center providers and specialty service providers. In addition, in November 2014 we announced
that we entered into a master services agreement with Cognizant for the performance of additional activities, including a
significant portion of our business process and information technology activities, subject to regulatory approval of the
transaction. For additional details on the Cognizant transaction, see the risk factor under the heading “—We are subject
to a number of risks in connection with our decision to enter into a master services agreement with Cognizant for the
performance of a significant portion of our business process and information technology activities.” Our current and
any future arrangements with third party vendors and service providers may make our operations vulnerable if those
third parties fail to satisfy their obligations to us, including their obligations to maintain and protect the security and
confidentiality of our information and data. In addition, we may have disagreements with third party vendors and
service providers regarding relative responsibilities for any such failures under applicable business associate agreements
or other applicable outsourcing agreements. Any contractual remedies and/or indemnification obligations we may have
for vendor or service provider failures may not be adequate to fully compensate us for any losses suffered as a result of
any vendor's failure to satisfy its obligations to us or under applicable law. Our current and any future outsourcing
arrangements could be adversely impacted by changes in the vendor's or service provider's operations, security posture
or vulnerabilities, financial condition or other matters outside of our control. If we fail to adequately monitor and
regulate the performance of our third party vendors and service providers, we could be subject to additional risk. If
these vendor and service provider relationships were terminated for any reason, we may not be able to find alternative
partners in a timely manner or on acceptable financial terms, may be required to pay a termination fee, which may be
significant, and may incur significant costs and/or disruption to our operations in connection with any such vendor or
service provider transition. As a result, we may not be able to meet the full demands of our customers and, in turn, our
business, financial condition and results of operations may be harmed. In addition, we may not fully realize the
anticipated economic and other benefits from our outsourcing projects or other relationships we enter into with third
party vendors and service providers, as a result of regulatory restrictions on outsourcing, unanticipated delays or
difficulties in transitioning our operations to the third party, vendor or service provider noncompliance with contract
terms or violations of laws and/or regulations, or otherwise. This could result in substantial costs or other operational or
financial problems or disputes that could adversely impact our business, financial condition and results of operations.

Violations of, or noncompliance with, laws and/or regulations governing our business or noncompliance with
contract terms by third party vendors and service providers could increase our exposure to liability to our members,
providers or other third parties, or sanctions and/or fines from the regulators that oversee our business. In turn, this
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could increase the costs associated with the operation of our business or have an adverse impact on our business and
reputation. In addition, we currently outsource and may in the future outsource key services and functions to third
parties, including companies doing business in foreign jurisdictions, which exposes us to risks inherent in conducting
business outside of the United States, including international economic and political conditions, and additional costs
associated with complying with foreign laws and U.S. laws applicable to operations in foreign jurisdictions, such as the
Foreign Corrupt Practices Act and the U.K. Bribery Act of 2010.

We face a wide range of risks, and our success depends on our ability to identify, prioritize and appropriately manage
our enterprise risk exposures.

As a large company operating in a complex and highly-regulated industry, we encounter a variety of risks. The
risks we face include, among others, a range of strategic, regulatory, competitive, financial, operational, information
technology, information security, reputational, external and industry risks identified in this Risk Factors discussion. The
third party vendors and service providers to which we outsource key functions are required to achieve and maintain
compliance with applicable federal and state laws and regulations and contractual requirements. Any violations of, or
noncompliance with, laws and/or regulations governing our business, or the terms of our contracts, by third party
vendors or service providers could increase our enterprise risk exposure. As we further outsource key functions, this
risk increases. We continue to devote resources to further develop and integrate our enterprise-wide risk management
processes. Failure to identify, prioritize and appropriately manage or mitigate these risks could adversely affect our
profitability, our ability to retain or grow business or adversely affect our business, financial condition or results of
operations.

If we fail to develop and maintain satisfactory relationships on competitive terms with the hospitals, provider groups
and other providers that provide services to our members, our profitability could be adversely affected.

We contract with hospitals, provider groups and other providers as a means to provide access to health care
services for our members, to manage health care costs and utilization and to help ensure the delivery of quality care. In
any particular market, providers could refuse to contract with us, demand higher payments, or other contract terms that
are unfavorable to us or take other actions, including litigation, which could result in higher health care costs, less
desirable or uncompetitive products for customers and members, disruption to provider access or limited access for
current members or to support growth, or difficulty in meeting regulatory or accreditation requirements. In some
markets, certain providers, particularly hospitals, physician/hospital organizations and multi-specialty physician groups,
may have significant market positions or even monopolies. If these providers refuse to contract with us or utilize their
market position to negotiate contract terms that are unfavorable to us or otherwise place us at a competitive
disadvantage, our ability to market our products or to be profitable in those areas could be adversely affected. The
continuing trend of consolidation of hospitals, provider groups and other providers may further enhance this risk,
particularly if such consolidation involves large high cost hospitals, providers or provider groups that we currently have
under contract.

As the health care environment has evolved, we have developed and are continuously working to monitor
strategic provider relationships with respect to the new market driven by, among other things, the ACA, the CCI and
other federal and state health care reforms, regulations and initiatives. Accordingly, our business strategy includes
creating tailored network products and other customized customer solutions through, among other things, strategic
provider relationships that help manage the cost of care. For example, our product portfolios and services include
offerings such as SmartCare™™, ExcelCare™™, PureCare®™ and CommunityCareSM, which are recent collaborations with
our provider partners. Through these types of arrangements, we offer tailored network product offerings served by more
cost-effective physician groups and hospitals. Membership in our tailored network products was approximately 50% of
total commercial membership as of December 31, 2014, compared with approximately 38% as of December 31, 2013.
For additional information on our tailored network products and innovative provider relationships, see “Item 1.
Business—Segment Information—Western Region Operations Segment—Managed Health Care Operations.” The
success of our tailored network products and continued development of strategic provider relationships are important
parts of our business strategy. In addition, we will need to manage our provider network to support our participation in
the CCI, including the provision of LTSS benefits for dual eligibles and other individuals, a service that we have not
previously provided or managed. There can be no assurance that we will be able to successfully implement these
strategic initiatives, that the products we design in collaboration with certain providers will be successful or developed
within the time periods expected, or the products that we offer will be preferable to similar products of our competitors.
Moreover, recent regulatory action and class action lawsuits have raised concerns regarding provider network size,
network capacity and the adequacy of communication between health insurers and their consumers with respect to
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network composition for exchange products, which may require us to modify our tailored network strategy. See “—7he
markets in which we do business are highly competitive. If we do not design and price our product offerings
competitively, our membership and profitability could decline.” Failure to successfully implement these strategic
initiatives may have an adverse impact on our business, results of operations, financial condition and cash flows.

We contract with professional providers in California for HMO primarily through capitation fee arrangements.
Generally, under a capitation fee arrangement, we pay a provider group a fixed amount per member per month and the
provider group accepts the risk of the frequency and cost of member utilization of professional services, and in some
cases, institutional services. Provider groups that enter into capitation fee arrangements generally contract with primary
care physicians, specialists and other secondary providers to provide services. In addition, we frequently delegate
responsibility for certain functions such as claims payment or utilization management to these providers under a
"delegated HMO" model. The inability of provider groups to properly manage costs under capitation arrangements can
result in their financial instability and the termination of their relationship with us. A provider group's financial
instability or failure to pay specialists or secondary providers for services rendered could be exacerbated by the current
economic conditions, and could lead specialists or secondary providers to demand payment from us, even though we
have made our capitated payments to the provider group. We rely on our delegated, capitated physician groups to
disburse this payment to their eligible providers, but in the event these groups fail to do so, we may find it necessary to
pay such unpaid provider claims depending on state law, regulatory action or other factors. In California, for instance,
although legal precedent to date has held that health plans generally are not liable for unpaid provider claims under
these circumstances, there can be no assurance that the law will not change, or that we will not be found liable for
unpaid provider claims in the future. There can also be no assurance that providers with whom we contract will properly
manage the costs of services, maintain financial solvency or avoid disputes with specialists or secondary providers, the
failure of any of which could have an adverse effect on the provision of services to members and our operations.

In addition, certain provisions of the ACA, including for example, the risk adjustment program, may make our
existing provider fee arrangements less successful in certain of our market segments. The risk adjustment program
defines a health plan's average actuarial risk and subsequently determines such health plan's risk adjustment payment
allocation based on the collection of encounter data from providers. This structure puts more heavily capitated health
plans such as ours at a disadvantage because providers receiving fixed fees from health insurers do not have the same
incentive to provide accurate and complete encounter data with respect to services rendered when compared to
providers under fee for service arrangements. This incentive problem is particularly acute under the delegated HMO
model, which is prevalent in our California health plans. Under this model, third party intermediaries assume
responsibility for certain utilization management and care coordination responsibilities, including the collection of
encounter data. As a result, we have been working with providers to enhance our traditional capitation arrangements to
help better align our and our providers' interests in capturing accurate and complete encounter data and determining an
accurate average actuarial risk. For additional detail on the risk adjustment program and how the ACA and related
proposals and initiatives are changing the health care landscape, see the ACA Risk Factors above. There can be no
assurance that our efforts in this regard will be successful. Failure to successfully implement this strategy and receive
accurate and complete encounter data may have an adverse impact on our results of operations, financial condition and
cash flows.

Our dependence on capitated provider groups is substantial in our Western Region Operations reportable
segment. Approximately 66% of our Western Region Operations members were enrolled with capitated provider groups
as of December 31, 2014. Our use of tailored network products also places a greater emphasis on our relationships with
certain capitated provider groups, as tailored network products restrict covered members' access to certain physician
groups. If these capitated provider groups cannot provide comprehensive services to our members in tailored network
products or encounter financial difficulties, it could have an adverse effect on the provision of services to members and
our operations. In addition, the use of tailored network products could create an increased risk of out of network claims
issues, which could result in higher medical costs to us.

The provider groups that we contract with are also required to achieve and maintain compliance with applicable
federal and state laws and regulations. The inability of a provider group to pass compliance audits or otherwise maintain
compliance with applicable laws and regulations may cause us to terminate a contract with a provider or assume
responsibility for the noncompliant functions, such as claims payment or utilization management. Furthermore,
violations of, or noncompliance with, applicable laws and/or regulations or contract terms by providers who perform
delegated functions for us could increase our exposure to liability to our members or sanctions and/or fines from the
regulators that oversee our business, among other things. We have seen increasing attention from regulators in this
space, particularly with respect to provider network data integrity, and if we fail to adequately monitor and regulate the
performance of these delegated entities, we could be subject to additional risk. For additional information, see “—We
are subject to risks associated with outsourcing services and functions to third parties.”
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Some providers that render services to our members and insureds who have coverage for out-of-network
services, or who obtain out-of-network emergency services, are not contracted with our plans and insurance companies.
In certain cases, there is no pre-established understanding between the provider and the plan about the amount of
compensation that is due to the provider; rather, the plan's obligation is to reimburse the provider based upon the terms
of the member's plan or as otherwise required by law. The amount of provider reimbursement that a plan is obligated to
pay in certain cases is established by a standard set forth in the plan that is not clearly translated into dollar terms, such
as “maximum allowable amount” or “usual, customary and reasonable.” However, in other instances such
reimbursement requirements are defined by statute or regulation and such amounts may, in certain instances, be greater
than those calculated according to the plan standards. These statutory requirements related to provider reimbursements
may increase our health care costs, which may adversely affect our business, financial condition or results of operations.
In addition, providers who render out-of-network services may believe they are underpaid for their services and may
either litigate or arbitrate their dispute with the plan or balance bill our member. Regulatory authorities in various states
may also challenge the manner in which we reimburse members for services performed by non-contracted providers. As
a result of litigation or regulatory activity, we may have to pay providers additional amounts or reimburse members for
their out-of-pocket payments. The uncertainty about our financial obligations for such services and the possibility of
subsequent adjustment of our original payments could have an adverse effect on our financial condition or results of
operations.

Physicians and other professional providers, provider groups and hospitals that contract with us have in certain
situations commenced litigation and/or arbitration proceedings against us to recover amounts for which they allege we
are liable, including amounts related to unpaid claims and amounts they allege to be underpayments due to them under
their contracts with us. We are currently a party to matters of this nature and could face additional claims or be subject
to litigation and/or arbitration proceedings in the future in connection with similar matters. We believe that provider
groups and hospitals have become increasingly sophisticated in their review of claim payments and contractual terms in
an effort to maximize their payments from us and have increased their use of outside professionals, including
accounting firms and attorneys, in these efforts. These efforts and the litigation and arbitration that result from them
could have an adverse effect on our results of operations and financial condition.

Adverse general economic conditions could adversely affect our revenues and results of operations.

Adverse general economic conditions could expose us to a number of risks, including risks associated with the
potential financial instability of our customers. In light of the substantial uncertainty surrounding the ultimate impact of
the ACA and related state health care reform proposals, how the implementation of these new requirements will affect
these risks remains unclear. If our customer base experiences cash flow problems or other financial difficulties, it could,
in turn, adversely impact membership in our plans. For example, our customers could modify, delay or cancel plans to
purchase our products, or may make changes in the mix of products purchased from us. If our customers experience
financial issues, they may not be able to pay, or may delay payment of, accounts receivable that are owed to us. Further,
our customers or potential customers may force us to compete more vigorously on factors such as price and service to
retain or obtain their business, and in order to compete effectively in our markets, we also must deliver products and
services that demonstrate value to our customers and that are designed and priced properly and competitively. A
significant decline in membership in our plans and the inability of current and/or potential customers to pay their
premiums as a result of unfavorable economic conditions, particularly our individual customers on the exchanges, could
have a material adverse effect on our business, including our revenues, profitability and cash flow. In addition, a
prolonged economic downturn could negatively impact the financial position of hospitals and other providers and, as a
result, could adversely affect our contracted rates with such parties and increase our medical costs.

As of December 31, 2014, our Medi-Cal membership was approximately 1.6 million members, and it is expected
to continue to increase in 2015 as a result of Medicaid expansion and our participation in the CCI. However, the State of
California has experienced budget deficits in the recent past. Challenging economic conditions, another economic
downturn or continued government efforts to contain medical costs and health care related expenditures could adversely
affect state and federal budgets, including California's, resulting in reduced or delayed reimbursements or payments in
our federal and state government-funded health care coverage programs, including Medicare and Medi-Cal or
reimbursements or payments in these programs that do not keep pace with our cost trends. Any future state budget
difficulties may also threaten the ongoing viability of the CCI, as discussed further in the risk factor under the heading,
“—Our participation in the dual eligibles demonstration portion of the California Coordinated Care Initiative in Los
Angeles and San Diego Counties may prove to be unsuccessful for a number of reasons.”

For additional discussion on budget issues at the federal level and the potential risks to our business, see the risk
factor under the heading “—Government programs represent an increasing share of our revenues. If we are unable to
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effectively administer these programs, if we do not effectively adapt to changes to these programs, or if we experience a
significant reduction in revenues from these government programs, it could have a material adverse effect on our
business, financial condition or results of operations.” In addition, continued state and federal budgetary pressures
could cause new or higher levels of assessments or taxes for our commercial programs, such as surcharges on select fee-
for-service and capitated medical claims or premium taxes on insurance companies and HMOs, and could adversely
affect our results of operations. Moreover, any enrollment freeze or significant delay in reimbursement payment from
government programs in which we participate could adversely affect our business, financial condition, cash flows and
results of operations. For example, in the past, budget issues have led the State of California to delay certain of its
monthly Medicaid payments to us. Any such irregularity in the timing of these payments in future periods may
adversely impact our operating cash flow from quarter to quarter depending on the timing of such payments.

We must comply with requirements relating to patient privacy and information security, including requiring through
contract that business associates that handle certain information on our behalf comply with relevant privacy and
security requirements, including, but not limited to HIPAA.

We are subject to compliance obligations arising from laws and regulations governing certain Protected Health
Information (“PHI”) and Personal Information (“PI”) including but not limited to: the Health Insurance Portability and
Accountability Act (“HIPAA”) and the Health Information Technology for Economic and Clinical Health Act of 2009
(“HITECH Act”) and their respective implementing regulations; the Federal Trade Commission Act; federal regulations
governing substance abuse records; state privacy and security laws such as the California Confidentiality of Medical
Information Act (“CMIA”) and the California Online Privacy Protection Act (“CalOPPA”); and state breach notification
laws that require providing notification in the event of a breach of PI (such as Cal. Code § 1798.82). A variety of state
and federal regulators enforce these laws, including, but not limited to HHS, the Federal Trade Commission (“FTC”),
state attorneys general, and other state regulators. In addition, as our individual exchange business grows, we are
increasingly impacted by requirements under the Payment Card Industry (“PCI”) Data Security Standard, which is a
multifaceted security standard that is designed to protect credit card account data as mandated by payment card industry
entities.

HIPAA regulations, as amended, require health plans, clearinghouses and providers to, among other obligations:
comply with various requirements and restrictions related to the use, disclosure, storage, and transmission of PHI; adopt
rigorous internal policies and procedures to safeguard PHI; and enter into specific written agreements with business
associates that receive, transmit, use and/or create PHI on our behalf. HIPAA also established significant civil and
criminal sanctions for violations. These regulations expose us to liability for, among other things, violations of the
regulations by our business associates, including the third party vendors involved in our outsourcing projects. Other
state and federal laws and regulations, including some of the laws noted above, impose similar privacy and security
requirements.

The HITECH Act expanded HIPAA's requirements for security and privacy safeguards, including improved
enforcement, additional limitations on use and disclosure of PHI and additional potential penalties for violations, and
imposed notice obligations in the event of a breach of unsecured PHI.

The HITECH Act has been implemented on a rolling basis through subsequent rulemaking. On January 17,2013,
the Office of Civil Rights (“OCR”) of HHS issued the omnibus final rule on HIPAA privacy, security, breach
notification and enforcement requirements under the HITECH Act, and a final regulation for required changes to the
HIPAA Privacy Rule for the Genetic Information Nondiscrimination Act. The omnibus final rule became effective on
March 26, 2013, with an applicable compliance date of September 23, 2013. Although our contracts with our business
associates require business associates to maintain the privacy and security of PHI and PI that we disclose to them, we
may have limited control over the actions and practices of our business associates. This risk increases as we contract
with third parties for the performance of additional services on our behalf. Compliance with HIPAA and state and
federal privacy and security laws and regulations has resulted in and may in the future result in significant costs to us
due to necessary systems changes, the development of new administrative processes and the effects of potential
noncompliance by us or our business associates. If we or our business associates fail to comply with requirements
relating to patient privacy and information security, such as applicable contractual requirements or the requirements
imposed through the laws and regulations referenced above, our reputation and business operations could be materially
adversely affected and our results of operation and financial condition could be adversely impacted.

48



If we or our business associates that handle certain information on our behalf fail to comply with requirements
relating to patient privacy and information security, among other things, our reputation and business operations
could be materially adversely affected.

The collection, maintenance, use, disclosure and disposal of individually identifiable information or data,
including PHI and cardholder data, by our businesses are regulated at the federal and state levels, and in some cases are
subject to contractual requirements. Despite the privacy and security measures we have in place to ensure compliance
with applicable laws, regulations and contractual requirements, our facilities and systems, and those of our third party
vendors and service providers, are vulnerable to privacy and security incidents including, but not limited to, computer
hacking, breaches, acts of vandalism or theft, computer viruses or other forms of cyber-attack, misplaced or lost data,
programming and/or human errors or other similar events. For additional details on the types of information we process
and store, and the applicable laws, rules and regulations see the risk factor under the heading “—We must comply with
requirements relating to patient privacy and information security, including requiring through contract that business
associates that handle certain information on our behalf comply with relevant privacy and security requirements,
including, but not limited to HIPAA.”

A party, whether internal or external, that is able to circumvent our security systems could, among other things,
misappropriate or misuse sensitive or confidential information (including but not limited to PHI, cardholder data and
other member information), user information or other proprietary information, cause significant interruptions in our
operations and cause all or portions of our website to be unavailable. Internal or external parties may attempt to
circumvent our security systems, and we have in the past, and expect that we will in the future, experience external
attacks on our network, such as, for example, reconnaissance probes, denial of service attempts, malicious software
attacks and phishing attacks. We have expended significant resources to protect against such attacks, detect if and when
attacks occur, respond to these attempted attacks and recover the enterprise to regular operations, and we expect to
continue to do so in the future. Any reductions in the availability of our website could impair our ability to conduct our
business and adversely impact our members during the occurrence of any such incident.

Because the techniques used to circumvent security systems can be highly sophisticated and change frequently,
often are not recognized until launched against a target and may originate from less regulated and remote areas around
the world, we may be unable to proactively address all possible techniques or implement adequate preventive measures
for all situations. Recent, well-publicized attacks on prominent companies, including in our industry, have resulted in
the theft of significant amounts of sensitive and personal information and demonstrate the sophistication of the
perpetrators and magnitude of the threat posed to companies across the nation, including the health care industry. In
addition, in November 2014 we announced that we entered into a master services agreement with Cognizant for the
performance of a significant portion of our business process and information technology activities, subject to regulatory
approval of the transaction. The Cognizant transaction will require us to devote significant resources to transition from
our existing systems infrastructure and relocate to a new data center, and if we are unable to successfully execute and
manage this transition, the movement of data during the transition may enhance the information management and data
security risks we currently face. For additional details on the Cognizant transaction and associated risks, see the risk
factor under the heading “—We are subject to a number of risks in connection with our decision to enter into a master
services agreement with Cognizant for the performance of a significant portion of our business process and information
technology activities.”

Noncompliance with any privacy laws or data security laws or any security incident or breach involving the
misappropriation, loss or other unauthorized use or disclosure of sensitive or confidential member information, whether
by us, one of our business associates or another third party, could have a material adverse effect on our business,
reputation, financial condition and results of operations, including but not limited to: material fines and penalties;
compensatory, special, punitive, and statutory damages; litigation; consent orders regarding our privacy and security
practices; requirements that we provide notices, credit monitoring services and/or credit restoration services or other
relevant services to impacted individuals; adverse actions against our licenses to do business; and injunctive relief.
Additionally, the costs incurred to remediate any data security or privacy incident could be substantial.

If we fail to effectively maintain our information management systems, it could adversely affect our business.

Our business depends significantly on effective and efficient information systems. The information gathered and
processed by our information management systems assists us in, among other things, pricing our services, monitoring
utilization and other cost factors, processing provider claims, billing our customers on a timely basis and identifying
accounts for collection. Our customers and providers also depend upon our information systems for membership
verification, claims status and other information. We have different information systems for our various businesses and

49



these systems require the commitment of significant resources for continual maintenance, upgrading and enhancement
to meet our operational needs and evolving industry and regulatory standards. We have partnered with third parties to
support our information technology systems and to help design, build, test, implement and maintain our information
management systems. Additionally, in November 2014 we announced that we entered into a master services agreement
with Cognizant for the performance of a significant portion of our information technology activities, which would
significantly increase the scope of services provided to us by third parties in this regard, subject to regulatory approval
of the transaction. Our merger, acquisition and divestiture activity also requires transitions to or from, and the
integration of, various information management systems within our overall enterprise architecture.

We are in the process of reducing the number of systems that we operate. Any difficulty or unexpected delay
associated with the transition to or from information systems, including in connection with the decommissioning of a
system or the implementation of a new system; any inability or failure to properly maintain information management
systems; any failure to efficiently and effectively consolidate our information systems, including to renew technology,
maintain technology currency, keep pace with evolving industry standards or eliminate redundant or obsolete
applications; or any inability or failure to successfully update or expand processing capability or develop new
capabilities to meet our business needs, could result in operational disruptions, loss of existing customers, difficulty in
attracting new customers, disputes with customers and providers, regulatory or other legal or compliance problems,
significant increases in administrative expenses and/or other adverse consequences. If for any reason there is a business
continuity interruption resulting in loss of access to or availability of data, we may, among other things, not be able to
meet the full demands of our customers and, in turn, our business, results of operations, financial condition and cash
flow could be adversely impacted. In addition, we currently obtain, and subject to regulatory approval, expect to obtain
in the future, significant portions of our systems-related and other services and facilities, including our data center, from
independent third parties. This makes our operations vulnerable to adverse effects if such third parties fail to perform
adequately. See “—We are subject to risks associated with outsourcing services and functions to third parties.”

In addition, the Cognizant transaction will require us to devote significant resources to transition from our
existing systems infrastructure and relocate to a new data center, and if we are unable to successfully execute and
manage this transition, the movement of data during the transition may enhance several of the information management
and data security risks we currently face. For additional details on the Cognizant transaction and associated risks, see
the risk factor under the heading “—We are subject to a number of risks in connection with our decision to enter into a
master services agreement with Cognizant for the performance of a significant portion of our business process and
information technology activities.”

We also face challenges with respect to our implementation and support of the requirements of the ACA.
Because federal and state regulators continue to release new and revised final rules and regulations relating to the
implementation of the ACA, there remains substantial uncertainty with respect to these requirements, including, but not
limited to rules and regulations related to the state-based and federally facilitated exchanges, the assessment and
collection of the health insurer fee and the reinsurance, risk adjustment and risk corridors programs. Among other
things, we have been required to define and implement new billing and payment capabilities and support new requests
from third parties and government agencies for data collection and reporting. These additional demands have required
and are continuing to require us to make significant systems changes, including developing, investing in, configuring,
installing and monitoring the performance of new products and technology. The implementation of these changes has
required and will continue to require the expenditure of material resources. See the ACA Risk Factors for further
information regarding the ACA and the challenges we continue to face in implementing its provisions.

CMS adopted a new coding set for diagnoses, commonly referred to as ICD-10, which significantly expands the
number of codes utilized. The new ICD-10 coding set is currently required to be implemented by October 2015. We will
be required to incur additional expenses to implement and support the new ICD-10 coding set. If we have not
adequately implemented the requirements of the ACA and ICD-10 within the time period required, our results of
operations, financial condition and cash flows would be adversely affected.

As the requirements of supporting our businesses evolve over time, including as a result of the ACA's dynamic
marketplace and in connection with the Cognizant transaction, there can be no assurances that we will be able to make
the necessary systems changes or other modifications necessary to successfully meet such demands. If we do not
successfully respond to such demands in a timely manner, our results of operations, financial condition and cash flows
could be materially adversely affected.

50



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.

Our indebtedness includes $400 million in aggregate principal amount of 6.375% Senior Notes due 2017. Our
Senior Notes payable balance was $399.5 million as of December 31, 2014. In addition, we have a $600 million five-
year revolving credit facility that expires in October 2016. As of December 31, 2014, we had $100.0 million
outstanding under our revolving credit facility. For a description of our Senior Notes and our revolving credit facility,
see “Item 7. Management's Discussion and Analysis of Financial Condition and Results of Operations—Liquidity and
Capital Resources—Capital Structure.” 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 stock repurchases, 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 continually evaluate options to refinance our outstanding indebtedness. 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. In the event we need to access the credit markets, including to refinance our debt, 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.

Downgrades in our debt ratings may adversely affect our business, financial condition and results of operations.

Claims paying ability, financial strength, and debt ratings by nationally recognized ratings agencies are
increasingly important factors in establishing the competitive position of insurance companies and managed care
companies. We believe our claims paying ability and financial strength ratings also are important factors in marketing
our products to certain of our customers. In addition, our debt ratings impact both the cost and availability of future
borrowings and, accordingly, our cost of capital. Rating agencies review our ratings periodically and there can be no
assurance that our current ratings will be maintained in the future. Our ratings reflect each rating agency's independent
opinion of our financial strength, operating performance, ability to meet our debt obligations or obligations to
policyholders and other factors, and are subject to change. Potential downgrades from ratings agencies, should they
occur, may adversely affect our business, financial condition and results of operations.

We are a holding company and substantially all of our cash flow is generated by our subsidiaries. Our regulated
subsidiaries are subject to restrictions on the payment of dividends and maintenance of minimum levels of capital.

As a holding company, our subsidiaries conduct substantially all of our consolidated operations and own
substantially all of our consolidated assets. Consequently, our cash flow and our ability to pay our debt depends, in part,
on the amount of cash that we receive from our subsidiaries. Our subsidiaries' ability to make any payments to us will
depend on their earnings, business and tax considerations, legal and regulatory restrictions and economic conditions.
Under California’s Health Care Service Plan Act of 1975, as amended (also known as the Knox-Keene Act), our
subsidiaries that are licensed under the Knox-Keene Act must comply with certain minimum capital or tangible net
equity (“TNE”) requirements ranging up to 130% of a specified minimum TNE for larger and older licensees such as
Health Net of California. In addition, each of our subsidiaries regulated under the Knox-Keene Act have agreed to
certain undertakings to the Department of Managed Health Care, restricting dividends and loans to affiliates, to the
extent that the payment of such would reduce its TNE below 130% of the minimum requirement. In addition, in certain
states our regulated subsidiaries are subject to risk-based capital requirements, known as RBC. These laws require our
regulated subsidiaries to report their results of risk-based capital calculations to the departments of insurance in their
state of domicile and the National Association of Insurance Commissioners. Failure to maintain the minimum RBC
standards could subject certain of our regulated subsidiaries to corrective action, including increased reporting and/or
state supervision. In addition, in most states, we are required to seek prior approval before we transfer money or pay
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dividends from our regulated subsidiaries that exceed specified amounts as determined by the state’s formula. If our
regulated subsidiaries are restricted from paying us dividends or otherwise making cash transfers to us, it could have
material adverse effect on our results of operations and free cash flow. For additional information regarding our
regulated subsidiaries' statutory capital requirements, see “Item 7. Management's Discussion and Analysis of Financial
Condition and Results of Operations—Liquidity and Capital Resources—Statutory Capital Requirements.”

The value of our intangible assets may become impaired.

Goodwill and other intangible assets represent a significant portion of our assets. Goodwill and other intangible
assets were approximately $570.7 million as of December 31, 2014, representing approximately 11 percent of our total
assets and 33 percent of our consolidated stockholders' equity at December 31, 2014,

In accordance with applicable accounting standards, we periodically evaluate our goodwill and other intangible
assets to determine whether all or a portion of their carrying values may be impaired, in which case a charge to income
may be necessary. This impairment testing requires us to make assumptions and judgments regarding estimated fair
value including assumptions and estimates related to future earnings and membership levels based on current and future
plans and initiatives, long-term strategies and our annual planning and forecasting processes, as well as the expected
weighted average cost of capital used in the discount process. If estimated fair values are less than the carrying values
of goodwill and other intangible assets, we may be required to record impairment losses against income. Any future
evaluations resulting in an impairment of our goodwill and other intangible assets could materially impact our results of
operations and stockholders' equity in the period in which the impairment occurs. A material decrease in stockholders'
equity could, in turn, negatively impact our debt ratings or potentially impact our compliance with existing debt
covenants.

From time to time, we divest assets or businesses that we believe are less of a strategic fit for the company or do
not produce an adequate return. Any such divestiture could result in significant asset impairment charges, including
those related to goodwill and other intangible assets, which could have a material adverse effect on our financial
condition and results of operations. See “Item 7. Management's Discussion and Analysis of Financial Condition and
Results of Operations—Liquidity and Capital Resources—Ceritical Accounting Estimates—Goodwill and Other
Intangible Assets” for further discussion of our procedures related to goodwill and other intangible assets.

The value of our investment portfolio and our goodwill could be adversely impacted by varying economic and market
conditions which could, in turn, have a negative effect on our results of operations and stockholders' equity.

Our investment portfolio is comprised primarily of available-for-sale investment securities such as interest-
yielding debt securities of varying maturities. As of December 31, 2014, our available-for-sale investment securities
were approximately $1.8 billion. The value of fixed-income securities is highly sensitive to fluctuations in short- and
long-term interest rates, with the value decreasing as such rates increase and increasing as such rates decrease. These
securities may also be negatively impacted by illiquidity in the market. We closely monitor the fair values of our
investment securities and regularly evaluate them for any other-than-temporary impairments. We have the intent and
ability to hold our investments for a sufficient period of time to allow for recovery of the principal amount invested.

The current economic environment and the volatility of capital markets could negatively impact the liquidity of
investments, such as the debt securities we hold, and a worsening in these markets could have negative effects on the
liquidity and value of our investment assets. In addition, such uncertainty has increased the difficulty of assessing
investment impairment and the same influences tend to increase the risk of potential impairment of these assets.

Over time, the economic and capital market environment may decline or provide additional insight regarding the
fair value of certain securities, which could change our judgment regarding the impairment of certain investments. This
could result in realized losses relating to other-than-temporary declines being charged against future income. There is
continuing risk that declines in fair value may occur and material other-than-temporary impairments may result in
realized losses in future periods, which could have an adverse effect on our results of operations, liquidity and financial
condition. See “Item 7. Management's Discussion and Analysis of Financial Condition and Results of Operations—
Liquidity and Capital Resources” for additional information regarding our investment portfolio.

In addition, our regulated subsidiaries are also subject to state laws and regulations that govern the types of
investments that are allowable and admissible in those subsidiaries' portfolios. There can be no assurance that our
investment assets will produce total positive returns or that we will not sell investments at prices that are less than the
carrying value of these investments. Changes in the value of our investment assets, as a result of interest rate
fluctuations, illiquidity or otherwise, could have a negative effect on our stockholders' equity. In addition, if it became
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necessary for us to liquidate our investment portfolio on an accelerated basis, it could have an adverse effect on our
results of operations.

If our stock price experiences significant fluctuations or if our market capitalization materially declines, we could
be required to take an impairment charge to reduce the carrying amount of our goodwill. If we were required to take
such a charge, it would be non-cash and would not affect our liquidity or financial condition, but could have a
significant adverse effect on our results of operations in the period in which the charge was taken.

The market price of our common stock is volatile.

The market price of our common stock is subject to volatility, and, although the price of our common stock rose
significantly in 2014, it has shown significant volatility in years past. In 2012, the per share value of our common stock
decreased by 20.1%. In 2013, the per share value of our common stock increased by 21.8%, and in 2014, the per share
value of our common stock increased by 82.3%. There can be no assurance that the trading price of our common stock
will vary in a manner consistent with the variation in the Standard & Poor's 400 Mid-Cap Index of which our common
stock is a component. The market prices of our common stock and the securities of certain other publicly-traded
companies in our industry have in the past or may in the future show significant volatility and sensitivity in response to
many factors, including, without limitation, the ACA and health care reform generally, public communications
regarding managed care, legislative or regulatory actions, political developments, developments in connection with our
master services agreement with Cognizant, litigation or threatened litigation, health care cost trends, proposed premium
increases, pricing trends, reductions in government reimbursement, competition, earnings, proposed changes in or the
introduction of new government programs or initiatives, developments with respect to the CCI, receivable collections or
membership reports of particular industry participants, and market speculation about or actual merger and acquisition
activity. Additionally, adverse developments affecting any one of the companies in our sector could cause the price of
our common stock to weaken, even if those adverse developments do not otherwise affect us. There can be no
assurances regarding the level or stability of our share price at any time or the impact of these or any other factors on
our stock price.

Securities class action lawsuits are often brought against companies after periods of volatility in the market price
of their securities. If we were to become involved in securities litigation, it could subject us to substantial costs, divert
resources and the attention of management from our business, and otherwise adversely affect our business.

Negative publicity regarding the managed health care industry and health care reform could adversely affect our
ability to market and sell our products and services.

Managed health care companies have received and continue to receive negative publicity reflecting the public
perception of the industry. For example, the Company and the managed health care industry have been subject to
negative publicity surrounding premium rate increases and government investigations into the industry and our own
business practices. Such risks may be exacerbated in the event we and other companies in our industry raise premium
rates by more than has been done in recent years to price for the expanded benefits required by, and the fees, taxes and
assessments imposed by, the ACA or to respond to any increase in medical cost trends. In addition, health care, health
care reform and its implementation and related health care reform proposals have been and are expected to continue to
be the subject of intense media attention and political debate. Such political discourse can often generate publicity that
portrays managed care in a negative light. Our marketing efforts may be affected by, among other things, the amount of
negative publicity to which the industry has been subject, as well as by speculation and uncertainty relating to merger
and acquisition activity among companies in our industry. Speculation, uncertainty or negative publicity about us, our
industry, our third party vendors or our lines of business could adversely affect our ability to market and sell our
products or services, require changes to our products or services, or stimulate additional legislation, regulation, review
of our practices or those of the industry or litigation that could adversely affect us.

Managing executive succession and retention is critical to our success. If we are unable to manage the succession of
our key executives, it could adversely affect our business.

We are dependent on retaining existing key executives and attracting additional qualified executives to meet
current and future needs. We face intense competition for qualified executives, and there can be no assurance that we
will be able to attract and retain such executives. Although we have succession plans in place and have employment
arrangements with our key executives, these do not guarantee that the services of these key executives will continue to
be available to us or that we will be able to attract and retain suitable successors. We would be adversely affected if we
fail to adequately plan for future turnover of our senior management team.
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Acquisitions, divestitures and other significant transactions may adversely affect our business.

We continue to evaluate the profitability realized or that we expect to be realized by our existing businesses and
operations. From time to time we review, from a strategic standpoint, potential acquisitions and divestitures in light of
our core businesses and growth strategies. The success of any such acquisition or divestiture depends, in part, upon our
ability to identify suitable buyers or sellers, negotiate favorable contractual terms and, in many cases, obtain
governmental approval. For acquisitions, success is also dependent upon efficiently integrating the acquired business
into our existing operations. For divestitures, success may also be dependent upon efficiently reducing general and
administrative or other functions for our remaining operations. In the event the structure of the transaction results in
continuing obligations by the buyer to us or our customers, a buyer's inability to fulfill these obligations could lead to
future financial loss on our part. As a seller, we may have significant continuing indemnification, administrative
services or other obligations to the buyer. Potential acquisitions or divestitures present financial, managerial and
operational challenges, including diversion of management attention from existing businesses, difficulty with
integrating or separating personnel and financial and other systems, significant post-closing obligations, increased
expenses, assumption of unknown liabilities, indemnities and potential disputes with the buyers or sellers.

Our revolving credit facility contains restrictive covenants that could limit our ability to pursue our business
strategies.

Our $600 million revolving credit facility due in October 2016 requires us to comply with various covenants that
impose restrictions on our operations, including our ability to incur additional indebtedness, create liens, pay dividends,
make investments or other restricted payments, sell or otherwise dispose of substantially all of our assets and engage in
other activities. Our revolving credit facility also requires us to comply with a maximum leverage ratio and a minimum
fixed charge coverage ratio. See “Item 7. Management's Discussion and Analysis of Financial Condition and Results of
Operations-Liquidity and Capital Resources-Capital Structure-Revolving Credit Facility” for further details regarding
our revolving credit facility.

The restrictive covenants under our revolving credit facility could limit our ability to pursue our business
strategies. In addition, any failure by us to comply with these restrictive covenants could result in an event of default
under the revolving credit facility and, in some circumstances, under the indenture governing our Senior Notes, which,
in any case, could have a material adverse effect on our financial condition.

We are dependent on our ability to recruit, manage, enable and retain a skilled and talented workforce.

Our products and services and our operations require a large number of employees. As of December 31, 2014, we
employed 7,922 individuals on a full-time basis and 92 individuals on a part-time or temporary basis. It is critical that
we recruit, manage, enable and retain talent to successfully execute our strategic objectives, which requires aligned
policies, a positive work environment and a robust succession and talent development process. Further, particularly in
light of the changing health care environment, we must focus on building employee capabilities to help ensure that we
can meet upcoming challenges and opportunities. Our business could be adversely affected if we are unable to recruit,
manage, enable and retain talent and meet upcoming challenges and opportunities. In addition, the impact of the
external or internal environment or other factors on employee morale, enablement and engagement could also
significantly impact the success of the Company.

Our forecasts and other forward-looking statements are based on a variety of assumptions that are subject to
significant uncertainties. Qur performance may not be consistent with these forecasts and forward-looking
statements.

From time to time in press releases and otherwise, we publish forecasts or other forward-looking statements
regarding our future results, including estimated revenues, net earnings and other operating and financial metrics. Any
forecast of our future performance reflects various assumptions. These assumptions are subject to significant
uncertainties, and, as a matter of course, any number of them may prove to be incorrect.

The achievement of any forecast depends on numerous risks and other factors, including those described in this
report, many of which are beyond our control. In addition, the uncertainties associated with federal and state health care
reform, challenging economic conditions and our potential participation in new government programs or the provision
of new services and/or benefits to new populations, among other things, may make it particularly difficult to forecast
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our future performance. As a result, we cannot assure that our performance will meet any management forecasts or that
the variation from such forecasts will not be material and adverse. You are cautioned not to base your entire analysis of
our business and prospects upon isolated predictions, but instead are encouraged to utilize the entire mix of publicly
available historical and forward-looking information, as well as other available information affecting us, our services,
and our industry when evaluating our forecasts and other forward-looking statements relating to our operations and
financial performance.

It may be difficult for a third party to acquire us, which could decrease the value of your shares of our common
stock.

We are subject to the Delaware anti-takeover laws regulating corporate takeovers. These provisions may prohibit
stockholders owning 15% or more of our outstanding voting stock from merging or combining with us. In addition,
federal antitrust laws apply to us, and any change in control of our state health plans or health insurance companies also
would require the approvals of the applicable regulatory agencies in each state in which we operate.

In addition to the Rights Agreement, our certificate of incorporation and bylaws also contain provisions that
could have the effect of delaying, deferring, or preventing a change in control of the Company that our stockholders
may consider favorable or beneficial. These provisions could discourage proxy contests and make it more difficult for
our stockholders to elect directors and take other corporate actions. These provisions could also limit the price that
investors might be willing to pay for shares of our common stock.

Large-scale public health epidemics and/or terrorist activity could cause us to incur unexpected health care and
other costs and could materially and adversely affect our business, financial condition and results of operations.

An outbreak of a pandemic disease and/or future terrorist activities, including bio-terrorism, could materially and
adversely affect the U.S. economy in general and the health care industry specifically. Depending on the government's
actions and the responsiveness of public health agencies and insurance companies, a large-scale public health epidemic
or future acts of bio-terrorism could lead to, among other things, increased utilization of health care services and the
associated increased health care costs due to increased in-patient and out-patient hospital costs, disruption of
information and payment systems and the cost of any anti-viral or other medication used to treat affected people.

Disasters, including earthquakes, fires and floods, could severely damage or interrupt our systems and operations
and result in an adverse effect on our business, financial condition or results of operations.

Disasters such as fires, floods, earthquakes, tornados, power losses, virus outbreaks, telecommunications failures,
break-ins or similar events could severely damage or interrupt our systems and operations, result in loss of data, and/or
delay or impair our ability to service our members and providers. We have in place a disaster recovery plan that is
intended to provide us with the ability to recover our critical information technology systems in the event of a natural
disaster utilizing various alternate sites provided by a national disaster recovery vendor. We also have business
continuity plans that provide for the processes and resources necessary to operate during and following a disaster.
However, there can be no assurance that such adverse effects will not occur in the event of a disaster. Any such disaster
or similar event could have a material adverse effect on our business, financial condition and results of operations.

Under the agreements that govern the Northeast Sale, we have retained responsibility for certain liabilities of the
acquired business, which could have an adverse effect on our business, financial condition and results of operations.

Under the Stock Purchase Agreement for the Northeast Sale, we are required to indemnify the Buyer and its
affiliates for all pre-closing liabilities of the acquired business and for a broad range of excluded liabilities, including
liabilities arising out of the acquired business incurred through the winding-up and running-out period of the acquired
business. The Stock Purchase Agreement does not limit the amount or duration of our obligations to the Buyer and its
affiliates with respect to these indemnities. As a result, in the event that the amount of these liabilities was to exceed our
expectations, we could be responsible to the Buyer and its affiliates for substantial indemnification obligations, which
could have an adverse effect on our business, financial condition and results of operations.
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We also face other risks that could adversely affect our business, financial condition or results of operations, which
include:

* any requirement to restate financial results in the event of inappropriate application of accounting
principles;

» asignificant failure of our internal control over financial reporting;
*  our inability to convert to international financial reporting standards, if required;

» failure of our prevention and control systems related to employee compliance with internal policies,
including data security;

»  provider fraud that is not prevented or detected and impacts our medical costs or those of self-insured
customers;

+ failure to protect our proprietary information; and

+  failure of our corporate governance policies or procedures.

Item 1B. Unresolved Staff Comments.

None.

Item 2. Properties.

We lease office space for our principal executive offices in Woodland Hills, California, which is used by each of
our reportable segments. The operating lease for our executive offices expires on December 31, 2017 and relates to
approximately 115,488 square feet. We also lease a separate 333,954 square foot facility in Woodland Hills primarily to
house the operations for a significant portion of our Western Regions Operations reportable segment. The lease for this
two-building facility expires December 31, 2021.

In Rancho Cordova and San Rafael, California, we lease an aggregate of approximately 592,650 square feet of
office space that is used for operations in our Western Region Operations and Government Contracts reportable
segments. The related leases expire at various dates ranging from February 2016 to June 2022.

In addition to the office space referenced above, we lease approximately 49 sites in 10 states, totaling
approximately 628,794 square feet of space, which are used by our reportable segments for their respective operations.
We also lease approximately 389,754 square feet of office space in Shelton, Connecticut under leases expiring at
various dates ranging from 2016 to 2017. We no longer conduct operations in Shelton, and have subleased a portion of
this space under subleases expiring at various dates ranging from 2016 to 2017.

We also own a facility in Rancho Cordova, California comprising approximately 82,000 square feet of space,
which is used to support operations for all of our reportable segments.

We believe that our properties are adequate and suitable to meet our business needs.
Item 3. Legal Proceedings.

Overview

We record reserves and accrue costs for certain legal proceedings and regulatory matters to the extent that we
determine an unfavorable outcome is probable and the amount of the loss can be reasonably estimated. While such
reserves and accrued costs reflect our best estimate of the probable loss for such matters, our recorded amounts may
differ materially from the actual amount of any such losses. In some cases, no estimate of the possible loss or range of
loss in excess of amounts accrued, if any, can be made because of the inherently unpredictable nature of legal and
regulatory proceedings, which may be exacerbated by various factors, including but not limited to that they may involve
indeterminate claims for monetary damages or may involve fines, penalties or punitive damages; present novel legal
theories or legal uncertainties; involve disputed facts; represent a shift in regulatory policy; involve a large number of
parties, claimants or regulatory bodies; are in the early stages of the proceedings; involve a number of separate
proceedings, each with a wide range of potential outcomes; or result in a change of business practices. Further, there
may be various levels of judicial review available to the Company in connection with any such proceeding in the event
damages are awarded or a fine or penalty is assessed. As of the date of this report, amounts accrued for legal
proceedings and regulatory matters were not material. However, it is possible that in a particular quarter or annual
period our financial condition, results of operations, cash flow and/or liquidity could be materially adversely affected by
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an ultimate unfavorable resolution of or development in legal and/or regulatory proceedings, including those described
below in this Item 3 under the heading “Military and Family Life Counseling Program Putative Class and Collective
Actions,” depending, in part, upon our financial condition, results of operations, cash flow or liquidity in such period,
and our reputation may be adversely affected. Except for the regulatory and legal proceedings discussed in this Item 3
under the heading “Military and Family Life Counseling Program Putative Class and Collective Actions,” management
believes that the ultimate outcome of any of the regulatory and legal proceedings that are currently pending against us
should not have a material adverse effect on our financial condition, results of operations, cash flow and liquidity.

Military and Family Life Counseling Program Putative Class and Collective Actions

We are a defendant in three related litigation matters pending in the United States District Court for the Northern
District of California (the “Northern District of California”) relating to the independent contractor classification of
counselors (“MFLCs”) who contracted with our subsidiary, MHN Government Services, Inc. (“MHNGS”), to provide
short-term, non-medical counseling at U.S. military installations throughout the country under our Military and Family
Life Counseling (formerly Military and Family Life Consultants) program.

On June 14, 2011, two former MFLC:s filed a putative class action in the Superior Court of the State of
Washington for Pierce County against Health Net, Inc., MHNGS, and MHN Services d/b/a MHN Services Corporation
(also a subsidiary), on behalf of themselves and a proposed class of current and former MFLCs who have performed
services as independent contractors in the state of Washington from June 14, 2008 to the present. Plaintiffs claim that
MFLCs were misclassified as independent contractors under Washington law and are entitled to the wages and overtime
pay that they would have received had they been classified as non-exempt employees. Plaintiffs seek unpaid wages,
overtime pay, statutory penalties, attorneys’ fees and interest. We moved to compel the case to arbitration, and the court
denied the motion on September 30, 2011. We appealed the decision. The Washington Supreme Court affirmed the trial
court’s decision on August 15, 2013. On February 26, 2014, we removed this case to the United States District Court for
the Western District of Washington, pursuant to the Class Action Fairness Act.

On May 15, 2012, the same two MFLCs who filed the Washington action, as well as 12 other named plaintiffs,
filed a proposed collective action lawsuit against the same defendants in the United States District Court for the Western
District of Washington on behalf of themselves and other current and former MFLCs who have performed services as
independent contractors nationwide from May 15, 2009 to the present. They allege misclassification under the federal
Fair Labor Standards Act (“FLSA”) and seek unpaid wages, unpaid benefits, overtime pay, statutory penalties,
attorneys’ fees and interest. They also seek penalties under California Labor Code section 226.8. The court has since
transferred the case to the Northern District of California to relate it to a virtually identical suit filed on October 2, 2012
against MHNGS and Managed Health Network, Inc. (“MHN”) (also a subsidiary).

The third October 2012 suit alleges misclassification under the FLSA on behalf of a nationwide class, as well
under several state laws on behalf of MFLCs who worked in California, New Mexico, Hawaii, Kentucky, New York,
Nevada, and North Carolina. On October 24, 2013, the parties agreed to toll the statutes of limitations for overtime
violations in the following states: Alaska, Colorado, Illinois, Maine, Maryland, Massachusetts, Montana, New Jersey,
North Dakota, Ohio, and Pennsylvania.

On November 1, 2012, we moved to compel arbitration in the Northern District of California, and the court
denied the motion on April 3, 2013. We noticed our appeal of that decision to the United States Court of Appeals for the
Ninth Circuit on April 8, 2013. On April 25, 2013, the district court granted Plaintiffs’ motion for conditional FLSA
collective action certification to allow notice to be sent to the FLSA collective action members. The court stayed all
other proceedings pending an outcome in the Ninth Circuit appeal. On December 17, 2014, a divided (2-1) Ninth
Circuit panel affirmed the district court’s decision denying our motion to compel arbitration. On January 14, 2015, we
petitioned for rehearing en banc, and the Ninth Circuit denied the petition on February 9, 2015. On February 13, 2015,
the Ninth Circuit granted our motion to stay the proceedings, and the proceedings will remain stayed until the final
disposition by the U.S. Supreme Court of our petition for a writ of certiorari.

On March 28, 2014, the original Washington case was transferred to the Northern District of California to relate it
to the two FLSA suits pending there. On April 11, 2014, we moved to stay the suit pending the Ninth Circuit appeal. We
also filed two alternative motions seeking an order to either compel the case to arbitration or dismiss Plaintiffs’ class
claims and California Labor Code section 226.8 claims. On June 3, 2014, the court granted our motion to stay, and
denied the later alternative motions without prejudice to renewal after the stay is lifted.

We intend to vigorously defend ourselves against these claims; however, these proceedings are subject to many
uncertainties.
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Miscellaneous Proceedings

In the ordinary course of our business operations, we are subject to periodic reviews, investigations and audits by
various federal and state regulatory agencies, including, without limitation, CMS, DMHC, the Office of Civil Rights of
HHS and state departments of insurance, with respect to our compliance with a wide variety of rules and regulations
applicable to our business, including, without limitation, the Health Insurance Portability and Accountability Act of
1996, rules relating to pre-authorization penalties, payment of out-of-network claims, timely review of grievances and
appeals, and timely and accurate payment of claims, any one of which may result in remediation of certain claims,
contract termination, the loss of licensure or the right to participate in certain programs, and the assessment of
regulatory fines or penalties, which could be substantial. From time to time, we receive subpoenas and other requests
for information from, and are subject to investigations by, such regulatory agencies, as well as from state attorneys
general. There also continues to be heightened review by regulatory authorities of, and increased litigation regarding,
the health care industry’s business practices, including, without limitation, information privacy, premium rate increases,
utilization management, appeal and grievance processing, rescission of insurance coverage and claims payment
practices.

In addition, in the ordinary course of our business operations, we are 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, including, without limitation, cases involving allegations of
misclassification of employees and/or failure to pay for off-the-clock work, real estate and intellectual property claims,
claims brought by members or providers seeking coverage or additional reimbursement for services allegedly rendered
to our members, but which allegedly were denied, underpaid, not timely paid or not paid, and claims arising out of the
acquisition or divestiture of various business units or other assets. We also are 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, and claims alleging that we have
engaged in unfair business practices. In addition, we are subject to claims relating to information security incidents and
breaches, reinsurance agreements, rescission of coverage and other types of insurance coverage obligations and claims
relating to the insurance industry in general. In our role as a federal and state government contractor, we are, and may
be in the future, subject to qui tam litigation brought by individuals who seek to sue on behalf of the government for
violations of, among other things, state and federal false claims laws. We are, and may be in the future, subject to class
action lawsuits brought against various managed care organizations and other class action lawsuits.

We intend to vigorously defend ourselves against the miscellaneous legal and regulatory proceedings to which
we are currently a party; however, these proceedings are subject to many uncertainties. In some of the cases pending
against us, substantial non-economic or punitive damages are being sought.

Potential Settlements

We regularly evaluate legal proceedings and regulatory matters pending against us, including those described
above in this Item 3, to determine if settlement of such matters would be in the best interests of the Company and its
stockholders. The costs associated with any settlement of the various legal proceedings and regulatory matters to which
we are or may be subject from time to time, including those described above in this Item 3, could be substantial and, in
certain cases, could result in a significant earnings charge or impact on our cash flow in any particular quarter in which
we enter into a settlement agreement and could have a material adverse effect on our financial condition, results of
operations, cash flow and/or liquidity and may affect our reputation.

Item 4. Mine Safety Disclosures.
Not applicable.
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PART 11
Item S. Market For Registrant’s Common Equity, Related Stockholder Matters and Issuer Purchases of Equity
Securities.

The following table sets forth the high and low sales prices of the Company’s common stock, par value $.001 per
share, on The New York Stock Exchange (“NYSE”) since January 2013.

High Low

Calendar Quarter—2013

FIIST QUATTET ...ttt e et et eae e eee e eae e e seeeeeeeas $29.57 $24.16
SECONA QUATTET ...ttt ettt ettt e et ettt s e et et ettt eeesee e eeeneas $33.30 $26.69
THIrd QUATET ..ottt ettt et ettt n e $33.90 $29.11
FOUIth QUATTET ...ttt ettt et s s s see s s sens s enenas $33.52 $25.40
Calendar Quarter—2014

FAISt QUATTET ...ttt ettt ettt s et es e ae e esesete e esesensas s eseanas s esenas $35.10 $29.36
SECONA QUATTET ...ttt ettt ettt s et e e et ee e e st eeeeeennns $41.84 $31.36
THird QUATTET .......vvieieieveeeeceeeeeeeee ettt ettt ettt seseseaeeeesesenese s eseeenens $47.53 $41.19
FOUTtH QUATTET ...ttt ettt en e $54.36 $43.61

On February 23, 2015, the last reported sales price per share of our common stock was $57.82 per share.

Securities Authorized for Issuance Under Equity Compensation Plans

Information regarding the Company’s equity compensation plans is incorporated by reference in Part III of this
Annual Report on Form 10-K under “Item 12. Security Ownership of Certain Beneficial Owners and Management and
Related Stockholder Matters.”

Holders of Common Stock

As of February 23, 2015, there were 1,517 registered holders of record of our common stock.

Dividends

We have not paid any dividends on our common stock during the preceding two fiscal years. We have no present
intention of paying any dividends on our common stock, although the matter will be periodically reviewed by our Board
of Directors.

We are a holding company and, therefore, our ability to pay dividends depends on distributions received from our
subsidiaries, which are subject to regulatory net worth requirements and additional state regulations which may restrict
the declaration of dividends by HMOs, insurance companies and licensed managed health care plans. The payment of
any dividend is at the discretion of our Board of Directors and depends upon our earnings, financial position (including
cash position), capital requirements and such other factors as our Board of Directors deems relevant.

Under our revolving credit facility, we cannot declare or pay cash dividends to our stockholders or purchase,
redeem or otherwise acquire shares of our capital stock or warrants, rights or options to acquire such shares for cash
except to the extent permitted under the revolving credit facility, which is described in “Item 7. Management’s
Discussion and Analysis of Financial Condition and Results of Operations—Liquidity and Capital Resources—Capital
Structure.”

Stock Repurchase Program

On May 2, 2011, our Board of Directors authorized our stock repurchase program pursuant to which a total of
$300 million of our outstanding common stock could be repurchased. On March 8, 2012, our Board of Directors
approved a $323.7 million increase to our stock repurchase program, which, when taken together with the remaining
authorization at that time, brought our total authorization up to $400.0 million.

On December 16, 2014, our Board of Directors approved another increase to our stock repurchase program in the
amount of $257.8 million, which, when taken together with the remaining authorization at that time, brought our total
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authorization up to $400.0 million. The remaining authorization under our stock repurchase program as of December
31, 2014 was $400.0 million.

Subject to the approval of our Board of Directors, we may repurchase our common stock under our stock
repurchase program from time to time in privately negotiated transactions, through accelerated stock repurchase
programs or open market transactions, including pursuant to a trading plan in accordance with Rules 10b5-1 and 10b-18
of the Securities Exchange Act of 1934. The timing of any repurchases and the actual number of shares of stock
repurchased will depend on a variety of factors, including the stock price, corporate and regulatory requirements,
restrictions under the Company’s debt obligations, and other market and economic conditions. Our stock repurchase
program may be suspended or discontinued at any time.

During the year ended December 31, 2014, we repurchased 3.0 million shares of our common stock for aggregate
consideration of $137.8 million under our stock repurchase program. For additional information on our stock
repurchase program, see Note 9 to our consolidated financial statements.

Under our various stock option and long-term incentive plans, in certain circumstances, employees and non-
employee directors may elect for the Company to withhold shares to satisfy minimum statutory federal, state and local
tax withholding and/or exercise price obligations, as applicable, arising from the exercise of stock options. For certain
other equity awards, we have the right to withhold shares to satisfy any tax obligations that may be required to be
withheld or paid in connection with such equity award, including any tax obligation arising on the vesting date. These
repurchases were not part of our stock repurchase program.

The following table presents monthly information related to repurchases of our common stock, including shares
withheld by the Company to satisfy tax withholdings and exercise price obligations in 2014, as of December 31, 2014:

Total Number Maximum Dollar
of Shares Value of

Purchased as Shares (or Units)

Total Number Average Part of Publicly that May Yet Be

of Shares Price Paid Total Announced Purchased Under

Period Purchased (a) per Share Price Paid Programs (b) the Programs (b)

January 1—January 31 .......... 7,545 (¢) $ 3325 $ 250,843 — $ 280,000,018

February 1—February 28 ...... 268,851 (c) 32.05 8,617,165 — $ 280,000,018

March 1—March 31 .............. 261,001 (c) 34.17 8,917,445 — $ 280,000,018

April 1—April 30.................. 2,645 (¢) 33.49 88,589 — $ 280,000,018

May 1—May 31 .......cceeueee. 5,975 (¢) 39.22 242,204 — $ 280,000,018

June I—June 30 ................... 748 (c) 39.82 29,785 — $ 280,000,018

July I—July 31 809 (c) 43.47 35,168 — $ 280,000,018

August 1—August 31............ 3,807 (c) 43.10 164,085 — $ 280,000,018

September 1—September 30. 1,591,553 (¢) 46.54 74,075,436 1,482,000 $ 211,030,239

October 1—October 31 ......... 1,521,589 (c) 45.32 68,958,807 1,518,000 $ 142,235,079

November 1—November 30 . 4,677 (¢) 49.55 231,745 — $ 142,235,079

December 1—December 31 .. 4,947 (¢) 53.81 266,199 — $ 400,000,000
3,674,147 $§ 44.06 $161,877,471 3,000,000

(a)  During the year ended December 31, 2014, we did not repurchase any shares of our common stock outside our
publicly announced stock repurchase programs, except shares withheld in connection with our various stock
option and long-term incentive plans.

(b) On May 2, 2011, our Board of Directors authorized our stock repurchase program, pursuant to which a total of
$300 million of our common stock could be repurchased. On March 8, 2012, our Board of Directors approved a
$323.7 million increase to our stock repurchase program. On December 16, 2014, our Board of Directors
approved another $257.8 million increase to our stock repurchase program, which, when taken together with the
remaining authorization at that time, brought our total authorization up to $400 million. Our stock repurchase
program does not have an expiration date. During the year ended December 31, 2014, we did not have any
repurchase program expire, and we did not terminate any repurchase program prior to its expiration date.
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(¢) Includes shares withheld by the Company to satisfy tax withholding and/or exercise price obligations arising from
the vesting and/or exercise of restricted stock units, stock options and other equity awards.

Performance Graph

The following graph compares the performance of the Company's Common Stock with the performance of the
Standard & Poor's 500 Composite Stock Price Index (the "S&P 500 Index") and both the current and prior year Industry
Peer Group Index. We calculate year-end values based on the closing prices from the final trading days in December
2009, 2010, 2011, 2012, 2013, and 2014. The graph assumes that $100 was invested on December 31, 2009 in each of
the Common Stock, the S&P 500 Index, and the current year Industry Peer Group Index and the prior year Industry
Peer Group Index, and that all dividends were reinvested for both the current and prior year. The Industry Peer Group
Index weights the constituent companies' stock performance on the basis of market capitalization at the beginning of
each annual period.

The Company's current Industry Peer Group Index includes the following companies: Aetna, Inc., Cigna
Corporation, Humana, Inc., UnitedHealth Group, Inc., Anthem, Inc. (formerly WellPoint, Inc.), Molina Healthcare, Inc.,
Centene Corporation, and WellCare Health Plans, Inc.. In our previous annual report on Form 10-K for the year ended
December 31, 2013, the Company used an Industry Peer Group Index comprised of Aetna, Inc., Cigna Corporation,
Humana, Inc., UnitedHealth Group, Inc., and WellPoint, Inc. This year, the Company elected to add the following three
new companies to the peer group based on their strong presence in the Medicaid market: Molina Healthcare, Inc.,
Centene Corporation and WellCare Health Plans, Inc. The Company believes those additions will help the peer group
more appropriately reflect the Company's current mix of business, which has experienced rapid growth in its Medicaid
segment.

Indexed Total Return
Stock Price Plus Reinvested Dividends

Health Net
—@— Standard & Poor's 500 Index
Industry Peer Group Index (Current Peers)

—W— Industry Peer Group Index (Prior Year Peers)

$350.00
$300.00 /'.'
$250.00 -
$200.00

$150.00

$100.00 4

$50.00

12/31/09 12/31/10 12/31/11 12/31/12 12/31/13 12/31/14
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Indexed Total Return (Stock Price Plus Reinvested Dividends)

Name 12/31/2009 12/31/2010 12/31/2011 12/31/2012 12/31/2013 12/31/2014
Health Net......coccooovveivieiieieieenen $ 100.00 ¢ 117.17 ¢ 130.61 ¢ 10434 § 12739 § 229.84
Standard & Poor's 500 Index............. $ 100.00 $ 11506 § 11749 ¢ 13630 $ 18044 § 205.14
Industry Peer Group Index (Current

PEEIS) v $§ 100.00 ¢ 10846 § 147.17 ¢ 153.59 ¢ 227.10 § 304.41
Industry Peer Group Index (Prior

Year Peers).....ooevveeinieinieinieieiee $ 100.00 $§ 108.70 § 146.76 $§ 153.30 § 227.20 § 303.00

All historical performance data reflects the performance of each company’s own stocks only and does not include
the historical performance data of acquired companies.

The preceding graph and related information are being furnished solely to accompany this Annual Report on
Form 10-K pursuant to Item 201(e) of Regulation S-K and shall not be deemed “soliciting materials” or to be “filed”
with the Securities and Exchange Commission (other than as provided in Item 201). Such information shall not be
incorporated by reference into any filing under the Securities Act of 1933, as amended, or the Securities Exchange Act
of 1934, as amended, whether made before or after the date hereof and irrespective of any general incorporation
language contained therein, except to the extent that we specifically incorporate it by reference into such filing.
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Item 6. Selected Financial Data.

The following selected financial and operating data as of and for the years ended December 31, 2014, 2013, and 2012
are derived from our audited consolidated financial statements and notes thereto contained in this Annual Report on Form 10-
K. The selected financial and operating data as of and for the years ended December 31, 2011 and 2010 are derived from our
audited consolidated financial statements which are not included herein. The selected financial and operating data should be
read in conjunction with “Item 7. Management’s Discussion and Analysis of Financial Condition and Results of Operations”
and the consolidated financial statements and notes thereto contained elsewhere in this Annual Report on Form 10-K.

Year Ended December 31,
2014 2013 2012 2011 2010
(Dollars in thousands, except per share and PMPM data)
REVENUES:
Health plan services premiums..............c.ccocoevevenenen. $ 13,361,170 $ 10,377,073 $ 10,459,098 $ 9,878,687 $ 9,492,460
GOVErNMENt COMTIACTS .vrvrvrereeeereeeereeseeeereeeeeeeeens 603,975 572,266 689,121 1,416,619 3,344,483
Net investment iNCOME ............cceveererrereeriererenreerenns 45,166 69,613 82,434 74,161 71,181
Administrative services fees and other income ........ (1,725) 34,791 17,968 11,523 21,126
Divested operations and services revenue ................ — — 40,471 34,446 186,167
Total TEVENUES......c.ceuiiiiiiiiiiccccccae $ 14,008,586 $ 11,053,743 $ 11,289,092 $ 11,415,436 $ 13,115,417
INCOME SUMMARY (1):
Income from continuing operations.......................... $ 145,629 $ 170,126 $ 25,681 $ 61,056 $ 171,885
Income on discontinued operation, net of tax........... — — 96.382 11,064 32,358
NELINCOME oot s $ 145,629 $ 170,126 $ 122,063 § 72,120 $ 204,243
NET INCOME PER SHARE—DILUTED (1): ...
Income from continuing operations...................cco.... $ 1.80 $ 2.12 $ 0.31 $ 0.68 $ 1.73
Income of discontinued operation, net of tax............ $ — $ — $ 1.16 $ 0.12 $ 0.33
NEt INCOME ... $ 1.80 $ 2.12 $ 1.47 $ 0.80 $ 2.06
Weighted average shares outstanding:.....................
Diluted........cccooviiiiiiiiiiicn 80,777 80,404 83,112 89,970 99,232

BALANCE SHEET DATA:
Cash and cash equivalents and investments

available for sale ... $ 2,664,763 $ 2,059,943 $ 2,152,622 $ 1,790,397 $ 2,022,112
TOtAl ASSELS e, 5,395,934 3,929,125 3,934,390 3,607,669 4,131,693
Loans payable—Long term.........c.ccceeereeveueereruenencns 100,000 100,000 100,000 112,500 —
Senior notes payable ............cccovviiniiiiiine 399,504 399,300 399,095 398,890 398,685
Total stockholders’ equity (2).......ccccccvvvreerrerirernnnen. 1,709,222 1,628,811 1,557,030 1,443,146 1,694,416
OPERATING DATA:
Pretax margin from continuing operations ............... 1.4% 2.4% 0.3% 1.4% 2.1%
Western Region Operations health plans services

medical care ratio (MCR) ..........cococveviivvereinnns 84.6% 85.6% 89.1% 86.5% 87.1%
o e 10.9% 10.3% 8.6% 8.6% 8.5%
Western Region Operations selling costs ratio......... 2.0% 2.3% 2.4% 2.4% 2.5%
Western Region Operations health plan services

premiums per member per month (PMPM)........ $385.42 $349.92 $341.28 $322.28 $315.55
Western Region Operations health plan services

€OStS PMPM ... $319.82 $299.66 $304.01 $278.85 $274.70
Net cash provided by operating activities................. $ 776,001 $ 95,389 $ 32,540 $ 103,380 $ 308,038
Net cash (used in) provided by investing activities.. $ (184,852) $ 579 $ (12,558) $ 222227 $  (200,593)

Net cash (used in) provided by financing activities.. $ (155,171) $ (3,373) $ 89,875 $  (445,492) $ (440,110)

(1) For 2014, includes an $88.5 million pretax asset impairment primarily related to our assets held for sale in connection with the
Cognizant Transaction and $96.8 million of pretax expenses primarily related to the Cognizant Transaction. Our operating results for the
year ended December 31, 2014 were also impacted by fees imposed under the ACA, including $141.4 million in amortization of deferred
costs of health insurer fee and $97.6 million in other ACA fees. For 2013, we had approximately $56 million in favorable reserve
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developments related to prior years. These reserve developments related to prior years when considered together with the provision for
adverse deviation recorded as of December 31, 2013, did not have a material impact on our operating results or financial condition. In
addition, our operating results for the year ended December 31, 2013 were impacted by $12.0 million in pretax costs primarily related to
our continuing efforts to address scale issues. For 2012, includes a gain on sale of discontinued operation in the amount of $114.8 million
after-tax. Our operating results for the year ended December 31, 2012 were impacted by approximately $35 million of adverse
development related to prior years recorded as part of our health care cost. In addition, our operating results for the year ended December
31, 2012 were impacted by pretax costs of $35.6 million related to our G&A cost reduction efforts, a $5.0 million expense related to the
early termination of a medical management contract and $1.3 million in litigation-related expenses net of an insurance reimbursement. For
2011, includes a $181 million pretax expense related to a litigation judgment in the first quarter. In addition, our operating results for the
year ended December 31, 2011 were impacted by a $40.8 million favorable adjustment to loss on sale of Northeast health plan subsidiaries
and a $6.8 million benefit from litigation reserve adjustments, partially offset by pretax costs of $25.2 million related to our G&A cost
reduction efforts. For 2010, includes pretax charges of $61.2 million related to our operations strategy and other cost management
initiatives, and $9.0 million in early debt extinguishment and related interest rate swap termination costs, partially reduced by a $46.5
million benefit from litigation reserve adjustments and a $42.0 million adjustment to loss on sale of Northeast health plan subsidiaries.

(2) No cash dividends were declared in any of the years presented.
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Item 7. Management’s Discussion and Analysis of Financial Condition and Results of Operations.

OVERVIEW

General

We are a publicly traded managed care organization that delivers managed health care services through health
plans and government-sponsored managed care plans. Our mission is to help people be healthy, secure and comfortable.
We provide and administer health benefits to approximately 6.0 million individuals across the country through group,
individual, Medicare (including the Medicare prescription drug benefit commonly referred to as "Part D"), Medicaid,
dual eligible, U.S. Department of Defense (“Department of Defense” or “DoD”), including TRICARE, and U.S.
Department of Veterans Affairs ("VA") programs. We also offer behavioral health, substance abuse and employee
assistance programs, managed health care products related to prescription drugs, managed health care product
coordination for multi-region employers, and administrative services for medical groups and self-funded benefits
programs.

How We Report Our Results

Our reportable segments are comprised of Western Region Operations and Government Contracts. Effective
January 1, 2013, our Divested Operations and Services segment was closed out after we substantially completed the
transition and run-out of our divested businesses, as further discussed below.

Our health plan services are provided under our Western Region Operations reportable segment, which includes
the operations primarily conducted in California, Arizona, Oregon and Washington for our commercial, Medicare,
Medicaid and dual eligibles health plans, our health and life insurance companies, our pharmaceutical services
subsidiary and certain operations of our behavioral health subsidiaries. As of December 31, 2014, we had approximately
3.2 million medical members in our Western Region Operations reportable segment. On April 1, 2012, we completed
the sale of our Medicare stand-alone prescription drug plan business ("Medicare PDP business") to Pennsylvania Life
Insurance Company, a subsidiary of CVS Caremark Corporation ("CVS Caremark"). As a result, the operating results
related to our Medicare PDP business have been excluded from continuing operations results and are classified in this
Annual Report on Form 10-K as discontinued operations for the year ended December 31, 2012. Accordingly, the
information included in this Annual Report on Form 10-K regarding our Western Region Operations reportable segment
excludes the operating results of our Medicare PDP business for the year ended December 31, 2012. For additional
information regarding the sale of our Medicare PDP business, see Note 3 to our consolidated financial statements.

Our Government Contracts segment includes our government-sponsored managed care contract with the DoD
under the TRICARE program in the North Region and other health care related government contracts, including the
Patient Centered Community Care program (“PC3 Program”) contract we have with VA. On April 1, 2011, we began
delivery of administrative services under a new Managed Care Support Contract (“T-3 contract”) for the TRICARE
North Region. Under the T-3 contract for the TRICARE North Region, we provide administrative services to
approximately 2.8 million Military Health System (“MHS”) eligible beneficiaries. In addition, we also provide
behavioral health services to military families under the Department of Defense Military and Family Life Counseling,
formerly Military and Family Life Consultant (“MFLC”) contract, which is also included in our Government Contracts
segment. See Note 2 to our consolidated financial statements under the heading “Government Contracts” for additional
information on the T-3, MFLC and PC3 Program contracts.

On November 2, 2014, we signed a definitive master services agreement with Cognizant Healthcare Services,
LLC, a wholly owned subsidiary of Cognizant Technology Solutions Corporation ("Cognizant") to provide certain
services to us. In connection with this agreement, we have also entered into an asset purchase agreement pursuant to
which we have agreed to sell certain software assets and related intellectual property we own to Cognizant. The
transaction, including the related asset sale (the "Cognizant Transaction"), is subject to receipt of required regulatory
approvals. In connection with the Cognizant Transaction, we reviewed our reportable segments and determined that
there were no changes to our reportable segments. See Note 3 to our consolidated financial statements under the
heading “Assets Held for Sale” for additional information on the Cognizant Transaction.

Prior to January 1, 2013, our Divested Operations and Services reportable segment included the operations of our
businesses that provided administrative and run-out support services to an affiliate of UnitedHealth Group Incorporated
("United") and its affiliates under administrative services and claims servicing agreements in connection with the
Northeast Sale (as defined below), as well as the transition-related revenues and expenses of our divested Medicare
PDP business. The "Northeast Sale" referred to the sale of all of the outstanding shares of capital stock of our health
plan subsidiaries that were domiciled and/or had conducted businesses in Connecticut, New Jersey, New York and
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Bermuda to United, and includes the acquisition by United of membership renewal rights for certain health care
business conducted by our subsidiary, Health Net Life Insurance Company, in the states of Connecticut and New Jersey.
As of December 31, 2012, we had substantially completed the transition and run-out of our divested businesses. See
Note 2 to our consolidated financial statements under the heading “Divested Operations and Services” and Notes 3 and
14 to our consolidated financial statements for additional information regarding the Northeast Sale, the sale of our
Medicare PDP business, and our reportable segments.

How We Measure Our Profitability

Our profitability depends in large part on our ability to, among other things, effectively price our health care
products; accurately predict and effectively manage health care and pharmacy costs; effectively 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 state and federal health care reform legislation and regulation, competition and general
economic conditions affect our operations and profitability. The 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. Each of these factors may have a material impact on our business, financial
condition or results of operations.

We measure our Western Region Operations reportable segment profitability based on pretax income, which 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, including selling expenses. See “—Results of Operations—Western Region
Operations Reportable Segment—Western Region Operations Segment Results” for a calculation of pretax income.

Health plan services premiums generally include health maintenance organization (“HMO”), point of service
(“POS”) and preferred provider organization (“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 (which includes
retroactive and retrospective premium adjustments), and revenue under Medicare risk contracts to provide care to
enrolled Medicare recipients. Medicare revenues also can include amounts for risk factor adjustments and additional
premiums that we charge in some places to members who purchase our Medicare risk plans. Health plan services
premiums also includes our revenues from the California Coordinated Care Initiative (the "CCI") program. For
additional information on the CCI, see "—Results of Operations—Western Region Operations Reportable Segment—
California Coordinated Care Initiative."

The amount of premiums we earn in a given period is driven by the rates we charge and enrollment levels.
Administrative services fees and other income primarily includes revenue for administrative services such as claims
processing, customer service, medical management, provider network access and other administrative services.

Health plan services expense generally 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.

G&A expenses include, among other things, those costs related to employees and benefits, consulting and
professional fees, marketing, business expansion and cost reduction initiatives, premium taxes and assessments, Patient
Protection and Affordable Care Act and the Health Care Education Reconciliation Act of 2010 (collectively, the "ACA")
related fees, occupancy costs and litigation and regulatory-related costs. Such costs are driven by membership levels,
introduction of new products or provision of new services, system consolidations, outsourcing activities and compliance
requirements for changing regulations, among other things. 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 health
plan services. Selling expenses consist of external broker commission expenses and generally vary with premium
volume.

We measure our Government Contracts segment profitability based on pretax income, which is calculated as
Government Contracts revenue less Government Contracts cost. See “—Results of Operations—Government Contracts
Reportable Segment—Government Contracts Segment Results” for a calculation of the government contracts pretax
income.

Under the T-3 contract for the TRICARE North Region, we provide various types of administrative services
including provider network management, referral management, medical management, disease management, enrollment,
customer service, clinical support service, and claims processing. These services are structured as cost reimbursement
arrangements for health care costs plus administrative fees earned in the form of fixed prices, fixed unit prices, and
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contingent fees and payments based on various incentives and penalties. We recognize revenue related to administrative
services on a straight-line basis over the option period, when the fees become fixed and determinable. The TRICARE
North Region members are served by our network and out-of-network providers in accordance with the T-3 contract.
We pay health care costs related to these services to the providers and are later reimbursed by the DoD for such
payments. Under the terms of the T-3 contract, we are not the primary obligor for health care services and accordingly,
we do not include health care costs and related reimbursements in our consolidated statements of operations. The T-3
contract also includes various performance-based incentives and penalties. For each of the incentives or penalties, we
adjust revenue accordingly based on the amount that we have earned or incurred at each interim date and are legally
entitled to in the event of a contract termination. See Note 2 to our consolidated financial statements under the heading
"Government Contracts" for additional information on our T-3 contract.

Other government contracts revenues are recognized in the month in which the eligible beneficiaries are entitled
to health care services or in the month in which the administrative services are performed or the period that coverage for
services is provided. See Note 2 to our consolidated financial statements under the heading "Government Contracts" for
additional information on our other government contracts such as the MFLC contract and that PC3 Program.

Health Care Reform Legislation and Implementation

The ACA transformed the U.S. health care system through a series of complex initiatives. Due in part to the
magnitude, scope and complexity of these initiatives, as well as their ongoing implementation, the ultimate impact of
the ACA on us remains difficult to predict. The ACA has provided growth opportunities for health insurers, including
us, but also introduces new risks and uncertainties, and required changes in the way products are designed,
underwritten, priced, distributed and administered. While we have experienced significant growth in our revenues and
membership in certain products as a result of the ACA, the measures initiated by the ACA and the associated
preparation for and implementation of these measures have had, and will continue to have, an adverse impact on,
among other things, the costs of operating our business, and could materially adversely affect our business, cash flows,
financial condition and results of operations.

For a detailed description of the ACA’s provisions and related health care reform programs, initiatives, rules and
regulations, see "Item 1. Business-Government Regulation—Health Care Reform Legislation and Implementation." For
additional discussion of some of our risks and uncertainties related to the ACA, including certain legal, legislative and
regulatory developments, see "Item 1A. Risk Factors."

Medicaid Expansion

In connection with the ACA, the federal government extended funds to those states that opted to expand
Medicaid eligibility from a pool that included residents with incomes up to 100% of the federal poverty level ("FPL") to
an expanded pool of residents with incomes up to 133% of the FPL. Both Arizona and California are amongst the states
that have opted into this "Medicaid expansion." In 2014, our total Medicaid membership increased by 50% as a result of
Medicaid expansion. We anticipate continued Medicaid membership growth from the expansion, due in part to the
backlog of Medi-Cal applications in process at the county level at the end of 2014, as well as the expected movement of
some individuals from the exchanges population to Medicaid. For additional information on our Medicaid program, see
"Item 1. Business-Segment Information—Western Region Operations Segment—Medicaid and Related Products."

Public Health Insurance Exchanges

The ACA also required the establishment of state-run or federally facilitated "exchanges" where individuals and
small groups may purchase health coverage. We currently participate as Qualified Health Plans ("QHPs") in the
exchanges in California and Arizona. In California, we currently operate in 13 of 19 exchange rating regions in
California in the individual market and in all 19 exchange rating regions in the small business health options program
("SHOP").

We believe the exchanges represent a significant commercial business opportunity for us as our individual
commercial enrollment increased nearly 190 percent during 2014, driven in large part by enrollment in the exchanges
through the first open enrollment period. However, as we complete our second enrollment period, changing economic
conditions, the dynamic competitive environment on the exchanges, various legislative and legal developments and the
ongoing evolution of the regulatory framework for the exchanges, among other things, may alter the economics and
structure of our participation in the exchanges, which remain a new marketplace with which we have limited
experience. If we are not able to successfully adapt to any such changes in our markets, our financial condition, cash
flows and results of operations may be adversely affected. For more information on the exchanges, including the
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attendant risks and enrollment information, see Note 2 to our consolidated financial statements, "—Western Region
Operations Reportable Segment—Western Region Operations Segment Membership" and "Item 1A. Risk Factors."

Health Insurer Fee

Our operating results for the year ended December 31, 2014 were impacted by fees imposed under the ACA,
including $141.4 of amortization of the deferred cost of the annual non-deductible health insurer fee calculated on 2013
net premiums written (the "health insurer fee"). In September 2014, we paid the federal government a lump sum
of $141.4 million for our portion of the health insurer fee calculated based on 2013 premiums. In 2014, due to the non-
deductibility of the health insurer fee for federal income tax purposes, our full-year effective income tax rate was
adversely affected by 24.8 percentage points. While we are required to accrue for the health insurer fee on a pro rata
basis throughout the year, in future years we could experience significant volatility in our cash flow from operations
relative to our results of operations in a given period because the health insurer fee is payable in a single lump sum.

While certain types of entities and benefits are fully or partially exempt from the health insurer fee, including,
among others, government entities, certain non-profit insurers and self-funded plans, we are unable to take advantage of
any significant exemptions due to our current mix of plans and product offerings. Consequently, the health insurer fee
represents a higher percentage of our premium revenues than those of our competitors who have business lines that are
exempt from the health insurer fee or whose non-profit status results in a reduced health insurer fee. We generally are
also unable to match those competitors’ ability to support reduced premiums by virtue of making changes to distribution
arrangements, decreasing spending on non-medical product features and services, or otherwise adjusting operating costs
and reducing general and administrative expenses, which may have an adverse effect on our profitability and our ability
to compete effectively with these competitors. For more information on this and other ACA related fees, including the
associated risks, see Note 2 to our consolidated financial statements, "—Results of Operations—Consolidated Results"
and "Item 1A. Risk Factors."

Premium Stabilization Programs

The ACA also includes premium stabilization provisions designed to apportion risk amongst insurers, including
the reinsurance, risk adjustment, and risk corridors programs.

The permanent risk adjustment program is applicable to plans in the individual and small group markets that are
subject to the ACA's market reforms. This risk adjustment program became effective at the beginning of 2014 and has
and will continue to shape the economics of health care coverage both within and outside the exchanges. These risk
adjustment provisions will effectively transfer funds from health plans with relatively lower risk enrollees to plans with
relatively higher risk enrollees to help protect against the consequences of adverse selection. In addition to these
permanent risk adjustment provisions, the ACA implements temporary reinsurance and risk corridors programs, which
seek to ease the transition into the post-ACA market by helping to stabilize rates and protect against rate uncertainty in
the initial years of the ACA.

The individual and small group market represent a significant portion of our commercial business and the
relevant amounts transferred under applicable premium stabilization provisions may be substantial. Calculating these
premium stabilization provisions requires us to estimate receivables and payables. Until the final calculations are
performed that determine the amounts collectible and payable, the estimates can vary and the final amounts may
materially differ from those estimates. The final determination and settlement of amounts due or payable from these
premium stabilization provisions for 2014 will not occur until at least June 2015. If we are required to make material
adjustments from our prior estimates, our financial condition, cash flows and results of operations could be materially
adversely affected.

We have made and are continuing to make significant efforts to design and implement a cohesive strategy with
respect to the exchanges and these premium stabilization programs, but these programs are subject to risks inherent in
untested initiatives, and the relevant regulatory framework for the exchanges remains subject to change and
interpretation over time. Whether due to regulatory uncertainty or otherwise, if these premium stabilization programs
prove ineffective in mitigating our financial risks, including adverse selection risk, or we are unable to successfully
adapt our strategy to any future changes in our markets, our financial condition, cash flows and results of operations
may be materially adversely affected. See Note 2 to our consolidated financial statements, "—Critical Accounting
Estimates-Accounting for Certain Provisions of the ACA" and "Item 1A. Risk Factors" for additional information on
these premium stabilization programs or "3Rs".
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MLRs

Under the ACA, commercial health plans with medical loss ratios ("MLR") on fully insured products, as
calculated as set forth in the ACA, that fall below certain targets are required to rebate ratable portions of their
premiums annually. Certain of the states in which we operate include similar rebate provisions. For example, a medical
loss ratio corridor for the California Department of Health Care Services ("DHCS") adult Medicaid expansion members
under the Medicaid program in California ("Medi-Cal") requires rebate payments to or from DHCS depending on
MLRs for this population. In addition, our Medicaid contract with the state of Arizona contains profit sharing or profit
ceiling provisions under which we refund amounts to Arizona if our health plan generates profit above a certain
specified percentage. During the year ended December 31, 2014, we accrued $200.6 million for a MLR rebate with
respect to our adult Medicaid expansion population payable to DHCS and accrued $24.7 million, net of a $2.3 million
receivable, for excess profit sharing payable to the state of Arizona under our Medicaid contract. Accordingly, for the
year ended December 31, 2014, we reduced Medicaid premium revenue by $225.3 million. See Note 2 "Health Plan
Services Revenue Recognition" section for further discussion on these MLR provisions.

We and other health insurance companies continue to face uncertainty and execution risk due to the multiple,
complex ACA implementations that were and are required in abbreviated time frames in new markets. Additionally, in
many cases, our operational and strategic initiatives must be implemented in evolving regulatory environments and
without the benefit of established market data. In addition, the relative lack of operating experience in these new
marketplaces for insurers and, in certain cases, providers and consumers, has fostered a dynamic marketplace that may
require us to adjust our operating and strategic initiatives over time, and there is no assurance that insurers, including
us, will be able to do so successfully. Our execution risk encapsulates, among other things, our simultaneous
participation in the exchanges, Medicaid expansion and the CCI. These initiatives involved the incorporation of new
and expanded populations and, among other things, have required that we restructure our provider network in response,
and will require us to remain diligent in monitoring the market to, among other things, effectively and efficiently adapt
to our dynamic environment. Any delay or failure by us to successfully execute our operational and strategic initiatives
with respect to health care reform or otherwise appropriately react to the legislation, implementing regulations, actions
of our competitors and the changing marketplace could result in operational disruptions, disputes with our providers or
members, increased exposure to litigation, regulatory issues, damage to our existing or potential member relationships
or other adverse consequences that could have an adverse impact on our business, financial condition, cash flows and
results of operations.

Cognizant Transaction

On November 2, 2014, we entered into a Master Services Agreement (as subsequently amended and restated, the
"Master Services Agreement") with Cognizant. Under the terms of the Master Services Agreement, Cognizant will,
among other things, provide us with certain consulting, technology and administrative services in the following areas:
claims management, membership and benefits configuration, customer contact center services, information technology,
quality assurance, appeals and grievance services, and non-clinical medical management support (collectively, the "BP
and IT Services").

Concurrent with executing the Master Services Agreement, we entered into an asset purchase agreement with
Cognizant (the "Asset Purchase Agreement"), through which Cognizant will purchase certain software assets and
related intellectual property from us for $50 million. See Note 3 to our consolidated financial statements under the
heading “Assets Held for Sale” for additional information on the assets sold in this transaction.

The Cognizant Transaction is expected to close in the first half of 2015, subject to the receipt of required
regulatory approvals. We expect that certain of our employees will become employees of Cognizant or its
subcontractors, and that certain positions will be eliminated as part of the transaction.

The initial term of the Master Services Agreement is seven years, commencing on the later of (i) ten business
days following final regulatory approval of the transaction, and (ii) March 1, 2015 (the "Commencement Date"). We
have two options to extend the Master Services Agreement for one year each by giving notice to Cognizant no less than
three months prior to the end of the then existing term.

We will pay Cognizant for the BP and IT Services through a combination of fixed and variable fees, with the
variable fees fluctuating based on our actual need for such services. Based on the currently projected usage of BP and
IT Services over the initial term of the Master Services Agreement, we expect to pay Cognizant approximately $2.8
billion, subject to price adjustments described in the Master Services Agreement. The Master Services Agreement is
currently expected to generate approximately $150 million to $200 million in annual general and administrative and
depreciation expense savings for us by 2017.0ur operating results in our Corporate/Other segment for the year ended
December 31, 2014 were impacted by an $88.5 million pretax asset impairment primarily related to our assets held for
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sale in connection with the Cognizant Transaction. See Note 3 to our consolidated financial statements and "Item 1.
Business—Additional Information Concerning Our Business—Cognizant Transaction" for additional information
regarding assets held for sale and the Cognizant Transaction. In addition, our operating results in our Corporate/Other
segment for the year ended December 31, 2014 were impacted by $74.8 million in pretax expenses related to the
Cognizant Transaction. The Cognizant Transaction is subject to certain risks and uncertainties, including with respect to
the receipt of required regulatory approvals, which are discussed in further detail in "Item 1A. Risk Factors."

2014 Financial Performance Summary

Health Net’s financial performance in 2014 is summarized as follows:

In the year ended December 31, 2014, we reported net income of $145.6 million or $1.80 per diluted share
as compared to net income of $170.1 million or $2.12 per share, for the same period in 2013.

Western Region Operations enrollment was approximately 3.2 million as of December 31, 2014, an
increase of 29.1 percent compared with enrollment at December 31, 2013.

Total revenues for the year ended December 31, 2014 increased by approximately 26.7 percent to $14.0
billion from the same period in 2013.

Western Region Operations segment pretax income increased to $315.6 million in 2014 compared to $207.5
million in 2013.

Government Contracts segment pretax income decreased to $69.5 million in 2014 compared to $74.5
million in 2013.

Net cash provided by operating activities totaled $776.0 million for the year ended December 31, 2014
compared to $95.8 million for the same period in 2013.

Our operating results for the year ended December 31, 2014 were impacted by:

= Fees imposed under the ACA, including $141.4 million for the health insurer fee and $97.6 million
in other ACA fees. See Note 2 to our consolidated financial statements under the heading
"Accounting for Certain Provisions of the ACA" for additional information.

= An $88.5 million pretax asset impairment primarily related to our assets held for sale in connection
with the Cognizant Transaction and $96.8 million of pretax expenses primarily related to the
Cognizant Transaction. See Note 3 to our consolidated financial statements under the heading
“Assets Held for Sale” for additional information regarding the Cognizant Transaction.

= A loss on the stock of one of our subsidiaries that created a tax benefit of $73.7 million, net of
adjustments to our reserve for uncertain tax benefits. See Note 11 to our consolidated financial
statements for additional information.
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RESULTS OF OPERATIONS

Consolidated Results

The table below and the discussion that follows summarize our results of operations for the years ended

December 31, 2014, 2013 and 2012.

Revenues

Health plan services premiums ..........c.eecveveeevereereesieseeneennens
GOVErNMENt CONLIACES .......eeveeeereerieereeereeereeeteeeteeeteeeereeeaeeens
Net Investment INCOME..........ccuereveevreeireeereeeieeereeeereeereeeeeeeenens
Administrative services fees and other income.......................
Divested operations and SErvices revenue............ccecveevereernnens

TOtal TEVEINUES ....evvveeeiiiiieeeeeeceeeeee e

Expenses

Health plan services (excluding depreciation and
AMOTTIZALION) ..vevvieeveireiieereieeereereeseeereeaesreeseseeesesseesseesnens

GOVErnmMENt CONLTACES ........ccveeervreeeirreriieeesiieeesreeesrreeeereennes
General and adminiStrative .........c.ccceevveeeerieeieniesceenieeeesieenens
SEINE .ttt
Depreciation and amortization ...........c..cceevveeeerieseeenieseeriennens
INEEIESE..eeeeiie et
Divested operations and SErvices €Xpenses..........ceeverververenens
ASSEt IMPAITMENL ....eeeneieiieieieieeieee et

TOtal EXPENSES...viiviiiireieiieiieieeeeteeeeste et eree e eeesee s

Income from continuing operations before income taxes.................

INCOME taX PrOVISION ..ouvvevvivieeiieiiereeeiesteertesteeeesteeaeseeessesseessenseens
Income from continuing OPerations.............cceeevevveereesreeruesreerueenens

Discontinued operations:

(Loss) income from discontinued operation, net of tax.................

Gain on sale of discontinued operation, net of tax ............c.ccvc....
Income on discontinued operation, net of tax..........ccceeeververuennns

NEEINCOMIE ......iiieeieiceiieeeeee ettt eeaeeeenes

Net income per share—basic:

Income from continuing OPerations ..............cceeeeeereeeerreennnns
Income on discontinued operation, net of tax.............cccveueeen.

Net income per share—basiC..........cceeeeeeviiievieieieeieeeeeen,

Net income per share—diluted:

Income from continuing OPerations ..............cceeveeveerreeverueennns
Income on discontinued operation, net of tax ........cc.cccceeenenne.

Net income per share—diluted...........ccocoeviieiniiieniiieee,
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Year Ended December 31,

2014 2013 2012
(Dollars in thousands, except per share
data)
$13,361,170 $10,377,073 $10,459,098

603,975 572,266 689,121
45,166 69,613 82,434
(1,725) 34,791 17,968

— — 40,471
14,008,586 11,053,743 11,289,092
11,307,751 8,886,547 9,316,313
536,643 502,918 605,074
1,552,364 1,083,694 939,940

262,338 239,428 245,925
29,786 38,589 31,146
31,376 32,614 33,220

— — 85,824
88,536 — —
13,808,794 10,783,790 11,257,442

199,792 269,953 31,650
54,163 99,827 5,969

145,629 170,126 25,681

— — (18,452)
— — 114,834
— — 96,382

$ 145,629 170,126 § 122,063

$ 1.83 2.14 $ 0.31

$ — —  § 1.18

$ 1.83 2.14 $ 1.49

$ 1.80 212 % 0.31

$ — —  § 1.16

$ 1.80 212 % 1.47




Summary of Operating Results

Year Ended December 31, 2014 Compared to Year Ended December 31, 2013

In the year ended December 31, 2014, we reported net income of $145.6 million or $1.80 per diluted share as
compared to net income of $170.1 million or $2.12 per diluted share for the same period in 2013. Pretax margin was 1.4
percent for 2014 compared to 2.4 percent for 2013.

Our total revenues increased 26.7 percent in the year ended December 31, 2014 to $14.0 billion from $11.1
billion in the same period in 2013.

Health plan services premiums revenues increased to $13.4 billion in the year ended December 31, 2014,
compared with $10.4 billion in the year ended December 31, 2013. Health plan services expenses increased by 27.2
percent from $8.9 billion in the year ended December 31, 2013 to $11.3 billion in the year ended December 31, 2014.
Net investment income decreased to $45.2 million in the year ended December 31, 2014 compared with $69.6 million
in the year ended December 31, 2013.

Our government contracts revenues increased by 5.5 percent in 2014 to $604.0 million from $572.3 million in
2013. Our government contracts costs increased by 6.7 percent in 2014 to $536.6 million from $502.9 million in 2013.
The increases in our government contracts revenues and costs were primarily due to services provided for the PC3
Program. For additional information see “—Government Contracts Reportable Segment".

Our general and administrative (G&A) expenses increased by $468.7 million, or 43 percent, in the year ended
December 31, 2014, primarily due to ACA related fees of $97.6 million and the $141.4 million health insurer fee. Our
G&A expenses in 2014 also included $96.8 million of expenses primarily related to the Cognizant Transaction (see "—
Cognizant Transaction" and Note 3 to our consolidated financial statements).

Year Ended December 31, 2013 Compared to Year Ended December 31, 2012

On April 1, 2012, we completed the sale of our Medicare PDP business to CVS Caremark. See Note 3 to our
consolidated financial statements for more information. As a result of the sale, our results of operations for the year
ended December 31, 2012 included loss from discontinued operation of $(18.5) million related to our Medicare PDP
business. Additionally, as a result of this sale, we recorded a gain on sale of discontinued operation in the amount of
$132.8 million pretax, or $114.8 million after-tax, in the year ended December 31, 2012. As of December 31, 2013 and
2012, respectively, we had no Medicare stand-alone prescription drug plan members.

In the year ended December 31, 2013, we reported net income of $170.1 million or $2.12 per diluted share as
compared to net income of $122.1 million or $1.47 per diluted share for the same period in 2012. For the year ended
December 31, 2013, we reported net income from continuing operations of $170.1 million or $2.12 per diluted share as
compared to net income from continuing operations of $25.7 million or $0.31 per diluted share for the same period in
2012. Pretax margin from continuing operations was 2.4 percent for 2013 compared to 0.3 percent for 2012.

Our total revenues decreased 2.1 percent in the year ended December 31, 2013 to $11.1 billion from $11.3 billion
in the same period in 2012. Health plan services premiums revenues decreased to $10.4 billion in the year ended
December 31, 2013, compared with $10.5 billion in the year ended December 31, 2012. Health plan services expenses
decreased by 4.6 percent from $9.3 billion in the year ended December 31, 2012 to $8.9 billion in the year ended
December 31, 2013. Investment income decreased to $69.6 million in the year ended December 31, 2013 compared
with $82.4 million in the year ended December 31, 2012.

Our government contracts revenues decreased by 17.0 percent in 2013 to $0.6 billion from $0.7 billion in 2012.
Our government contracts costs decreased by 16.9 percent in 2013 to $0.5 billion from $0.6 billion in 2012. The
declines in our government contracts revenues and costs were primarily due to the terms and structure of the MFLC
contract we entered into in August 2012, as compared to the prior MFLC contract.

Our operating results for the year ended December 31, 2012 were impacted by approximately $34.5 million of
negative prior period reserve development. This negative prior period reserve development was recorded as part of
health care costs. For the year ended December 31, 2013, we had approximately $56.2 million in favorable reserve
developments related to prior years. The reserve developments related to prior years when considered together with the
provision for adverse deviation recorded as of December 31, 2013, did not have a material impact on our operating
results or financial condition. Our operating results for the year ended December 31, 2013 were impacted by $12.0
million in pretax costs primarily related to our continuing efforts to address scale issues. Our operating results for the
year ended December 31, 2012 were impacted by pretax costs of $35.6 million related to our G&A cost reduction
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efforts, $5.0 million related to the early termination of a medical management contract and $1.3 million in litigation-
related expenses net of an insurance reimbursement.

Days Claims Payable

Days claims payable ("DCP") for the year ended December 31, 2014 was 61.2 days compared with 40.4 days for
the year ended December 31, 2013. Adjusted DCP, which we calculate in accordance with the paragraph below, for the
year ended December 31, 2014 was 77.2 days compared with 58.7 days for the year ended December 31, 2013. The
year over year increase was primarily due to the impact of the reinsurance recoverable that reduced commercial health
plan services costs, as well as higher reserves that resulted from our significant enrollment growth during 2014.

Set forth below is a reconciliation of adjusted DCP, a non-GAAP financial measure, to the comparable GAAP
financial measure, DCP. DCP is calculated by dividing the amount of reserve for claims and other settlements ("Claims
Reserve") by health plan services cost ("Health Plan Costs") during the year and multiplying that amount by the number
of days in the year. In this Annual Report on Form 10-K, the following table presents an adjusted DCP metric that
subtracts capitation, provider and other claim settlements and Medicare Advantage Prescription Drug ("MAPD")
payables/costs from the Claims Reserve and Health Plan Costs. Management believes that adjusted DCP provides
useful information to investors because the adjusted DCP calculation excludes from both Claims Reserve and Health
Plan Costs amounts related to health care costs for which no or minimal reserves are maintained. Therefore,
management believes that adjusted DCP may present a more accurate reflection of DCP than does GAAP DCP, which
includes such amounts. This non-GAAP financial information should be considered in addition to, not as a substitute
for, financial information prepared in accordance with GAAP. You are encouraged to evaluate these adjustments and the
reasons we consider them appropriate for supplemental analysis. In evaluating the adjusted amounts, you should be
aware that we have incurred expenses that are the same as or similar to some of the adjustments in the current
presentation and we may incur them again in the future. Our presentation of the adjusted amounts should not be
construed as an inference that our future results will be unaffected by unusual or nonrecurring items.

Year Ended December 31,
2014 2013

(Dollars in millions)

Reconciliation of Adjusted Days Claims Payable:

(1) Reserve for Claims and Other Settlements—GAAP .........c.coovveeviieiiiiiieecceeeee, $ 1,896.0 $ 984.1
Less: Capitation, Provider and Other Claim Settlements and MAPD Payables ......... (467.2) (93.9)
(2) Reserve for Claims and Other Settlements—Adjusted.........c.ccceeverievrenienienieneeerennn. $ 14288 § 890.2
(3) Health Plan Services COSt—GAAP ......ccviiiiiceeeeceeeeeeee e $ 11,3078 $ 8,886.5
Less: Capitation, Provider and Other Claim Settlements and MAPD Costs............... (4,553.7) (3,348.9)
(4) Health Plan Services CoSt—AdJUSEA........c.ccvrieriiiiiriieieiieieseereeeere e $ 67541 $ 55376
(5) Number of Days in Period ...........cccievieviiiiiniiiieniecieieeeseeee et 365 365
(1)/(3) * (5) Days Claims Payable—GAAP (using end of period reserve amount)......... 61.2 40.4
(2) / (4) * (5) Days Claims Payable—Adjusted (using end of period reserve amount) ..... 77.2 58.7
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Income Tax Provision

Our income tax expense (benefit) and the effective income tax rate for the years ended December 31, 2014, 2013 and
2012 are as follows:

2014 2013 2012

(Dollars in millions)

Continuing Operations:
Income tax expense from continuing Operations..............cceeeveeveerreereennenns $ 542 $ 998 $ 6.0
Effective income tax rate for continuing operations..........c..cocceeeverveneennee 27.1% 37.0% 18.9%

Discontinued Operations:

Income tax benefit from discontinued operation ™ ..........c.coovevevereueernnen. $§ (10.3)
Effective income tax rate for discontinued operation * ..............ccocev...... 35.8%
Income tax expense from gain on sale of discontinued operation ®......... $ 18.0
Effective income tax rate for gain on sale of discontinued operation ®.... 13.5%

A - For the years ended December 31, 2014 and 2013, we had no discontinued operations; therefore, income tax expense
from discontinued operation and the corresponding effective income tax rate are not applicable.

B - For the years ended December 31, 2014 and 2013, we had no sale of a discontinued operation; therefore, income tax
expense from gain on sale of discontinued operation and the corresponding effective income tax rate are not applicable.

Continuing Operations

The effective income tax rate for continuing operations was 27.1% and 37.0% for the years ended December 31,
2014 and 2013, respectively. For the year ended December 31, 2014, our effective tax rate was adversely impacted by the
health insurer fee required by the ACA. The $141.4 million that we paid in 2014 for the health insurer fee is not deductible
for federal income tax purposes and in many state jurisdictions. The non-deductible health insurer fee increased our
effective tax rate for the year ended December 31, 2014 by 24.8 percentage points. In addition, we incurred a Section 165
(g) loss on the stock of one of our subsidiaries that created a tax benefit during the period of $73.7 million, net of
adjustments to our reserve for uncertain tax benefits. This tax benefit was primarily responsible for reducing our effective
tax rate below the statutory federal tax rate of 35% for the year ended December 31, 2014. Other items which caused our
effective income tax rate to differ from the statutory federal tax rate of 35% for the year ended December 31, 2014 include
state income taxes, tax-exempt interest, and non-deductible compensation. See Note 11 to our consolidated financial
statements for additional information. The effective income tax rate was higher than the statutory federal tax rate of 35%
for the year ended December 31, 2013 primarily due to state income taxes, tax-exempt investment income, and non-
deductible compensation. Our tax rate for the year ended December 31, 2012 was lower than the statutory federal rate of
35% primarily due to the effect of tax-exempt income and reductions of valuation allowances against deferred assets,
which resulted from the utilization of capital loss carryforwards against gains on sale of marketable securities. Such
beneficial impacts were partially offset by the effect of certain compensation treated as non-deductible under the ACA. In
all periods presented, our effective income tax rate has not been impacted by operations in foreign jurisdictions with
varying statutory tax rates. Our health care operations are almost entirely domestic. In 2015, we expect our effective
income tax rate will exceed 50% as a result of the non-deductibility of the health insurer fee under the ACA.

Discontinued Operations

For the year ended December 31, 2012, we recorded tax expense of $18.0 million net against the gain on sale of
discontinued operation. See Note 3 to our consolidated financial statements for additional information regarding the sale of
our Medicare PDP business. An effective tax rate was only applicable to the year ended December 31, 2012 because that is
the only period for which a gain on sale of discontinued operation was recorded. The effective tax rate differs from the
federal statutory rate of 35% due primarily to the impact of nondeductible goodwill impairment and a reduction in the
valuation allowance against deferred tax assets, which resulted from the utilization of capital loss carryforwards against the
gain on the sale of our Medicare PDP business.

Also in connection with the sale of our Medicare PDP business, we classified the operating results of our Medicare
PDP business as discontinued operation. We recorded tax benefits of $10.3 million against losses from discontinued
operation for the year ended December 31, 2012. The effective income tax rate related to loss from discontinued operation
for the year ended December 31, 2012 was slightly above the federal statutory tax rate of 35% due to state income taxes.
The effective income tax rate on the gain on sale of discontinued operation varied from the statutory federal rate of 35% for
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the year ended December 31, 2012 due to state income taxes and the release of a valuation allowance against deferred tax
assets for capital loss carryforwards, which were utilized upon the gain on sale of the Medicare PDP business.
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Western Region Operations Reportable Segment

Our Western Region Operations segment includes the operations of our commercial, Medicare, Medicaid and
dual eligibles health plans, the operations of our health and life insurance companies primarily in California, Arizona,
Oregon and Washington, and our pharmaceutical services subsidiary and certain operations of our behavioral health
subsidiaries in several states including Arizona, California, Oregon and Washington. Our Western Region Operations
segment excludes the operating results of our Medicare PDP business, which had been classified as discontinued
operation for the year ended December 31, 2012.

Western Region Operations Segment Membership

Change
As of December 31, 2014 v 2013 2013 v 2012
2014 2013 2012 ({;1:;::;3) Ch:f:lge ({;1:;::::;) Ch:f:lge
(Membership in thousands)
California
Large Group .......ccccevvveveerveveennnne. 474 565 696 on (16.1)% (131)  (18.8)%
Small Group .......coeevvevveerrerennen. 246 244 248 2 0.8 % @) (1.6)%
Individual ........ccoeevevieiiiieienn 237 100 65 137 137.0 % 35 53.8 %
Commercial ..........ccoeveereerierennnn. 957 909 1,009 48 53 % (100) 9.9%
Medicare Advantage..................... 173 153 145 20 13.1 % 8 55%
Medi-Cal/Medicaid ...................... 1,595 1,113 1,084 482 433 % 29 2.7 %
Dual Eligibles........c..ccceevevverenns 16 16
Total California..................... 2,741 2,175 2,238 566 26.0 % (63) 2.8)%
Arizona
Large Group ........ccccevveeveeveeveenene. 44 57 82 (13) (22.8)% (25  (30.5)%
Small Group .......cccevvveverreeeernnnen. 43 39 44 4 10.3 % 6 (11.H%
Individual .........coeoveerieiiriciene 92 12 15 80 666.7 % 3) (20.00%
Commercial .........ccccooovvvivenrninnnnnn. 179 108 141 71 65.7 % (33) (234)%
Medicare Advantage..................... 46 43 43 3 7.0 % — — %
Medicaid.........ccoocveeverieienieienens 81 4 77 1,925.0 % 4
Total Arizona.............c.cue... 306 155 184 151 97.4 % 29 (15.8)%
Northwest
Large Group ........ccccevveeveeveeveenene. 29 29 26 — — % 3 11.5 %
Small Group .......cccevvveverrevernenen. 24 36 54 (12) (33.3)% (18) (33.3)%
Individual .........ccoeoveerieiiricine 3 3 3 — — % — — %
Commercial .........cccoeevveerieeeneeenenn, 56 68 83 (12) (17.6)% (15 (18.1)%
Medicare Advantage..................... 56 48 46 8 16.7 % 2 4.3 %
Total Northwest..................... 112 116 129 @) (3.49)% (13)  (10.1)%
Total Health Plan Enrollment
Large Group ......cccecveevverveeneeennnenn 547 651 804 (104) (16.0)% (153)  (19.0)%
Small Group .......coeevveveerreeennnen. 313 319 346 (6) (1.9)% 27 (7.8)%
Individual ........ccoeeveiieiiiienn 332 115 83 217 188.7 % 32 38.6 %
Commercial ..........cccooveeveerienenene. 1,192 1,085 1,233 107 9.9 % (148)  (12.0)%
Medicare Advantage..................... 275 244 234 31 12.7 % 10 43 %
Medi-Cal/Medicaid ...................... 1,676 1,117 1,084 559 50.0 % 33 3.0 %
Dual Eligibles........c..ccceevvrverennns 16 16
3,159 2,446 2,551 713 29.1 % (105) 4.1)%
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Year Ended December 31, 2014 Compared to Year Ended December 31, 2013

Total Western Region Operations enrollment at December 31, 2014 was approximately 3.2 million members, an
increase of 29.1 percent compared with enrollment at December 31, 2013. Total enrollment in our California health plan
increased by 26.0 percent to approximately 2.7 million members from December 31, 2013 to December 31, 2014.

Western Region Operations commercial enrollment increased by 9.9 percent from December 31, 2013 to
approximately 1.2 million members at December 31, 2014, primarily due to an increase in our individual business as a
result of new individual members from the ACA exchanges in California and Arizona, partially offset by declines in
large and small group membership.

Enrollment in our large group accounts decreased by 16.0 percent or 104,000 members to 547,000 members,
from December 31, 2013 to December 31, 2014, primarily due to increasingly competitive markets in California.
Enrollment in our small group business in our Western Region Operations segment decreased by 1.9 percent, from
approximately 319,000 members at December 31, 2013 to approximately 313,000 members at December 31, 2014.
Enrollment in our individual business in our Western Region Operations segment increased by 188.7 percent, from
approximately 115,000 members at December 31, 2013 to approximately 332,000 members at December 31, 2014. This
increase was primarily due to an increase in our individual business as a result of new individual members from the
ACA exchanges in California and Arizona. As of December 31, 2014, tailored network products accounted for 49.8
percent of our Western Region Operations commercial enrollment compared with 37.5 percent at December 31, 2013.
For additional information on our tailored network products, see "Item 1. Business—Segment Information—Western
Region Operations Segment—Managed Health Care Operations."

Enrollment in our Medicare Advantage plans in our Western Region Operations at December 31, 2014 was
275,000 members, an increase of 12.7 percent compared with December 31, 2013. The increase in Medicare Advantage
membership was due to gains of approximately 20,000 members in California, 8,000 members in the Northwest, and
3,000 members in Arizona. We have exited certain under-performing counties in our Medicare business, and
consequently expect lower enrollment in our Medicare Advantage plans in 2015.

Medicaid enrollment in California increased by 482,000 members or 43.3 percent to 1,595,000 members at
December 31, 2014 compared with 1,113,000 members at December 31, 2013, primarily as a result of new members
added from the expansion of Medicaid eligibility under the ACA to all individuals with incomes up to 133 percent of
the Federal Poverty Level. In addition, in October 2013, we began administering Medicaid benefits in Maricopa
County, Arizona pursuant to our contract with the Arizona Health Care Cost Containment System ("AHCCCS"). As of
December 31, 2014, we had approximately 81,000 Medicaid members in Arizona compared with approximately 4,000
members at December 31, 2013. On February 4, 2015, we received a notice from the AHCCCS Division of Health Care
Management that stated that we were in violation of our Medicaid contract in Maricopa County. As a result, we are
currently subject to sanctions that include a cap on member auto assignment under the contract effective as of February
13, 2015 until further notice. See "Item 1A. Risk Factors" for additional information on these sanctions.

We are the sole commercial plan contractor with DHCS to provide Medi-Cal services in Los Angeles County,
California. As of December 31, 2014, approximately 849,000 of our Medi-Cal members resided in Los Angeles County,
representing approximately 53 percent of our Medi-Cal membership. As part of our 2012 state settlement agreement
with DHCS, DHCS agreed, among other things, to the extension of all of our existing Medi-Cal managed care
contracts, including our contract with DHCS to provide Medi-Cal services in Los Angeles County, for an additional five
years from their then existing expiration dates. Accordingly, our Medi-Cal contract for Los Angeles County is scheduled
to expire in April 2019. For additional information on our settlement agreement with DHCS, see Note 2 to our
consolidated financial statements under the heading "Health Plan Services Revenue Recognition."

As more fully described below, in 2012, the California legislature enacted the Coordinated Care Initiative, or
“CCL.” The DHCS selected eight counties to participate in the CCI, including Los Angeles and San Diego counties. In
participating counties, the CCI established a voluntary “dual eligibles demonstration,” and in April 2012, DHCS
selected us to participate in the dual eligibles demonstration for both Los Angeles and San Diego counties. Active
enrollment in Los Angeles and San Diego counties for the dual eligible demonstrations commenced on April 1, 2014.
Passive enrollment in San Diego County began on May 1, 2014, and passive enrollment in Los Angeles County began
on July 1, 2014. As of December 31, 2014, we had approximately 16,000 dual eligibles members. See "—California
Coordinated Care Initiative," below for more information on the CCI and the dual eligibles.
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Year Ended December 31, 2013 Compared to Year Ended December 31, 2012

Total Western Region Operations enrollment at December 31, 2013 was approximately 2.4 million members, a
decrease of 4.1 percent compared with enrollment at December 31, 2012. Total enrollment in our California health plan
decreased by 2.8 percent to approximately 2.2 million members from December 31, 2012 to December 31, 2013.

Western Region Operations commercial enrollment declined by 12.0 percent from December 31, 2012 to
approximately 1.1 million members at December 31, 2013, primarily due to increasingly competitive markets and our
efforts to reposition our commercial book of business away from unprofitable full network large group accounts
towards smaller accounts and tailored network products. Enrollment in our large group accounts decreased by 19.0
percent or 153,000 members to 651,000 members, from December 31, 2012 to December 31, 2013. Enrollment in our
small group business in our Western Region Operations segment decreased by 7.8 percent, from approximately 346,000
members at December 31, 2012 to approximately 319,000 members at December 31, 2013. Enrollment in our
individual business in our Western Region Operations segment increased by 38.6 percent, from approximately 83,000
members at December 31, 2012 to approximately 115,000 members at December 31, 2013. As of December 31, 2013,
tailored network products accounted for 37.5 percent of our Western Region Operations commercial enrollment
compared with 35.0 percent at December 31, 2012.

Enrollment in our Medicare Advantage plans in our Western Region Operations at December 31, 2013 was
244,000 members, an increase of 4.3 percent compared with December 31, 2012. The increase in Medicare Advantage
membership was due to gains of approximately 8,000 members in California and 2,000 members in the Northwest.

Medicaid enrollment in California increased by 29,000 members or 2.7 percent to 1,113,000 members at
December 31, 2013 compared with 1,084,000 members at December 31, 2012. As of December 31, 2013, we had
approximately 4,000 Medicaid members in Arizona.

As of December 31, 2013, approximately 572,000 of our Medi-Cal members resided in Los Angeles County,
representing approximately 51 percent of our Medi-Cal membership and approximately 51 percent of our membership
in all California state health programs.

California Coordinated Care Initiative

In 2012, the California legislature enacted the CCI. The stated purpose of the CCI is to provide a more efficient
health care delivery system and improved coordination of care to individuals that are fully eligible for Medicare and
Medi-Cal benefits, or "dual eligibles," as well as to all Medi-Cal only beneficiaries who rely on long-term services and
supports, or “LTSS,” which includes institutional long-term care and home and community-based services and other
support services.

In participating counties, the CCI established a voluntary “dual eligibles demonstration,” also referred to as the
“Cal MediConnect” program, to coordinate medical, behavioral health, long-term institutional, and home- and
community-based services for dual eligibles through a single health plan, and will require that all Medi-Cal
beneficiaries in participating counties join a Medi-Cal managed care health plan to receive their Medi-Cal benefits,
including LTSS. The DHCS selected eight counties to participate in the CCI, including Los Angeles and San Diego
counties. On April 4, 2012, DHCS selected us to participate in the dual eligibles demonstration for both Los Angeles
and San Diego counties. In December 2013, Health Net Community Solutions, Inc., our wholly owned subsidiary,
entered into a three-way agreement with DHCS and CMS, which was subsequently amended on January 13, 2014 (the
“Cal MediConnect Contract”). Among other things, under the Cal MediConnect Contract we have received and expect
to continue to receive prospective blended capitated payments to provide coverage for dual eligibles in Los Angeles
and San Diego counties. These blended capitated payments are determined based on our mix of membership.

In January 2014, CMS and DHCS informed us that based on its readiness assessments, we were able to enroll
members beginning April 1, 2014, and could begin marketing for the dual eligibles demonstration in accordance with
the guidelines and time frames for Los Angeles and San Diego counties. Active enrollment in Los Angeles and San
Diego counties for the dual eligibles demonstrations commenced on April 1, 2014, and is scheduled to conclude at the
end of 2017. During the active enrollment period, dual eligibles in Los Angeles County are able to either choose among
us, the local health plan initiative, or one of three other health plans for benefits under the dual eligibles demonstration.
On July 1, 2014, DHCS began automatically enrolling dual eligibles in Los Angeles County who have not selected a
health plan, which we refer to as “passive enrollment.” Dual eligibles also may choose to “opt out” of the demonstration
at any time. Such dual eligibles will then continue to receive fee-for-service Medicare benefits but will receive Medi-
Cal benefits through a managed care health plan as required under the CCI. During the active enrollment period in San
Diego County, dual eligibles are able to select to receive benefits from any one of four health plan options, including us,
or “opt out” of the demonstration. Passive enrollment in San Diego County began on May 1, 2014. Based on our
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understanding of the passive enrollment methodology, we estimate that Health Net will receive approximately 47% and
20-25% of the passively enrolled dual eligibles in Los Angeles County and San Diego County, respectively.

The financial performance of the Cal MediConnect Contract is included in the calculation of the settlement
account that was established pursuant to the terms of the settlement agreement entered into by DHCS, HNCS and
Health Net of California, Inc. on November 2, 2012, which is further discussed in Note 2 to our consolidated financial
statements under the heading "Health Plan Services Revenue Recognition.”

Health Net’s participation in the CCI, and the dual eligibles demonstration in particular, represents a significant
new business opportunity for us, but is subject to a number of risks inherent in untested health care initiatives,
particularly those that involve new populations with limited cost experience. Moreover, the CCI and the dual eligibles
demonstration program in particular, is a model of providing health care that is new to regulatory authorities and health
plans in the state of California, and involves risks generally associated with government programs. For example, larger
than expected numbers of dual eligibles have opted out of the demonstration since passive enrollment began in Los
Angeles and San Diego counties on July 1, 2014 and May 1, 2014, respectively, which impacted our expected
enrollment for 2014. If this opt out trend continues or significantly increases over the passive enrollment period, our
profitability with respect to our participation in the CCI may be lower than originally anticipated. Due to these and
other risks associated with the CCI, including, without limitation, that the dual eligibles demonstration is a pilot
program, there can be no assurance that the business opportunity presented by the CCI, including the dual eligibles
demonstration, will prove to be successful. Our failure to successfully adapt to the requirements of the CCI could have
an adverse effect on our business, financial condition and results of operation. For additional information regarding our
participation in the duals program see “Item 1. Business—Segment Information—Western Region Operations Segment
—California Coordinated Care Initiative" and for a discussion of additional risks related to the duals program, see “Item
1A. Risk Factors—Our participation in the dual eligibles demonstration portion of the California Coordinated Care
Initiative in Los Angeles and San Diego Counties may prove to be unsuccessful for a number of reasons.”
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Western Region Operations Segment Results

Year Ended December 31,
2014 2013 2012
(Dollars in thousands, except PMPM data)
Commercial premiums...........oocoeveveeeeerieeeennennns $ 5,443,062 $ 5,175,370 $ 5,705,497
Medicare premiums..........cceeeveeeveerveerneenveeneennnes 3,044,274 2,771,431 2,790,497
Medicaid premiums.........ceceveeereereerieneesieeieneenne 4,755,897 2,430,272 1,963,104
Dual Eligibles premiums..........cccccveeveeverveeeennenne 117,937 — —
Health plan services premiums.............cccceveeveennene. 13,361,170 10,377,073 10,459,098
Net investment iNCOME .......cc.eeeeevveeeeveeeeineeeereeeennns 45,166 69,613 82,434
Administrative services fees and other income ...... (1,725) 34,791 17,957
TOtal TEVENUES.....ccvveeeeeeeeeeeeeeeeeeee e 13,404,611 10,481,477 10,559,489
Health plan services.........ccocvevveeeevieeienreeiecreeee. 11,307,751 8,886,547 9,316,922
Premium taX ........ccooeeeeiiieieiieieceeieee e 191,150 124,360 51,617
Health insurer fee..........cooooeevveieiieeieieeeeeeee. 141,445 — —
Other ACA f€€S....cuvviieiiieeeeeeeeeee e 97,557 2,530 1,578
Administrative eXpenses .........ccveeeveerveerveereeennnes 1,027,718 949,927 849,947
Total general and administrative............cccceeveneeee. 1,457,870 1,076,817 903,142
SEING ..oevieiieiieieeeee et 262,338 239,428 245,925
Depreciation and amortization............cccceevveeveenne. 29,704 38,589 31,145
INEEIESE .ottt 31,376 32,614 33,220
Total EXPENSES......ccvveveeeierieiieieeierre e 13,089,039 10,273,995 10,530,354
Income from operations before income taxes......... 315,572 207,482 29,135
Income tax Provision ...........cceeeeceerreeveenreereesreennennes 169,340 73,621 (1,034)
NEt INCOME.....eevienieeeieiieeieie et $ 146,232 $ 133,861 $ 30,169
Pretax margin.........c.cceeveeeveeeecreeeeeeeeeere e 2.4 % 2.0 % 0.3%
Commercial premium yield ..........cceevervecreneennnnne. 0.1 % 2.7 % 4.7%
Commercial premium PMPM (d).........cccoeveureneee. $ 385.42 $ 385.13 $ 374.99
Commercial health care cost trend ...........cccceueeeee (3.0)% (1.0)% 9.1%
Commercial health care cost PMPM (d) ............... $ 319.82 $ 329.75 $ 333.17
Commercial medical care ratio (MCR) (e)............. 83.0 % 85.6 % 88.8%
Medicare Advantage MCR (€).....ccccvevverereeerueeenne. 91.5 % 90.6 % 89.3%
Medicaid MCR (€) ...ccvvvveverieiieieniieierie e 82.1 % 80.4 % 89.4%
Dual Eligibles MCR (€) ....ccceovrvirireiiniineniisieeene 86.1 %
Health plan services MCR (@).....cccccvevverveeeneennne. 84.6 % 85.6 % 89.1%
Administrative expense ratio (b) ......c.cceevveeveeienenne 7.7 % 9.1 % 8.1%
Total G&A expense 1atio (b).......ccceevveevreerreenveennen. 10.9 % 10.3 % 8.6%
Selling costs 1atio (€) ..ovevvereereriereriereeieseeeeens 2.0 % 23 % 2.4%

(a)  Health plan services MCR is calculated as health plan services cost divided by health plan services premiums
revenue.

(b)  Administrative expense and Total G&A expense ratios are computed as either administrative expenses or total
general and administrative expenses divided by the sum of health plan services premiums and administrative
services fees and other income.

(c)  The selling costs ratio is computed as selling expenses divided by health plan services premiums revenue.

(d)  Per member per month ("PMPM") is calculated based on commercial at-risk member months and excludes
administrative services only ("ASO") member months.

(e) Commercial, Medicare Advantage, Medicaid or Dual Eligibles MCR is calculated as commercial, Medicare,
Medicaid or Dual Eligibles health care cost divided by commercial, Medicare, Medicaid or Dual Eligibles
premiums, as applicable.
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Year Ended December 31, 2014 Compared to Year Ended December 31, 2013

Revenues

Total revenues in our Western Region Operations segment for the year ended December 31, 2014 increased 27.9
percent to $13.4 billion compared to the same period in 2013 primarily due to an increase in our premium revenues in
our health plans. Health plan services premiums revenues in our Western Region Operations segment increased to $13.4
billion for the year ended December 31, 2014 compared to $10.4 billion in the same period in 2013, primarily due to
increase in our Medicaid premium revenues.

Our commercial premium revenue increased by $267.7 million, or 5.2 percent, in the year ended December 31,
2014 compared to the same period in 2013, primarily due to a 9.9 percent increase in commercial enrollment since
December 31, 2013. The net impact of amounts recorded under the ACA's premium stabilization provisions on our
commercial premium revenue in 2014 was not material. See "—Liquidity and Capital Resources—Liquidity" and Note
2 to our consolidated financial statements under the heading "Accounting for Certain Provisions of the ACA" for more
information.

Our Medicare premium revenue increased by $272.8 million, or 9.8 percent, in the year ended December 31,
2014 compared to the same period in 2013, primarily due to a 12.7 percent increase in Medicare Advantage enrollment
since December 31, 2013.

Our Medicaid premium revenue increased by $2.3 billion, or 95.7 percent, in the year ended December 31, 2014
compared to the same period in 2013, primarily due to significant membership growth related to Medicaid expansion
under the ACA during the year ended December 31, 2014. As of December 31, 2014, we accrued $200.6 million for an
MLR rebate payable to DHCS in connection with Medicaid adult expansion members and accrued $24.7 million, net of
$2.3 million receivable, for excess profit sharing payable to the state of Arizona under our Arizona Medicaid contract.
Accordingly, Medicaid premium revenue was reduced by $225.3 million for the year ended December 31, 2014 related
to MLR rebates. (see Note 2 to our consolidated financial statements, under the heading "Health Plan Services Revenue
Recognition" for more information).

Active enrollment in Los Angeles and San Diego counties for the dual eligibles demonstrations began on April 1,
2014, and passive enrollment began on July 1, 2014 and May 1, 2014 for Los Angeles County and San Diego County,
respectively. As of December 31, 2014, we had approximately 16,000 dual eligible members and for the year ended
December 31, 2014, our dual eligibles premium revenues were $117.9 million. See "—California Coordinated Care
Initiative," above for more information on the CCI and the dual eligibles.

Investment income in our Western Region Operations segment decreased to $45.2 million for the year ended
December 31, 2014 from $69.6 million for the same period in 2013 due to lower investment gains realized during the
year ended December 31, 2014.

Administrative services fees and other income decreased by $36.5 million for the year ended December 31, 2014
as compared to the year ended December 31, 2013, primarily due to a settlement related to a pharmacy contract in 2013
and the change in the reimbursement methodology of Section 1202 of the ACA in 2014.

Health Plan Services Expenses

Health plan services expenses in our Western Region Operations segment increased 27.2 percent to
approximately $11.3 billion for the year ended December 31, 2014 from approximately $8.9 billion for the year ended
December 31, 2013, primarily due to new membership resulting from Medicaid expansion under the ACA, partially
offset by $234.0 million of reinsurance recoverable included in commercial health plan services costs for the year ended
December 31, 2014, as discussed in Note 2 to our consolidated financial statements under the heading "Accounting for
Certain Provisions of the ACA."

Commercial Premium Yield and Health Care Cost Trends

In our Western Region Operations segment, commercial premium PMPM increased by 0.1 percent to
approximately $385 for the year ended December 31, 2014 compared to an increase of 2.7 percent to approximately
$385 in the same period of 2013.

Commercial health care costs PMPM in our Western Region Operations segment decreased by 3.0 percent to
approximately $320 in the year ended December 31, 2014 compared to a decrease of 1.0 percent to approximately $330
in the year ended December 31, 2013. We believe that the decrease in our commercial health care cost trend for the year
ended December 31, 2014 was primarily due to the mix shift in the makeup of our commercial membership with
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significantly higher individual membership in 2014 compared to 2013, combined with moderate health care cost trends
for the commercial market as a whole in 2014.

Medical Care Ratios

The health plan services MCR in our Western Region Operations segment was 84.6 percent for the year ended
December 31, 2014 compared with 85.6 percent for the year ended December 31, 2013.

The commercial MCR in our Western Region Operations segment was 83.0 percent for the year ended
December 31, 2014 compared with 85.6 percent for the year ended December 31, 2013. The improvement of 260 basis
points in the commercial MCR for the year ended December 31, 2014 compared to the same period in 2013 was
primarily due to better performance in our group accounts that allowed us to absorb the impact of the health insurer fee,
a higher percentage of individual enrollment in our membership mix, and moderate health care cost trends.

The Medicare Advantage MCR in our Western Region Operations segment was 91.5 percent for the year ended
December 31, 2014 compared with 90.6 percent for the year ended December 31, 2013. The Medicare Advantage MCR
increased by 90 basis points for the year ended December 31, 2014 compared to the same period in 2013, primarily due
to higher utilization from Medicare Advantage members who changed health plans at year-end and from the impact of
an earlier than expected flu season in this population.

The Medicaid MCR in our Western Region Operations segment was 82.1 percent for the year ended
December 31, 2014 compared with 80.4 percent for the year ended December 31, 2013. The Medicaid MCR increased
by approximately 170 basis points for the year ended December 31, 2014 compared to the same period in 2013. The
increase in the Medicaid MCR was primarily due to the impact of MLR rebate accruals in 2014 combined with the
following factors, which benefited the Medicaid MCR in the year ended December 31, 2013: a favorable impact from
both Medicaid rate adjustments and reinstated Medicaid premium taxes, including portions that are retroactive, and
retrospective adjustments to premium revenues as a result of our settlement agreement with DHCS.

The dual eligibles MCR in our Western Region Operations segment was 86.1 percent for the year ended
December 31, 2014. Active enrollment under the Dual Eligibles program began for the first time in the second quarter
of 2014.

General and Administrative, Selling and Interest Expenses

Total general and administrative expense in our Western Region Operations segment was $1.5 billion for the year
ended December 31, 2014 compared with $1.1 billion for the year ended December 31, 2013. The total G&A expense
ratio was 10.9 percent for the year ended December 31, 2014 compared with 10.3 percent for the year ended
December 31, 2013. The increase in our total general and administrative expenses for the year ended December 31,
2014 was primarily due to increases in premium taxes and ACA-related fees, including the health insurer fee. Such
increases in premium taxes and ACA-related fees increased the total G&A expense ratio by approximately 200 basis
points for the year ended December 31, 2014 as compared to the prior year. See Note 2 to our consolidated financial
statements, under the heading "Accounting for Certain Provisions of the ACA" for more information regarding ACA-
related fees.

Selling expense in our Western Region Operations segment was $262.3 million for the year ended December 31,
2014 compared with $239.4 million for the year ended December 31, 2013. The selling costs ratio was 2.0 percent for
the year ended December 31, 2014 compared with 2.3 percent for the year ended December 31, 2013. This decrease in
our selling costs ratio was primarily due to the change in the mix of our business from the impact of ACA and state
exchanges.

Interest expense in our Western Region Operations segment decreased to $31.4 million for the year ended
December 31, 2013 from $32.6 million for the year ended December 31, 2013 primarily due to lower interest rates.

Year Ended December 31, 2013 compared to Year Ended December 31, 2012

Revenues

Total revenues in our Western Region Operations segment for the year ended December 31, 2013 decreased 0.7
percent to $10.5 billion compared to the same period in 2012 primarily due to a decrease in our premium revenues in
our health plans. Health plan services premiums revenues in our Western Region Operations segment decreased to
$10.4 billion for the year ended December 31, 2013 from $10.5 billion in the same period in 2012, primarily due to a
decrease in commercial premium revenues, partially offset by an increase in Medicaid premium revenues.
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Our commercial premium revenue decreased by $530.1 million, or 9 percent, in the year ended December 31,
2013 compared to the same period in 2012, primarily due to a 12 percent decrease in commercial enrollment.

Our Medicare premium revenue decreased by $19.1 million, or 0.7 percent, in the year ended December 31, 2013
compared to the same period in 2012, primarily due to federal rate decreases.

Our Medicaid premium revenue increased by $467.2 million, or 24 percent, in the year ended December 31, 2013
compared to the same period in 2012, primarily due to premium rate increases, reinstated Medicaid premium taxes,
accruals made pursuant to our state settlement agreement, membership growth and the rollout of a new Medicaid
service, Community Based Adult Services, some of which are further discussed below. The increase in our Medicaid
premium revenue for the year ended December 31, 2013 included $74.3 million of retroactive rate adjustments for our
SPD and non-SPD members for periods prior to 2013. For the year ended December 31, 2012, we recognized $21.7
million of premium revenue as a result of retroactive rate adjustments for our SPD and non-SPD members for periods
prior to 2012. The increase in our Medicaid premium revenue for the year ended December 31, 2013 also included
$92.8 million in Medicaid premium revenues related to reinstated premium taxes for the year ended December 31,
2013. See Note 2 to our consolidated financial statements under the headings "Health Plan Services Revenue
Recognition" and "Medicaid Premium Taxes" for additional information. Medicaid premium revenue for the year ended
December 31, 2013 also included $62.9 million of retrospective adjustments to premium revenue related to our state-
sponsored health plans rate settlement agreement as described in Note 2 to our consolidated financial statements under
the heading "Health Plan Services Revenue Recognition."

Investment income in our Western Region Operations segment decreased to $69.6 million for the year ended
December 31, 2013 from $82.4 million for the same period in 2012 due to lower investment gains realized during the
year ended December 31, 2013 as compared to 2012.

Administrative services fees and other income increased by $16.8 million for the year ended December 31, 2013
as compared to the year ended December 31, 2012 primarily due to a settlement related to a pharmacy contract and
Medicaid revenue from the State of California related to the administration of the primary care physician parity
reimbursement mandated by the ACA.

Health Plan Services Expenses

Health plan services expenses in our Western Region Operations segment decreased 4.6 percent to approximately
$8.9 billion for the year ended December 31, 2013 from approximately $9.3 billion for the year ended December 31,
2012, primarily due to a decrease in commercial health plan services costs, partially offset by an increase in Medicaid
health plan services costs as discussed in the following sections.

Commercial Premium Yield and Health Care Cost Trends

In our Western Region Operations segment, commercial premium PMPM increased by 2.7 percent to
approximately $385 for the year ended December 31, 2013 compared to an increase of 4.7 percent to approximately
$375 in the same period of 2012. This percentage change decrease in the 2013 premium yield compared to that in 2012
was due to changes in geographic and product mix, including a higher percentage of members enrolled in our tailored
network products.

Commercial health care costs PMPM in our Western Region Operations segment decreased by 1.0 percent to
approximately $330 in the year ended December 31, 2013 compared to an increase of 9.1 percent to approximately
$333 in the year ended December 31, 2012. We believe that the decrease in our commercial health care cost trend for
the year ended December 31, 2013 was due to the absence of adverse prior period development and our efforts to
reposition our commercial book of business away from unprofitable full network large group accounts towards smaller
accounts and tailored network products.

Medical Care Ratios

The health plan services MCR in our Western Region Operations segment was 85.6 percent for the year ended
December 31, 2013 compared with 89.1 percent for the year ended December 31, 2012.

Commercial MCR in our Western Region Operations segment was 85.6 percent for the year ended December 31,
2013 compared with 88.8 percent for the year ended December 31, 2012. The improvement of 320 basis points in
commercial MCR for the year ended December 31, 2013 compared to the same period in 2012 is primarily due to the
repositioning of our large group commercial business, lower utilization and changes in product and geographic mix as
well as the absence of the adverse prior period development that was recorded in 2012.
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The Medicare Advantage MCR in in our Western Region Operations segment was 90.6 percent for the year ended
December 31, 2013 compared with 89.3 percent for the year ended December 31, 2012. The Medicare Advantage MCR
deteriorated by 130 basis points for the year ended December 31, 2013 compared to the same period in 2012 primarily
due to lower premium yield from lower federal rates.

The Medicaid MCR was 80.4 percent for the year ended December 31, 2013 compared with 89.4 percent for the
year ended December 31, 2012. The improvement in the Medicaid MCR for the year ended December 31, 2013
compared to the same period in 2012 was primarily due to favorable California Medicaid rate adjustments primarily
related to prior periods, the impact of the reinstated Medicaid premium taxes that increased our Medicaid premium
revenues, and retrospective adjustments to premium revenues related to our state-sponsored health plans rate settlement
agreement. For additional information on the reinstated Medicaid premium taxes and state-sponsored health plans rate
settlement agreement, see Note 2 to our consolidated financial statements.

General and Administrative, Selling and Interest Expenses

Total general and administrative expense in our Western Region Operations segment was $1.1 billion for the year
ended December 31, 2013 compared with $903.1 million for the year ended December 31, 2012. The total G&A
expense ratio was 10.3 percent for the year ended December 31, 2013 compared with 8.6 percent for the year ended
December 31, 2012.

Increases in our total general and administrative expenses for the year ended December 31, 2013 were primarily
due to increases in insurance, taxes and related fees, including reinstated Medicaid premium taxes of $92.8 million. See
Note 2 to our consolidated financial statements for additional information regarding these premium taxes. Such
increases in insurance, taxes and related fees impacted the total G&A expense ratio by 140 basis points for the year
ended December 31, 2013. In addition, increases in our total general and administrative expenses for the year ended
December 31, 2013 were impacted by costs related to the implementation of the CCI, including the dual eligibles
demonstration, and the ACA, including the exchanges.

Selling expense in our Western Region Operations segment was $239.4 million for the year ended December 31,
2013 compared with $245.9 million for the year ended December 31, 2012. The selling costs ratio was 2.3 percent for
the year ended December 31, 2013 compared with 2.4 percent for the year ended December 31, 2012.

Interest expense in our Western Region Operations segment was $32.6 million for the year ended December 31,
2013 compared with $33.2 million for the year ended December 31, 2012.

Government Contracts Reportable Segment

On April 1, 2011, we began delivery of administrative services under our T-3 contract. The T-3 contract was
awarded to us on May 13, 2010, and included five one-year option periods. On March 15, 2014, the Department of
Defense exercised the last of these options, which extended the T-3 contract through March 31, 2015. On June 27, 2014,
at the Department of Defense's request, we submitted a proposal to add three additional one-year option periods to the
T-3 contract. We currently expect negotiations relating to this proposal to conclude on or prior to March 31, 2015. If the
negotiations conclude as expected, we expect the DoD to exercise the first of the three one-year options by that date. If
all three one-year option periods are ultimately exercised, the T-3 contract would conclude on March 31, 2018. The
DoD intends to re-procure managed care support services for the TRICARE program for the period beginning in 2017,
and, to that end, released a draft Request for Proposals on November 3, 2014.

Under the T-3 contract for the TRICARE North Region, we provided administrative services to approximately 2.8
million MHS eligible beneficiaries as of December 31, 2014. For a description of the T-3 contract, see "—Overview—
How We Measure Our Profitability,” and Note 2 to our consolidated financial statements under the heading
“Government Contracts” for additional information.

On August 15, 2012, our wholly owned subsidiary, MHN Government Services, Inc. entered into a new contract
to provide counseling services to military service members and their families under the MFLC program with a five-year
term that includes a 12-month base period and four 12-month option periods. MHN Government Services, Inc. is one of
three contractors selected to participate in the MFLC program under the MFLC contract. Revenues from the MFLC
contracts were $119.7 million, $104.8 million and $221.3 million for the years ended December 31, 2014, 2013 and
2012, respectively.

In September 2013, VA awarded us a contract under its new PC3 Program. The PC3 Program provides eligible
veterans coordinated, timely access to care through a comprehensive network of non-VA providers who meet VA quality
standards when a local VA medical center cannot readily provide the care. We support VA in providing care to veterans
in three of the six PC3 Program regions. These three regions, Regions 1, 2 and 4, encompass all or portions of 37 states,
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the District of Columbia, Puerto Rico and the Virgin Islands. The PC3 Program contract term includes a base period of
performance through September 30, 2014 and four one-year option periods that may be exercised by VA. On September
23, 2014, the VA exercised option period 1 which commenced on October 1, 2014 and is scheduled to end on
September 30, 2015. In addition to the one-year option periods, VA will have the ability to extend the PC3 Program
contract an additional two years and six months based on VA's need. In August 2014, VA expanded our PC3 Program
contract to include primary care services for veterans who are unable to obtain primary care at a VA medical center in
the three PC3 regions in which we operate. In addition, in November 2014, we modified our PC3 Program contract to
further expand our services with VA in support of the Veterans Access, Choice and Accountability Act of 2014
("VACAA"). The VACAA modification to our PC3 contract expires no later than September 30, 2017. See Note 2 to
our consolidated financial statements under the heading “Government Contracts” for additional information. For the
year ended December 31, 2014, we had $24.7 million in revenues from the PC3 Program.

In addition, we administer contracts with VA to manage community-based outpatient clinics in one state covering
approximately 3,696 enrollees.

Government Contracts Segment Membership

2014 2013 2012

(Membership in thousands)

Membership under T-3 TRICARE contract...........ccceveevveeneereenennne. 2,837 2,851 2,883

Under the T-3 contract for the TRICARE North Region, we provide administrative services to approximately 2.8
million, 2.9 million and 2.9 million MHS eligible beneficiaries as of December 31, 2014, 2013 and 2012, respectively.
Government Contracts Segment Results

The following table summarizes the operating results for the Government Contracts segment for the last three
fiscal years:

Year Ended December 31,
2014 2013 2012
(Dollars in thousands)

Government contracts reVenues .................... $ 603,975 § 572,266 § 689,121
GOVernment CoNtracts COStS ... 534,442 497,780 599,211
Income from continuing operations before

INCOIME TAXES .eeveeeieeeeeeeirieeeeeeeieeeeeeesnnreeeeas 69,533 74,486 89,910
Income tax Provision............coeeeveveevereeresnenens 28,256 30,900 35,771
Income from continuing operations.................. $ 41,277 $ 43,586 $ 54,133

Year Ended December 31, 2014 Compared to Year Ended December 31, 2013

Government contracts revenues increased by $31.7 million, or 5.5 percent, for the year ended December 31, 2014
as compared to the same period in 2013. Government contracts costs increased by $36.7 million or 7.4 percent for the
year ended December 31, 2014 as compared to the same period in 2013. The increases in government contracts
revenues and costs for the year ended December 31, 2014 were primarily due to services provided under the PC3
Program and due to growth in our MFLC program.

Year Ended December 31, 2013 Compared to Year Ended December 31, 2012

Government contracts revenues decreased by $116.9 million, or 17.0 percent, for the year ended December 31,
2013 as compared to the same period in 2012. Government contracts costs decreased by $101.4 million or 16.9 percent
for the year ended December 31, 2013 as compared to the same period in 2012. These declines were primarily due to
the terms and structure of the MFLC contract entered into in August 2012, as compared to the prior MFLC contract.
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Divested Operations and Services Reportable Segment Results

Our Divested Operations and Services reportable segment was closed out effective January 1, 2013 as
discussed below.

Year Ended December 31, 2013 Compared to Year Ended December 31, 2012

Our Divested Operations and Services reportable segment included operations of our businesses that provided
administrative and run-out support services in connection with the Northeast Sale and the transition-related revenues
and expenses of our Medicare PDP business that was sold on April 1, 2012. As of December 31, 2012, we had
substantially completed the administration and run-out of both of our divested businesses. See Notes 3 and 14 to our
consolidated financial statements for additional information regarding the sale of our Medicare PDP business and the
Northeast Sale, and for more information regarding our reportable segments, respectively.

For the year ended December 31, 2012, we had total revenues of $40.5 million and net loss from continuing
operations of $(27.6) million.

In connection with the sale of our Medicare PDP business, we provided Medicare PDP transition-related services
to CVS Caremark during the year ended December 31, 2012. Revenues and expenses associated with providing
transition-related services to CVS Caremark were $40.5 million and $33.4 million, respectively, for the year ended
December 31, 2012.

On July 1, 2011, the United Administrative Services Agreements terminated and we entered into Claims
Servicing Agreements pursuant to which we adjudicate run out claims and provide limited other administrative services
to United and its affiliates. The revenues and expenses associated with providing services under the Claims Servicing
Agreements were $0 and $52.4 million, respectively, for the year ended December 31, 2012. Our operating results for
the year ended December 31, 2012 were impacted by $7.4 million in lease impairment costs related to our divested
Northeast business and were included in the expenses associated with providing services under the Claims Servicing
Agreements.

Corporate/Other

The following table summarizes the Corporate/Other segment for the years ended December 31, 2014, 2013 and
2012:

Year Ended December 31,
2014 2013 2012
(Dollars in thousands)
Costs included in health plan services Costs ..........cccovveverrerennnne. $ — $ — S (783)
Costs included in government contract COsts............ccoovevverveeennns 2,201 5,138 5,863
Costs INCIUAEd 1N G&A ..o 94,494 6,877 36,892
Depreciation and amortization............ceeveveeeveenveerieeneeesreeneennnns 82 — —
ASSEt IMPAITTNENL ...ttt 88,536 — —
Loss from continuing operations before income taxes................ (185,313) (12,015) (41,972)
Income tax benefit........cceevuieriiiiiieeieciieceeee e (143,433) (4,694) (10,916)
Loss from continuing Operations ..............ccccceeeeevevreveeererrereneennn. $ (41,880) $ (7,321) $ (31,056)

Our Corporate/Other segment is not a business operating segment. It is added to our reportable segments to
reconcile to our consolidated results. The Corporate/Other segment includes costs that are excluded from the calculation
of segment pretax income because they are not managed within the reportable segments.

Year Ended December 31, 2014 Compared to Year Ended December 31, 2013

Our operating results in our Corporate/Other segment for the year ended December 31, 2014 were impacted by an
$88.5 million pretax asset impairment primarily related to our assets held for sale in connection with the Cognizant
Transaction. See Note 3 to our consolidated financial statements and "—Cognizant Transaction" for additional
information regarding assets held for sale and the Cognizant Transaction. In addition, our operating results in our
Corporate/Other segment for the year ended December 31, 2014 were impacted by $74.8 million in pretax expenses
related to the Cognizant Transaction. Our operating results in our Corporate/Other segment for the year ended
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December 31, 2014 were also impacted by a loss on the stock of one of our subsidiaries that created a tax benefit of
$73.7 million, net of adjustments to our reserve for uncertain tax benefits. See Note 11 to our consolidated financial
statements for additional information regarding this tax benefit.

The operating results in our Corporate/Other segment for the year ended December 31, 2013 were impacted by
$12.0 million in pretax costs, primarily severance expenses related to our continuing efforts to address scale issues.

Year Ended December 31, 2013 Compared to Year Ended December 31, 2012

The operating results in our Corporate/Other segment for the year ended December 31, 2013 were impacted by
$12.0 million in pretax costs, primarily severance expenses related to our continuing efforts to address scale issues. Our
operating results for the year ended December 31, 2012 were impacted primarily by $35.6 million in pretax costs
related to our G&A cost reduction efforts, $1.3 million in pretax litigation-related expenses net of insurance recoveries
and $5.0 million in pretax costs related to early termination of a medical management contract.

LIQUIDITY AND CAPITAL RESOURCES

Liquidity

Our primary sources of cash include receipts of premiums, services revenue, and investment and other income, as
well as proceeds from the sale or maturity of our investment securities and borrowings. We believe that expected cash
flow from operating activities, existing cash reserves and other working capital and lines of credit are adequate to allow
us to fund existing obligations, repurchase shares of our common stock, introduce new products and services, enter into
new lines of business and continue to operate and develop health care-related businesses as we may determine to be
appropriate at least for the next 12 months. We regularly evaluate cash requirements for, among other things, current
operations and commitments, for acquisitions and other strategic transactions, to address legislative or regulatory
changes such as the ACA, and for business expansion opportunities, such as the CCI, Medicaid expansion under the
ACA and our participation in Arizona's Medicaid program in Maricopa County. We may elect to raise additional funds
for these and other purposes, either through issuance of debt or equity, the sale of investment securities or otherwise, as
appropriate. Based on the composition and quality of our investment portfolio, our expected ability to liquidate our
investment portfolio as needed, and our expected operating and financing cash flows, we do not anticipate any liquidity
constraints in the near term. However, turbulence in U.S. and international markets and certain costs associated with
health care reform legislation and its implementation, our participation in the CCI, Medicaid expansion under the ACA
and our preparation for the Cognizant Transaction, among other things, could adversely affect our liquidity. In addition,
as a holding company, our subsidiaries conduct substantially all of our consolidated operations and own substantially all
of our consolidated assets. Consequently, our cash flow and our ability to pay our debt depends, in part, on the amount
of cash that we receive from our subsidiaries. We are dependent upon dividends and management fees from our
regulated subsidiaries, most of which are subject to regulatory restrictions. For a discussion of these and other risks that
impact our liquidity, see "Item 1A. Risk Factors."

Our cash flow from operating activities is impacted by, among other things, the timing of collections on our
amounts receivable from state and federal governments and agencies. For example, our receivable from DHCS and
AHCCCS related to our California and Arizona Medicaid businesses totaled $801.7 million as of December 31, 2014
and $270.9 million as of December 31, 2013. The receivable from CMS related to our Medicare business was $119.1
million as of December 31, 2014 and $105.2 million as of December 31, 2013. Our Government Contracts receivable,
including receivables from the DoD relating to our current and prior contracts for the TRICARE North Region, was
$150.5 million and $194.0 million as of December 31, 2014 and December 31, 2013, respectively. The timing of
collection of such receivables from the federal and state governments and agencies is impacted by government audits as
well as government appropriations, allocation and funding processes, among other things, and can extend for periods
beyond a year.

In addition, we believe that our cash flow in 2014 was impacted, among other things, by the timing of payments
related to the ACA. The largest of the ACA taxes and fees is the health insurer fee. Our allocable share of the 2014
health insurer fee, based upon 2013 premiums, was $141.4 million. We paid that amount in September 2014, which
impacted our cash flow from operations for the year ended December 31, 2014. Our cash flow was also impacted by the
determination and settlement of amounts related to the premium stabilization provisions in the ACA. Our receivable
balance for the reinsurance program related to the premium stabilization provisions of the ACA was $234.0 million as
of December 31, 2014. If the per capita premiums/contributions paid by all insurers, including self-funded plans, are
insufficient to fund all recoverable amounts, then this will result in pro-rata reduction of recoverable amounts for
insurers for the following year. Our net receivable balance for the risk corridor program related to the premium

87



stabilization provisions of the ACA was $86.8 million as of December 31, 2014. HHS recognizes, in both final
regulations and guidance, it is obligated to make the risk corridors program payments without regard to budget
neutrality. Although HHS anticipates the program will be budget neutral, the ACA requires HHS to make full payments
to those issuers with risk corridors ratios above 103 percent. Additionally, HHS states in final regulations and guidance
that if the program’s collections, including any potential carryover from prior years, are insufficient to satisfy its
payment obligations, the agency will use other sources of funding to meet its payment obligations, subject to the
availability of appropriations. If corridor collections are insufficient in 2014, HHS explains that it shall fulfill its
obligations for the 2014 benefit year by using funds collected for the 2015 benefit year prior to making payments on
2015 obligations. Our net payable balance for the risk adjustment program related to the premium stabilization
provisions of the ACA was $72.4 million as of December 31, 2014. The final determination and settlement of amounts
due or payable from these premium stabilization provisions for the year ended December 31, 2014 is not expected to
occur until, at the earliest, the third or fourth quarter of 2015. See Note 2 to our consolidated financial statements, under
the heading "Accounting for Certain Provisions of the ACA" for additional information regarding ACA-related fees and
premium stabilization provisions. Depending on the amounts due or payable as a result of these provisions, our
financial condition, cash flows and results of operations could be materially adversely affected.

Cash and Investments

As of December 31, 2014, the fair value of our investment securities available-for-sale was $1.8 billion, which
includes both current and noncurrent investments. Noncurrent investments were $4.6 million as of December 31, 2014.
We hold high-quality fixed income securities primarily comprised of corporate bonds, asset-backed securities,
mortgaged-backed bonds, municipal bonds and bank loans. We evaluate and determine the classification of our
investments based on management’s intent. We also closely monitor the fair values of our investment holdings and
regularly evaluate them for other-than-temporary impairments.

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 a diversified mix of high-quality fixed-income securities, which are largely
investment grade, while maintaining liquidity in each portfolio sufficient to meet our cash flow requirements and
attaining an expected total return on invested funds.

Our investment holdings are currently primarily comprised of investment grade securities with an average rating
of “A+” and “A1” as rated by S&P and/or Moody’s, respectively. At this time, there is no indication of default on
interest and/or principal payments under our holdings. We have the ability and current intent to hold to recovery all
securities with an unrealized loss position. As of December 31, 2014, our investment portfolio includes $438.5 million,
or 24.4% of our portfolio holdings, of mortgage-backed and asset-backed securities. The majority of our mortgage-
backed securities are Fannie Mae, Freddie Mac and Ginnie Mae issues, and the average rating of our entire asset-backed
securities is AA+/Aal. However, any failure by Fannie Mae or Freddie Mac to honor the obligations under the
securities they have issued or guaranteed could cause a significant decline in the value or cash flow of our mortgage-
backed securities. As of December 31, 2014, our investment portfolio also included $732.2 million, or 40.8% of our
portfolio holdings, of obligations of state and other political subdivisions and $588.4 million, or 32.8% of our portfolio
holdings, of corporate debt securities. We had gross unrealized losses of $9.8 million as of December 31, 2014, and
$56.6 million as of December 31, 2013. Included in the gross unrealized losses as of December 31, 2014 and December
31,2013 are $0.9 million and $8.1 million, respectively, related to noncurrent investments available-for-sale. We
believe that these impairments are temporary and we do not intend to sell these investments. It is not likely that we will
be required to sell any security in an unrealized loss position before recovery of its amortized cost basis. Given the
current market conditions and the significant judgments involved, there is a continuing risk that further declines in fair
value may occur and additional other-than-temporary impairments, which may be material, may be recorded in future
periods. No impairment was recognized during the years ended December 31, 2014 or 2013.
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Our total cash and cash equivalents as of December 31, 2014 and 2013 were $869.1 million and $433.2 million,
respectively. The changes in cash and cash equivalents are summarized as follows:

Year Ended December 31,
2014 2013 2012
(Dollars in millions)
Net cash provided by operating activities ..........cccceeveererreereerreseerrennenns $776.0 $95.8 $32.5
Net cash (used in) provided by investing activities ..........c..cceeervecrenncnns (184.9) 0.6 (12.6)
Net cash (used in) provided by financing activities.............ccccevurerennenns (155.2) (3.4) 89.9
Net increase (decrease) in cash and cash equivalents..............c..ceevennenns $435.9 $93.0 $109.8

Operating Cash Flows

Year Ended December 31, 2014 Compared to Year Ended December 31, 2013

Net cash provided by operating activities increased by $680.2 million for the year ended December 31, 2014
compared to the same period in 2013. This increase was primarily due to the growth in our business related to the ACA
and state exchange programs and Medicaid expansion, all which drove an increase in reserves for claims and other
settlements.

Year Ended December 31, 2013 Compared to Year Ended December 31, 2012

Net cash provided by operating activities increased by $63.3 million for the year ended December 31, 2013
compared to the same period in 2012. This increase was primarily due to the timing of the payments received in 2013
from DHCS related to our California Medicaid business, including $150.9 million received for Medi-Cal rate changes.
Our operating cash flow was also impacted by $47.9 million in premium tax payments made in 2013.

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 a diversified mix of high-quality, fixed-income securities, which are largely
investment grade, while maintaining liquidity in each portfolio sufficient to meet our cash flow requirements and
attaining an expected total return on invested funds.

Year Ended December 31, 2014 Compared to Year Ended December 31, 2013

Net cash used in investing activities increased by $185.5 million for the year ended December 31, 2014 compared
to the year ended December 31, 2013. This increase was primarily due to a $192.4 million decrease in sales and
maturities of available-for-sale investments, net of purchases.

Year Ended December 31, 2013 Compared to Year Ended December 31, 2012

Net cash provided by investing activities increased by $13.2 million for the year ended December 31, 2013
compared to the year ended December 31, 2012. This increase was primarily due to a $260.7 million decrease in net
purchases of investments in available-for-sale securities during the year ended December 31, 2013, partially offset by
$248.2 million in proceeds received for the sale of our Medicare PDP business during the year ended December 31,
2012.

Financing Activities

Year Ended December 31, 2014 Compared to Year Ended December 31, 2013

Net cash used in financing activities increased by $151.8 million for the year ended December 31, 2014 as
compared to the year ended December 31, 2013 primarily due to a $119.5 million decrease in cash from customer funds
administered and a $74.7 million increase in share repurchases, partially offset by a $23.8 million increase in checks
outstanding and a $17.0 million increase in proceeds from the exercise of stock options and employee stock purchases.
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Customer funds administered include pass-through items and items accounted for under deposit accounting and
are comprised of health care cost payments and reimbursements for the T-3 contract, catastrophic reinsurance subsidy,
low-income member cost sharing subsidy and the coverage gap discount under the Medicare Part D program, and pass-
through items related to our Medicaid program, including inter-governmental transfers, and the ACA premium
stabilization program. See Note 2 to our consolidated financial statements for more information.

Year Ended December 31, 2013 Compared to Year Ended December 31, 2012

Net cash provided by financing activities decreased by $93.3 million for the year ended December 31, 2013 as
compared to the year ended December 31, 2012 primarily due to a $47.7 million decrease in checks outstanding and a
$38.1 million decrease in cash from customer funds administered.

Capital Structure

Our debt-to-total capital ratio was 22.6 percent as of December 31, 2014 compared with 23.5 percent as of
December 31, 2013. This decrease is due to an increase in stockholders' equity primarily resulting from net income, an
increase in additional paid-in capital due to stock option exercises, the vesting of certain equity awards and share-based
compensation expense, and a decrease in accumulated other comprehensive loss, partially offset by an increase in
treasury stock due to shares repurchased under the Company’s stock repurchase program and shares withheld in
connection with the exercise and vesting of equity awards.

Stock Repurchase Program

On May 2, 2011, our Board of Directors authorized our stock repurchase program pursuant to which a total of
$300 million of our outstanding common stock could be repurchased. On March 8, 2012, our Board of Directors
approved a $323.7 million increase to our stock repurchase program. During the year ended December 31, 2014, we
repurchased 3.0 million shares of our common stock for aggregate consideration of $137.8 million under our stock
repurchase program.

On December 16, 2014, our Board of Directors approved another increase to our stock repurchase program,
which, when taken together with the remaining authorization at that time, brought our total authorization up to $400.0
million. As of December 31, 2014, the remaining authorization under our stock repurchase program was $400.0 million.

As of January 31, 2015, we had repurchased 1.1 million shares of our common stock for aggregate consideration
of $57.7 million. We primarily funded these repurchases through our revolving credit facility. For additional
information on our stock repurchase program, see "—Revolving Credit Facility" below and Note 9 to our consolidated
financial statements.

Revolving Credit Facility

In October 2011, we entered into a $600 million unsecured revolving credit facility due in October 2016, which
includes a $400 million sublimit for the issuance of standby letters of credit and a $50 million sublimit for swing line
loans (which sublimits may be increased in connection with any increase in the credit facility described below). In
addition, we have the ability from time to time to increase the credit facility by up to an additional $200 million in the
aggregate, subject to the receipt of additional commitments. As of December 31, 2014, $100.0 million was outstanding
under our revolving credit facility and the maximum amount available for borrowing under the revolving credit facility
was $491.4 million (see "—Letters of Credit" below). As of February 23, 2015, we had $165 million in borrowings
outstanding under our revolving credit facility. This increase in outstanding borrowings was primarily driven by draws
on our revolving credit facility to fund repurchases of our common stock through our stock repurchase program.

Amounts outstanding under our revolving credit facility bear interest, at the Company’s option, at either (a) the
base rate (which is a rate per annum equal to the greatest of (i) the federal funds rate plus one-half of one percent,
(i1) Bank of America, N.A.’s “prime rate” and (iii) the Eurodollar Rate (as such term is defined in the credit facility) for
a one-month interest period plus one percent) plus an applicable margin ranging from 45 to 105 basis points or (b) the
Eurodollar Rate plus an applicable margin ranging from 145 to 205 basis points. The applicable margins are based on
our consolidated leverage ratio, as specified in the credit facility, and are subject to adjustment following the
Company’s delivery of a compliance certificate for each fiscal quarter.

Our revolving credit facility includes, among other customary terms and conditions, limitations (subject to
specified exclusions) on our and our subsidiaries’ ability to incur debt; create liens; engage in certain mergers,
consolidations and acquisitions; sell or transfer assets; enter into agreements that restrict the ability to pay dividends or
make or repay loans or advances; make investments, loans, and advances; engage in transactions with affiliates; and
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make dividends. In addition, we are required to be in compliance at the end of each fiscal quarter with a specified
consolidated leverage ratio and consolidated fixed charge coverage ratio.

Our revolving credit facility contains customary events of default, including nonpayment of principal or other
amounts when due; breach of covenants; inaccuracy of representations and warranties; cross-default and/or cross-
acceleration to other indebtedness of the Company or our subsidiaries in excess of $50 million; certain ERISA-related
events; noncompliance by the Company or any of our subsidiaries with any material term or provision of the HMO
Regulations or Insurance Regulations (as each such term is defined in the credit facility) in a manner that could
reasonably be expected to result in a material adverse effect; certain voluntary and involuntary bankruptcy events;
inability to pay debts; undischarged, uninsured judgments greater than $50 million against us and/or our subsidiaries
that are not stayed within 60 days; actual or asserted invalidity of any loan document; and a change of control. If an
event of default occurs and is continuing under the revolving credit facility, the lenders thereunder may, among other
things, terminate their obligations under the facility and require us to repay all amounts owed thereunder.

As of December 31, 2014, we were in compliance with all covenants under our revolving credit facility.

Letters of Credit

Pursuant to the terms of our revolving credit facility, we can obtain letters of credit in an aggregate amount of
$400 million and the maximum amount available for borrowing is reduced by the dollar amount of any outstanding
letters of credit. As of December 31, 2014 and February 23, 2015, we had outstanding letters of credit of $8.6 million
and $6.7 million, respectively, resulting in a maximum amount available for borrowing of $491.4 million as of
December 31, 2014 and $428.3 million as of February 23, 2015. As of December 31, 2014 and February 23, 2015, no
amounts had been drawn on these letters of credit.

Senior Notes

We have issued $400 million in aggregate principal amount of 6.375% Senior Notes due 2017 (the “Senior
Notes”). The indenture governing the Senior Notes limits our ability to incur certain liens, or consolidate, merge or sell
all or substantially all of our assets. In the event of the occurrence of both (1) a change of control of Health Net, Inc.
and (2) a below investment grade rating by any two of Fitch, Inc., Moody’s Investors Service, Inc. and Standard &
Poor’s Ratings Services within a specified period, we will be required to make an offer to purchase the Senior Notes at
a price equal to 101% of the principal amount of the Senior Notes plus accrued and unpaid interest to the date of
repurchase. As of December 31, 2014, we were in compliance with all of the covenants under the indenture governing
the Senior Notes.

The Senior Notes may be redeemed in whole at any time or in part from time to time, prior to maturity at our
option, at a redemption price equal to the greater of:

*  100% of the principal amount of the Senior Notes then outstanding to be redeemed; or

» the sum of the present values of the remaining scheduled payments of principal and interest on the Senior
Notes to be redeemed (not including any portion of such payments of interest accrued to the date of
redemption) discounted to the date of redemption on a semiannual basis (assuming a 360-day year
consisting of twelve 30-day months) at the applicable treasury rate plus 30 basis points

plus, in each case, accrued and unpaid interest on the principal amount being redeemed to the redemption date.

Each of the following will be an Event of Default under the indenture governing the Senior Notes:

» failure to pay interest for 30 days after the date payment is due and payable; provided that an extension of
an interest payment period by us in accordance with the terms of the Senior Notes shall not constitute a
failure to pay interest;

» failure to pay principal or premium, if any, on any note when due, either at maturity, upon any redemption,
by declaration or otherwise;

» failure to perform any other covenant or agreement in the notes or indenture for a period of 60 days after
notice that performance was required;

* (A) our failure or the failure of any of our subsidiaries to pay indebtedness for money we borrowed or any
of our subsidiaries borrowed in an aggregate principal amount of at least $50 million, at the later of final
maturity and the expiration of any related applicable grace period and such defaulted payment shall not
have been made, waived or extended within 30 days after notice or (B) acceleration of the maturity of
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indebtedness for money we borrowed or any of our subsidiaries borrowed in an aggregate principal amount
of at least $50 million, if that acceleration results from a default under the instrument giving rise to or
securing such indebtedness for money borrowed and such indebtedness has not been discharged in full or
such acceleration has not been rescinded or annulled within 30 days after notice; or

* events in bankruptcy, insolvency or reorganization of our Company.

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. As necessary, we make contributions to and issue
standby letters of credit on behalf of our subsidiaries to meet risk-based capital (“RBC”) or other statutory capital
requirements under state laws and regulations. We believe that as of February 23, 2015, all of our active health plans
and insurance subsidiaries were in compliance with their respective regulatory requirements relating to maintenance of
minimum capital standards, surplus requirements and adequate reserves for claims in all material respects.

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 capital and surplus. The minimum statutory
capital and surplus 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 RBC or tangible net equity (“TNE”)
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 capital and surplus
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 capital and surplus requirement calculated pursuant to pre-RBC guidelines.
Because our regulated subsidiaries are also subject to their state regulators’ overall 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.

Under the California Knox-Keene Health Care Service Plan Act of 1975, as amended (“Knox-Keene”), certain of
our California subsidiaries must comply with TNE requirements. Under these Knox-Keene TNE requirements, actual
net worth less unsecured receivables and intangible assets must be more than the greater of (i) a fixed minimum
amount, (ii) a minimum amount based on premiums or (iii) a minimum amount based on health care expenditures,
excluding capitated amounts. In addition, certain of our California subsidiaries have made certain undertakings to the
DMHC to restrict dividends and loans to affiliates, to the extent that the payment of such would reduce such entities'
TNE below the minimum requirement or 130% of the minimum requirement. As of February 23, 2015, all of our
subsidiaries subject to the TNE requirements and the undertakings to DMHC exceeded the minimum requirements.

Legislation 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 of our 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.
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Contractual Obligations

Our significant contractual obligations as of December 31, 2014 are summarized below for the years ending
December 31:

Total 2015 2016 2017 2018 2019 Thereafter
(Dollars in millions)

Fixed-rate borrowing principal (c)....... $4000 § — § — $4000 § — § — S —
Fixed-rate borrowing interest......... 61.7 25.5 25.5 10.7 — — —
Variable-rate borrowing principal........ 100.0 — 100.0 — — — —
Variable-rate borrowing interest.......... 3.8 1.8 2.0 — — — —
Operating 1€ases...........cccocovevevevevevennnn. 237.4 555 49.8 38.2 26.1 213 46.5
Long-term purchase obligations .......... 746.9 314.4 244.1 110.8 77.6 — —
Uncertain tax positions liability,

including interest and penalties (b). 7.2 7.2 — — — — —
Deferred compensation......................... 50.6 4.1 3.6 3.3 23 2.0 353 (a)
Estimated future payments for pension

and other benefits.............cccoeveveee.. 41.6 2.6 3.9 3.9 39 3.9 234 (a)

(a) Represents estimated future payments from 2020 through 2024.

(b) The obligations shown above represent uncertain tax positions expected to be paid within the reporting periods
presented. In addition to the obligations shown above, approximately $25.7 million of unrecognized tax benefits
have been recorded as a liability, and we are uncertain as to if or when such amounts may be settled or paid.

(¢) These amounts are based on stated terms and expected payments. As such, they differ from the amounts reported
on our consolidated balance sheet and notes, which are reported consistently with the financial reporting and
classification requirements.

Operating Leases

We lease office space under various operating leases. Certain leases are cancelable with substantial penalties. See
“Item 2. Properties” for additional information regarding our leases.

Long-Term Purchase Obligations and Commitments

We have entered into long-term agreements to purchase various services, which may contain certain termination
provisions and have remaining terms in excess of one year as of December 31, 2014.

We have entered into long-term agreements to receive services related to disease management, case management,
wellness, pharmacy benefit management, pharmacy claims processing services and health quality/risk scoring
enhancement services with external third-party service providers. The remaining terms are approximately from one to
two years for each of these contracts. Termination of these agreements is subject to certain termination provisions. As of
December 31, 2014, the total estimated future commitments under these agreements were $122.1 million and are
included in the table above.

We have entered into an agreement with International Business Machines Corporation (“IBM”) to outsource our
IT infrastructure management services including data center services, IT security management and help desk support. In
2014, we extended the agreement and as of December 31, 2014, the remaining term of this contract was approximately
one year, and total estimated future commitments under the agreement were approximately $101.2 million. We have
entered into an agreement with Cognizant to outsource our software applications development and management
activities to Cognizant. Under the terms of the agreement, Cognizant will, among other things, provide us with
application development, testing and monitoring services, application maintenance and support services, project
management services and cross functional services. In 2014, we extended the agreement, and as of December 31, 2014,
the remaining term of this contract was approximately four years, and the total estimated future commitments under the
agreement were approximately $288.1 million.

We have also entered into another agreement with Cognizant to outsource a substantial portion of our claims
processing activities to Cognizant. Under the terms of the agreement, Cognizant will, among other things, provide us
with claims adjudication, adjustment, audit and process improvement services. As of December 31, 2014, the remaining
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term of this contract was approximately two years, and the total estimated future commitments under the agreement
were approximately $25.4 million.

We have excluded from the table above amounts already recorded in our current liabilities on our consolidated
balance sheet as of December 31, 2014. We have also excluded from the table above various contracts we have entered
into with our health care providers, health care facilities, the federal government and other contracts that we have
entered into for the purpose of providing health care services. We have excluded those contracts that allow for
cancellation without significant penalty, obligations that are contingent upon achieving certain goals and contracts for
goods and services that are fulfilled by vendors within a short time horizon and within the normal course of business.

The future contractual obligations in the contractual obligations table are estimated based on information
currently available. The timing of and the actual payment amounts may differ based on actual events.

Off-Balance Sheet Arrangements

As of December 31, 2014, we had no off-balance sheet arrangements as defined under Regulation S-K Item 303
(a)(4) and the instructions thereto. See Note 6 to our consolidated financial statements for a discussion of our letters of
credit.

Critical Accounting Estimates

The preparation of financial statements in conformity with GAAP requires management to make estimates and
assumptions that affect the reported amounts of assets and liabilities and disclosures of contingent assets and liabilities
at the date of the financial statements, and the reported amounts of revenues and expenses during the reporting period.
Actual results could differ materially from those estimates. Principal areas requiring the use of estimates include
revenue recognition, health care costs, including IBNR amounts, reserves for contingent liabilities, amounts receivable
or payable under government contracts, goodwill and other intangible assets, recoverability of long-lived assets and
investments, and income taxes. Furthermore, starting in 2014, our critical accounting estimates have been and will
continue to be impacted as a result of the implementation of certain provisions of the ACA. Accordingly, we consider
accounting policies on these areas to be critical in preparing our consolidated financial statements. A material change in
any one of these amounts may have a material impact on our consolidated results of operations and financial condition.
A more detailed description of the significant accounting policies that we use in preparing our financial statements is
included in Note 2 to our consolidated financial statements, which are included elsewhere in this Annual Report on
Form 10-K.

Health Plan Services

Health plan services premium revenues generally include HMO, POS and PPO premiums from employer groups
and individuals and from Medicare recipients who have purchased supplemental benefit coverage, for which premiums
are based on a predetermined prepaid fee, Medicaid revenues based on multi-year contracts to provide care to Medicaid
recipients, revenue under Medicare risk contracts to provide care to enrolled Medicare recipients, and revenue from the
dual eligible pilot program. Revenue is recognized in the month in which the related enrollees are entitled to health care
services. Premiums collected in advance of the month in which enrollees are entitled to health care services are
recorded as unearned premiums.

Approximately 59%, 50%, and 45% in 2014, 2013 and 2012, respectively, of our health plan services premium
revenues were generated under Medicare, Medicaid/Medi-Cal and Dual Eligibles contracts, as applicable. These
revenues are subject to audit and retroactive adjustment by the respective fiscal intermediaries. Laws and regulations
governing these programs, including CMS' methodology with respect to risk adjustment data validation (“RADV”)
audits, are extremely complex and subject to interpretation. As a result, there is at least a reasonable possibility that
recorded estimates will change by a material amount.

Our Medicare Advantage contracts are with CMS. CMS deploys a risk adjustment model which apportions
premiums paid to all health plans according to health severity and certain demographic factors. The CMS risk
adjustment model pays more for members whose medical history would indicate that they are expected to have higher
medical costs. Under this risk adjustment methodology, CMS calculates the risk adjusted premium payment using
diagnosis data from hospital inpatient, hospital outpatient and physician treatment settings. We and the health care
providers collect, compile and submit the necessary and available diagnosis data to CMS within prescribed deadlines.
We estimate risk adjustment revenues based upon the diagnosis data submitted and expected to be submitted to CMS.

Under the ACA, commercial health plans with MLRs on fully insured products, as calculated as set forth in the
ACA, that fall below certain targets are required to rebate ratable portions of their premiums annually. We estimate such
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rebates based on calculation methodology set forth in the ACA. In addition to the rebates for the commercial health
plans under the ACA, there is also a medical loss ratio corridor for the DHCS adult Medicaid expansion members under
the state Medicaid program in California. If our MLR for this population is below 85%, then we would have to pay
DHCS a rebate. If the MLR is above 95%, then DHCS would have to pay us additional premium. Our Medicaid
contract with the state of Arizona contains profit-sharing or profit ceiling provisions. If our Arizona Medicaid profits
were in excess of the amount we are allowed to fully retain, we record an estimated profit corridor payable balance.

On a monthly basis, we estimate the amount of uncollectible receivables to reflect allowances for doubtful
accounts. The allowances for doubtful accounts are estimated based on the creditworthiness of our customers, our
historical collection rates and the age of our unpaid balances. During this process, we also assess the recoverability of
the receivables, and an allowance is recorded based upon their net realizable value. Those receivables that are deemed
to be uncollectible, such as receivables from bankrupt employer groups, are fully written off against their corresponding
asset account, with a debit to the allowance to the extent such an allowance was previously recorded.

Reserves for claims and other settlements include reserves for claims (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 Western Region Operations reporting segment. Because reserves for claims include various
actuarially developed estimates, our actual health care services expenses may be more or less than our previously
developed estimates. As of December 31, 2014, 63% of reserves for claims and other settlements were attributed to
claims reserves. See Note 15 to our consolidated financial statements for a reconciliation of changes in the reserve for
claims and material prior period reserve development.

We calculate our best estimate of the amount of our IBNR reserves in accordance with GAAP and using standard
actuarial developmental methodologies. This method also is 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, among other things.

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) Western Region Operations
Percentage-point Health Plan Services
Increase (Decrease) (Decrease) Increase in
in Factor Reserves for Claims
2% $ (74.5) million
1% $ (38.1) million
(1% $ 40.0 million
(2)% $ 82.1 million
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Medical Cost Trend (b)
Percentage-point
Increase (Decrease)

Western Region Operations

Health Plan Services
Increase (Decrease) in

in Factor Reserves for Claims
2% $ 30.9 million
1% $ 15.4 million
()% $ (15.4) million
2)% $ (30.9) 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 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.

Our IBNR best estimate also includes a provision for adverse deviation, which is an estimate for known
environmental factors that are reasonably likely to affect the required level of IBNR reserves. This provision for adverse
deviation is intended to capture the potential adverse development from known environmental factors such as our entry
into new geographical markets, changes in our geographic or product mix, the introduction of new customer
populations, variation in benefit utilization, disease outbreaks, changes in provider reimbursement, fluctuations in
medical cost trend, variation in claim submission patterns and variation in claims processing speed and payment
patterns, changes in technology that provide faster access to claims data or change the speed of adjudication and
settlement of claims, variability in claim inventory levels, non-standard claim development, and/or exceptional
situations that require judgmental adjustments in setting the reserves for claims.

We consistently apply our IBNR estimation methodology from period to period. Our IBNR best estimate is made
on an accrual basis and adjusted in future periods as required. Any adjustments to the prior period estimates are
included in the current period. As additional information becomes known to us, we adjust our assumptions accordingly
to change our estimate of IBNR. Therefore, if moderately adverse conditions do not occur, evidenced by more complete
claims information in the following period, then our prior period estimates will be revised downward, resulting in
favorable development. However, any favorable prior period reserve development would increase current period net
income only to the extent that the current period provision for adverse deviation is less than the benefit recognized from
the prior period favorable development. If moderately adverse conditions occur and are more acute than we estimated,
then our prior period estimates will be revised upward, resulting in unfavorable development, which would decrease
current period net income.

For the year ended December 31, 2014, we had $14.6 million in net favorable reserve developments related to
prior years. This reserve development for the year ended December 31, 2014 consisted of $36.6 million in unfavorable
prior year development primarily due to the existence of moderately adverse conditions and a release of $51.2 million
of the provision for adverse deviation held at December 31, 2013. We believe that the $36.6 million unfavorable
development for the year ended December 31, 2014 was primarily due to unanticipated benefit utilization in our
commercial business arising from dates of service in the fourth quarter of 2013 as a result of an uncertain environment
related to the ACA. For the year ended December 31, 2013, we had $56.2 million in favorable reserve developments
related to prior years. We believe this favorable development was primarily due to the absence of moderately adverse
conditions. As part of our best estimate for IBNR, the provision for adverse deviation recorded as of December 31,
2014 and December 31, 2013 was $77.7 million and $53.4 million, respectively. The increase in the provision for
adverse deviation from December 31, 2013 to December 31, 2014 was primarily driven by growth in our new products
offered or programs administered under the ACA. The reserve developments related to prior years for the years ended
December 31, 2014 and 2013, when considered together with the provision for adverse deviation recorded as of
December 31, 2014 and 2013, respectively, did not have a material impact on our operating results or financial
condition.

We assess the profitability of contracts for providing health care services when operating results or forecasts
indicate probable future losses. Significant factors that can lead to a change in our profitability estimates include
premium yield and health care cost trend assumptions, risk share terms and non-performance of a provider under a
capitated agreement resulting in membership reverting to fee-for-service arrangements with other providers. Contracts
are grouped in a manner consistent with the method of determining premium rates. Losses are determined by comparing
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anticipated premiums to estimates for the total of health care related costs less reinsurance recoveries, if any, and the
cost of maintaining the contracts. Losses, if any, are recognized in the period the losses are determined and are
classified as health plan services. As of December 31, 2014, and 2013 we held no premium deficiency reserves.

Accounting for Certain Provisions of the ACA

Starting in 2014, our critical accounting estimates have been and will continue to be impacted as a result of the
implementation of certain provisions of the ACA, including three premium stabilization provisions ("3Rs"): permanent
risk adjustment, temporary risk corridor and transitional reinsurance as described below. See Note 2, under the heading
"Accounting for Certain Provisions of the ACA," to our consolidated financial statements for additional information.

Premium-based Fee on Health Insurers

The ACA mandated significant reforms to various aspects of the U.S. health insurance industry. Among other
things, the ACA imposes an annual premium-based fee on health insurers (the "health insurance industry fee") for each
calendar year beginning on or after January 1, 2014 which is not deductible for federal income tax purposes and in
many state jurisdictions. The health insurance industry fee is levied based on a ratio of an insurer's net health insurance
premiums written for the previous calendar year compared to the U.S. health insurance industry total. We are required
to estimate a liability for our portion of the health insurance industry fee and record it in full once qualifying insurance
coverage is provided in the applicable calendar year in which the fee is payable with a corresponding deferred cost that
is amortized ratably to expense over the calendar year that it is payable.

Public Health Insurance Exchanges

The ACA requires the establishment of state-based, state and federal partnership or federally facilitated health
insurance exchanges ("exchanges") where individuals and small groups may purchase health insurance coverage under
regulations established by U.S. Department of Health and Human Services ("HHS"). We currently participate in
exchanges in Arizona and California. Effective January 1, 2014, the ACA includes permanent and temporary premium
stabilization provisions for transitional reinsurance, permanent risk adjustment, and temporary risk corridors
(collectively referred to as the "3Rs"), which are applicable to those insurers participating inside, and in some cases
outside, of the exchanges.

Member Related Components

Member Premium—We receive a monthly premium from members. The member premium, which is fixed for
the entire plan year, is recognized evenly over the contract period and reported as part of health plan services premium
revenue.

Premium Subsidy—For qualifying low-income members, HHS will reimburse us, on the member’s behalf, some
or all of the monthly member premium depending on the member’s income level in relation to the Federal Poverty
Level. We recognize the premium subsidy evenly over the contract period and report it as part of health plan services
premium revenue.

Cost Sharing Subsidy—For qualifying low-income members, HHS will reimburse us, on the member’s behalf,
some or all of a member’s cost sharing amounts (e.g., deductible, co-pay/coinsurance). The amount paid for the member
by HHS is dependent on the member’s income level in relation to the Federal Poverty Level. The Cost Sharing Subsidy
offsets health care costs when incurred. We record a liability if the Cost Sharing Subsidy is paid in advance or a
receivable if incurred health care costs exceed the Cost Sharing Subsidy received to date.

3Rs: Reinsurance, Risk Adjustment and Risk Corridor

Our accounting estimates are impacted as a result of the provisions of the ACA, including the 3Rs. The
substantial influx of previously uninsured individuals into the new health insurance exchanges under the ACA could
make it more difficult for health insurers, including us, to establish pricing accurately, at least during the early years of
the exchanges. The 3Rs are intended to mitigate some of the risks around pricing and lack of information surrounding
the previously uninsured. We will experience premium adjustments to our health plan services premium revenues and
health plan services expenses based on changes to our estimated amounts related to the 3Rs. Such estimated amounts
may differ materially from actual amounts ultimately received or paid under the provisions, which may have a material
impact on our consolidated results of operations and financial condition.

Reinsurance-The transitional reinsurance program requires us to make reinsurance contributions for calendar
years 2014 through 2016 to a state or HHS established reinsurance entity based on a national contribution rate per
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covered member as determined by HHS. While all commercial medical plans, including self-funded plans, are required
to fund the reinsurance entity, only fully-insured non-grandfathered plans in the individual commercial market will be
eligible for recoveries if individual claims exceed a specified threshold. Accordingly, we account for transitional
reinsurance contributions associated with all commercial medical health plans other than non-grandfathered individual
plans as an assessment in general and administrative expenses in our consolidated statement of income. We account for
contributions made by individual commercial plans which are subject to recoveries as contra-health plan services
premium revenue, and we account for any recoveries as contra-health plan services expense in our consolidated
statements of income with a corresponding current or long-term receivable or payable.

Risk Adjustment-The risk adjustment provision applies to individual and small group business both within and
outside the exchange and requires measurement of the relative health status risk of each insurer’s pool of insured
enrollees in a given market. The risk adjustment provision then operates to transfer funds from insurers whose pools of
insured enrollees have a lower-than-average risk scores to those insurers whose pools have greater-than-average risk
scores. Our estimate for the risk adjustment incorporates our risk scores by state and market relative to the market
average using data provided by the participating insurers and available information about the HHS model. This
information is consistent with our knowledge and understanding of market conditions.

As part of our ongoing estimation process, we consider information as it becomes available at interim dates along
with our actuarially determined expectations, and we update our estimates incorporating such information as
appropriate.

We estimate and recognize adjustments to our health plan services premium revenue for the risk adjustment
provision by projecting our ultimate premium for the calendar year. Such estimated calendar year amounts are
recognized ratably during the year and are revised each period to reflect current experience. We record receivables and/
or payables and classify the amounts as current or long-term in the consolidated balance sheets based on the timing of
expected settlement.

Risk Corridor-The temporary risk corridor program will be in place for three years and applies to individual and
small group business operating both inside and outside of the exchanges. The risk corridor provisions limit health
insurers' gains and losses by comparing allowable medical costs to a target amount, each defined/prescribed by HHS,
and sharing the risk for allowable costs with the federal government. Variances from the target exceeding certain
thresholds may result in HHS making additional payments to us or require us to make payments to HHS.

We estimate and recognize adjustments to our health plan services premium revenue for the risk corridor
provision by projecting our ultimate premium for the calendar year. Such estimated calendar year amounts are
recognized ratably during the year and are revised each period to reflect current experience, including changes in risk
adjustment and reinsurance recoverables. We record receivables or payables and classify the amounts as current or long-
term in the consolidated balance sheets based on the timing of expected settlement.

The final reconciliation and settlement with HHS of the premium and cost sharing subsidies and the amounts
related to the 3Rs for the current year will be completed in the following year with HHS.

Government Contracts

On April 1, 2011, we began delivery of administrative services under our T-3 contract. For additional information
on our T-3 contract, see "—Government Contracts Reportable Segment."

Under the T-3 contract for the TRICARE North Region, we provide various types of administrative services,
including: provider network management, referral management, medical management, disease management,
enrollment, customer service, clinical support service, and claims processing. We also provided assistance in the
transition into the T-3 contract, and will provide assistance in any transition out of the T-3 contract. These services are
structured as cost reimbursement arrangements for health care costs plus administrative fees earned in the form of fixed
prices, fixed unit prices, and contingent fees and payments based on various incentives and penalties.

In accordance with GAAP, we evaluate, at the inception of the contract and as services are delivered, all
deliverables in the service arrangement to determine whether they represent separate units of accounting. The delivered
items are considered separate units of accounting if the delivered items have value to the customer on a standalone basis
(i.e., they are sold separately by any vendor) and no general right of return exists relative to the delivered item. While
we identified two separate units of accounting within the T-3 contract, no determination of estimated selling price was
performed because both units of accounting are performed ratably over the option periods and, accordingly, the same
methodology of revenue recognition applies to both units of accounting.
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Therefore, we recognize revenue related to administrative services on a straight-line basis over the option period,
when the fees become fixed and determinable.

The T-3 contract includes various performance-based incentives and penalties. For each of the incentives or
penalties, we adjust revenue accordingly based on the amount that we have earned or incurred at each interim date and
are legally entitled to in the event of a contract termination.

Revenues and expenses associated with the T-3 contract are reported as part of government contracts revenues
and government contracts expenses, respectively, in the consolidated statements of operations and included in our
Government Contracts reportable segment.

Amounts receivable under government contracts are comprised primarily of contractually defined billings,
accrued contract incentives under the terms of the contract and amounts related to change orders for services not
originally specified in the contract. Pursuant to our T-3 contract, the government has the right to unilaterally modify the
contract in certain respects by issuing change orders directing us to implement terms or services that were not originally
included in the contract. Following receipt of a change order, we have a contractual right to negotiate an equitable
adjustment to the contract terms to account for the impact of the change order. We start to perform under such change
orders and begin to incur associated costs after we receive the government's unilateral modification, but before we have
negotiated the final scope and/or value of the change order. In these situations, costs are expensed as incurred, and we
estimate and record revenue when we have met all applicable revenue recognition criteria. These criteria include the
requirements that change order amounts are determinable, that we have performed under the change orders, and that
collectability of amounts payable to us is reasonably assured.

Reserves For Contingent Liabilities

In the course of our operations, we are involved on a routine basis in various disputes with members, health care
providers, and other entities or individuals, as well as audits or investigations by government agencies and elected
officials that relate to our services and/or business practices that expose us to potential losses.

We recognize an estimated loss, which may represent damages, assessment of regulatory fines or penalties,
settlement costs, future legal expenses or a combination of the foregoing, as appropriate, from such loss contingencies
when it is both probable that a loss will be incurred and the amount of the loss can be reasonably estimated. Our loss
estimates are based in part on an analysis of potential results, the stage of the proceedings, consultation with outside
counsel and any other relevant information available.

Goodwill and Other Intangible Assets

Goodwill and other intangible assets arise primarily as a result of various business acquisitions. Goodwill consists
of the excess of the cost of acquisitions over the tangible and intangible assets acquired and liabilities assumed. Other
intangible assets consist of identifiable intangible assets acquired and the value of provider networks and customer
relationships, which are all subject to amortization.

On November 2, 2014, we signed a definitive master services agreement with Cognizant to provide certain
services to us. In connection with this agreement, we have agreed to sell certain software assets and related intellectual
property ("software system assets") we own to Cognizant. The transaction, including the related asset sale, is subject to
the receipt of required regulatory approvals. See "—Cognizant Transaction" and Note 3 to our consolidated financial
statements for additional information regarding our agreements with Cognizant. Because the sale of these software
system assets meets the definition of a sale of a business under GAAP, as of September 30, 2014, we re-allocated $7
million of goodwill based on relative fair values of the Western Region Operations reporting unit with and without the
impact of the business to be sold. Our measurement of fair values is based on a combination of the discounted total
consideration expected to be received in connection with the services and asset sale agreements, income approach based
on a discounted cash flow methodology, and replacement cost methodology. After the reallocation of goodwill, we
performed a two-step impairment test to determine the existence of any impairment and the amount of the impairment.
In the first step, we compared the fair values to the related carrying value and concluded that the carrying value of the
business to be sold was impaired; however, we determined that the carrying value of the Western Region Operations
reporting unit was not impaired. In the second step, we measured the impairment amount by comparing the implied
value of the allocated goodwill to the carrying amount of such goodwill. Based on the results of our Step 2 test, we
concluded that the implied value of the goodwill allocated to the business to be sold was zero, which resulted in an
impairment charge for the total carrying value of the allocated goodwill of $7 million. See Note 7 to our consolidated
financial statements for additional goodwill fair value measurement information.
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We perform our annual impairment test on our recorded goodwill as of June 30 or more frequently if events or
changes in circumstances indicate that we might not recover the carrying value of these assets for each of our reporting
units. We performed our annual impairment test on our goodwill and other intangible assets as of June 30, 2014 for our
Western Region Operations reporting unit, and no impairment was identified. We performed a two-step impairment test
to determine the existence of impairment and the amount of the impairment. In the first step, we compared the fair
values to the related carrying values and concluded that the carrying value of the Western Region Operations was not
impaired. As a result, the second step was not performed. We also re-evaluated the useful lives of our other intangible
assets and determined that the current estimated useful lives were properly reflected.

Due to the many variables inherent in the estimation of a business’s fair value and the relative size of recorded
goodwill, changes in assumptions may have a material effect on the results of our impairment test. The discounted cash
flows and market participant valuations (and the resulting fair value estimates of the Western Region Operations
reporting unit) are sensitive to changes in assumptions including, among others, certain valuation and market
assumptions. Changes to any of these assumptions could cause the fair value of our Western Region Operations
reporting unit to be below its carrying value. The ratio of the fair value of our Western Region Operations reporting unit
to its carrying value was approximately 224% and 149% as of September 30, 2014 and June 30, 2013, respectively.

Recoverability of Long-Lived Assets and Investments

We periodically assess the recoverability of our long-lived assets including property and equipment and other
long-term assets and investments where events and changes in circumstances would indicate that we might not recover
the carrying value as follows:

Long-lived Assets Held and Used

We test long-lived assets or asset groups for recoverability when events or changes in circumstances indicate that
their carrying amount may not be recoverable. Circumstances which could trigger a review include, but are not limited
to: significant decreases in the market price of the asset, significant adverse changes in the business climate or legal
factors, current period cash flow or operating losses combined with a history of losses or a forecast of continuing losses
associated with the use of the asset and current expectation that the asset will more likely than not be sold or disposed
of significantly before the end of its estimated useful life.

If we identify an indicator of impairment, we assess recoverability by comparing the carrying amount of the asset
to the sum of the undiscounted cash flows expected to result from the use and the eventual disposal of the asset. An
impairment loss is recognized when the carrying amount is not recoverable and is measured as the excess of carrying
value over fair value.

In connection with the Cognizant Transaction, we classified certain software systems assets as held-for-sale. As
of December 31, 2014, we had classified software systems assets with a total net book value of $130.2 million as assets
held for sale. We assessed the recoverability of these assets held for sale and as a result, we recorded $80.2 million in
asset impairments during the year ended December 31, 2014. See Note 3 for more information regarding assets held for
sale and the Cognizant Transaction. In addition, we recorded an asset impairment of $1.3 million during the year ended
December 31, 2014 for internally developed software.

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
the Income Taxes Topic of the Financial Accounting Standards Board ("FASB") codification. 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 all of the positions as
filed. Accordingly, we maintain a liability for the estimated amount of contingent tax challenges by taxing authorities
upon examination. We analyze the amount at which each tax position meets a “more likely than not” standard for
sustainability upon examination by taxing authorities. Only tax benefit amounts meeting or exceeding this standard will
be reflected in tax provision expense and deferred tax asset balances. Any difference between the amounts of tax
benefits reported on tax returns and tax benefits reported in the financial statements is recorded as a liability for
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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.

In 2015, due to the non-deductibility of the health insurer fee for federal income tax purposes, we expect our full-
year effective income tax rate will exceed 50%. See "Overview—Health Care Reform Legislation and Implementation”
and "—Results of Operations—Income Tax Provision" above.

Item 7A. 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/or market conditions 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 changes in an issuer’s
credit rating or credit perception that may affect the value of financial instruments.

We attempt to manage the interest rate risks related to our investment portfolios by actively managing the asset
duration of our investment portfolios. The overall goal for the investment portfolios is to provide a source of liquidity
and support the ongoing operations of our business units. Our philosophy is to actively manage assets to maximize total
return over a multiple-year time horizon, subject to appropriate levels of risk. Each business unit has additional
requirements with respect to liquidity, current income and contribution to surplus. We manage these risks by setting risk
tolerances, targeting asset-class allocations, diversifying among assets and asset characteristics, and using performance
measurement and reporting.

We use a value-at-risk (“VAR”) model, which follows a variance/co-variance methodology, to assess the market
risk for our investment portfolio. VAR is a method of assessing investment risk that uses standard statistical techniques
to measure the worst expected loss in the portfolio over an assumed portfolio disposition period under normal market
conditions. The determination is made at a given statistical confidence level.

We assumed a portfolio disposition period of 30 days with a confidence level of 95% for the computation of VAR
for 2014. The computation further assumes that the distribution of returns is normal. Based on such methodology and
assumptions, the computed VAR was approximately $9.3 million as of December 31, 2014,

Our calculated VAR exposure represents an estimate of reasonably possible net losses that could be recognized on
our investment portfolios assuming hypothetical movements in future market rates and are not necessarily indicative of
actual results which may occur. It does not represent the maximum possible loss nor any expected loss that may occur,
since actual future gains and losses will differ from those estimated, based upon actual fluctuations in market rates,
operating exposures, and the timing thereof, and changes in our investment portfolios during the year.

Except for those securities held by trustees or regulatory agencies (see Note 2 to our consolidated financial
statements), all of our investment securities are designated as “available-for-sale” assets. As such, they are reflected at
their estimated fair value, with the difference between cost and estimated fair value reflected in accumulated other
comprehensive income, net of tax, a component of Stockholders’ Equity (see Note 4 to our consolidated financial
statements). All of our investment securities are fixed income securities. Approximately 24% of our available-for-sale
investment securities are asset-backed securities ("ABS")/mortgage-backed securities ("MBS"). Approximately 50% of
the ABS/MBS are agency securities. Therefore, we believe that our exposure to credit-related market value risk for our
MBS is limited. Generally, in a rising interest rate environment, the estimated fair value of fixed income securities
would be expected to decrease; conversely, in a decreasing interest rate environment, the estimated fair value of fixed
income securities would be expected to increase. However, these securities may be negatively impacted by illiquidity in
the market. The recent disruptions in the credit markets have negatively impacted the liquidity of investments.
However, such disruptions did not have a material impact to the liquidity of our investments. A worsening of credit
market function or sustained market downturns could have negative effects on the liquidity and value of our investment
assets.

Borrowings under our revolving credit facility, which totaled $100.0 million as of December 31, 2014, are subject
to variable interest rates. For additional information regarding our revolving credit facility, see “—Management’s
Discussion and Analysis of Financial Condition and Results of Operations—Liquidity and Capital Resources.” Our
floating rate borrowings, if any, are presumed to have equal book and fair values because the interest rates paid on these
borrowings, if any, are based on prevailing market rates.
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The fair value of our fixed rate borrowing, which consists of only our Senior Notes, as of December 31, 2014 was
approximately $437.0 million, which was based on quoted market prices. Where quoted market prices were not readily
available, fair values were estimated using valuation methodologies based on available and observable market
information. Such valuation methodologies include reviewing the value ascribed to the most recent financing,
comparing the security with securities of publicly traded companies in a similar line of business, and reviewing the
underlying financial performance including estimating discounted cash flows. The following table presents the expected
cash outflows relating to market risk sensitive debt obligations as of December 31, 2014. These cash outflows include
expected principal and interest payments consistent with the terms of the outstanding debt as of December 31, 2014.

2015 2016 2017 2018 2019 Thereafter Total
(Amounts in millions)

Fixed-rate borrowing:

Principal.......cccccovvvecienienns $ — $ — $400.0 $ — $ — $ — $400.0
Interest .....coevveeeveevieeeieennen. 25.5 25.5 10.7 — — — 61.7
Cash outflow on fixed-rate
bOITOWING .....ooovvverecee. $ 255 § 255 ¢4107 § — § — § — $46l7
Variable-rate borrowing:
Principal........ccocovvevveennnn. $ — $1000 § — $ — $ — $§ — $1000
INEETeSt ....vveeeeeveveeerernne 1.8 2.0 — — — — 3.8
Cash outflow on variable-rate
DOrTOWING ....ocvvevievieieeiieciene, $ 1.8 $102.0 $ — $ — $ — $ — s$1038
Total cash outflow on borrowings § 27.3 $127.5 $410.7 $ — $ — $ — $565.5

Item 8. Financial Statements and Supplementary Data.

The financial statements listed on the accompanying Index to Consolidated Financial Statements set forth on page
F-1 and covered by the Report of Independent Registered Public Accounting Firm are incorporated in this Item 8 by
reference and filed as part of this Annual Report on Form 10-K.

Item 9. Changes in and Disagreements with Accountants on Accounting and Financial Disclosure.

Not applicable.
Item 9A. 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.

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 the design and operation 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 the design and operation 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.
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Management’s Report on Internal Control Over Financial Reporting

Our management is responsible for establishing and maintaining adequate internal control over financial reporting,
as such term is defined in Rules 13a-15(f) and 15d-15(f) under the Exchange Act. Our management, under the supervision
and with the participation of our principal executive officer and principal financial officer, conducted an evaluation of the
effectiveness of our internal control over financial reporting based on the framework in Internal Control—Integrated
Framework (2013) issued by the Committee of Sponsoring Organizations of the Treadway Commission. Based on its
evaluation, management concluded that our internal control over financial reporting was effective as of December 31,
2014.

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

Deloitte & Touche, LLP, the independent registered public accounting firm that audited the financial statements
included in this Annual Report on Form 10-K, has issued an attestation report on our internal control over financial
reporting as of December 31, 2014, which is included herein.

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 fourth quarter ended December 31, 2014 that have
materially affected, or are reasonably likely to materially affect, the Company’s internal control over financial reporting.
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

To the Board of Directors and Stockholders of
Health Net, Inc.
Woodland Hills, California

We have audited the internal control over financial reporting of Health Net, Inc. and subsidiaries (the "Company") as
of December 31, 2014, based on criteria established in Internal Control - Integrated Framework (2013) issued by the
Committee of Sponsoring Organizations of the Treadway Commission. The Company's management is responsible for
maintaining effective internal control over financial reporting and for its assessment of the effectiveness of internal control
over financial reporting, included in the accompanying Management’s Report on Internal Control over Financial
Reporting. Our responsibility is to express an opinion on the Company's internal control over financial reporting based on
our audit.

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

A company's internal control over financial reporting is a process designed by, or under the supervision of, the
company's principal executive and principal financial officers, or persons performing similar functions, and effected by the
company's board of directors, management, and other personnel to provide reasonable assurance regarding the reliability of
financial reporting and the preparation of financial statements for external purposes in accordance with accounting
principles generally accepted in the United States of. America (“generally accepted accounting principles”). A company's
internal control over financial reporting includes those policies and procedures that (1) pertain to the maintenance of
records that, in reasonable detail, accurately and fairly reflect the transactions and dispositions of the assets of the
company; (2) provide reasonable assurance that transactions are recorded as necessary to permit preparation of financial
statements in accordance with generally accepted accounting principles, and that receipts and expenditures of the company
are being made only in accordance with authorizations of management and directors of the company; and (3) provide
reasonable assurance regarding prevention or timely detection of unauthorized acquisition, use, or disposition of the
company's assets that could have a material effect on the financial statements.

Because of the inherent limitations of internal control over financial reporting, including the possibility of collusion
or improper management override of controls, material misstatements due to error or fraud may not be prevented or
detected on a timely basis. Also, projections of any evaluation of the effectiveness of the internal control over financial
reporting to future periods are subject to the risk that the controls may become inadequate because of changes in
conditions, or that the degree of compliance with the policies or procedures may deteriorate.

In our opinion, the Company maintained, in all material respects, effective internal control over financial reporting as
of December 31, 2014, based on the criteria established in Internal Control - Integrated Framework (2013) issued by the
Committee of Sponsoring Organizations of the Treadway Commission.

We have also audited, in accordance with the standards of the Public Company Accounting Oversight Board (United
States), the consolidated financial statements and financial statement schedule as of and for the year ended December 31,
2014, of the Company, and our report dated February 27, 2015, expressed an unqualified opinion on those financial
statements and financial statement schedule.

/s/  DELOITTE & TOUCHE, LLP

Los Angeles, California
February 27, 2015
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Item 9B. Other Information.

None.
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PART IIT

Item 10. Directors, Executive Officers of the Registrant and Corporate Governance.

The information required by this Item as to (1) directors and executive officers of the Company and
(2) compliance with Section 16(a) of the Securities Exchange Act of 1934 is set forth in the Company’s definitive proxy
statement for its 2015 Annual Meeting of Stockholders (the "Proxy Statement"), which will be filed with the SEC
within 120 days of December 31, 2014. Such information is incorporated herein by reference and made a part hereof.
We have adopted a Code of Business Conduct and Ethics that applies to our employees, directors and officers, including
our principal executive officer, principal financial officer and principal accounting officer. The Code of Business
Conduct and Ethics is posted on our Internet web site, www. healthnet.com. We intend to post on our Internet web site
any amendment to or waiver from the Code of Business Conduct and Ethics that applies to our principal executive
officer, principal financial officer or principal accounting officer and that is required to be disclosed under applicable
rules and regulations of the SEC.

Item 11. Executive Compensation.

The information required by this Item is set forth in the Proxy Statement, which will be filed with the SEC within
120 days of December 31, 2014. Such information is incorporated herein by reference and made a part hereof.
Item 12. Security Ownership of Certain Beneficial Owners and Management and Related Stockholder Matters.

The information required by this Item is set forth in the Proxy Statement, which will be filed with the SEC within
120 days of December 31, 2014. Such information is incorporated herein by reference and made a part hereof.

Item 13. Certain Relationships and Related Transactions, and Director Independence.

The information required by this Item is set forth in the Proxy Statement, which will be filed with the SEC within
120 days of December 31, 2014. Such information is incorporated herein by reference and made a part hereof.

Item 14. Principal Accountant Fees and Services.

The information required by this Item is set forth in the Proxy Statement, which will be filed with the SEC within
120 days of December 31, 2014. Such information is incorporated herein by reference and made a part hereof.
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PART IV
Item 15. Exhibits and Financial Statement Schedule.
(a) Financial Statements, Schedule and Exhibits

1. Financial Statements

The financial statements listed on the accompanying Index to Consolidated Financial Statements set forth on page
F-1 and covered by the Report of Independent Registered Public Accounting Firm are incorporated into this Item 15(a)
by reference and filed as part of this Annual Report on Form 10-K.

2. Financial Statement Schedule

The financial statement schedule listed on the accompanying Index to Consolidated Financial Statements set forth
on page F-1 and covered by the Report of Independent Registered Public Accounting Firm are incorporated into this
Item 15(a) by reference and filed as part of this Annual Report on Form 10-K.

3. Exhibits

The exhibits listed in the Exhibit Index, which appears immediately following the Consolidated Financial
Statements Schedule and is incorporated herein by reference, are filed as part of this Annual Report on Form 10-K.

107



SIGNATURES

Pursuant to the requirements of Section 13 or 15(d) of the Securities Exchange Act of 1934, the registrant has
duly caused this report to be signed on its behalf by the undersigned thereunto duly authorized.

HEALTH NET, INC.

By: /s/ JAMES E. WOYS

James E. Woys
Chief Financial and Operating Officer

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

Signature Title Date
/S/ JAY M. GELLERT President and Chief Executive February 27, 2015
Jay M. Gellert Officer and Director (Principal
Executive Officer)
/s/ JAMES E. WoYs Executive Vice President, Chief February 27, 2015
James E. Woys Financial and Operating Officer and

Interim Treasurer (Principal
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/S/" MARIE MONTGOMERY Senior Vice President and February 27, 2015
Marie Montgomery Corporate Controller (Principal
Accounting Officer)
/s/  MARY ANNE CITRINO Director February 27, 2015

Mary Anne Citrino

/s/ THEODORE F. CRAVER, JR. Director February 27, 2015

Theodore F. Craver, Jr.

/S/ VICKI B. ESCARRA Director February 27, 2015
Vicki B. Escarra

/S/" GALE S. FITZGERALD Director February 27, 2015
Gale S. Fitzgerald

/s/ PATRICK FOLEY Director February 27, 2015
Patrick Foley
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/S/' DOUGLAS M. MANCINO Director February 27, 2015
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/S/" BRUCE G. WILLISON Director February 27, 2015
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Frederick C. Yeager
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

To the Board of Directors and Stockholders of
Health Net, Inc.
Woodland Hills, California

We have audited the accompanying consolidated balance sheets of Health Net, Inc. and subsidiaries (the
"Company") as of December 31, 2014 and 2013, and the related consolidated statements of income, comprehensive
income, stockholders' equity, and cash flows for each of the three years in the period ended December 31, 2014. Our
audits also included the consolidated financial statement schedule listed in the index at page F-1. These consolidated
financial statements and consolidated financial statement schedule are the responsibility of the Company's management.
Our responsibility is to express an opinion on the consolidated financial statements and consolidated financial statement
schedule based on our audits.

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

In our opinion, such consolidated financial statements present fairly, in all material respects, the financial position
of the Company as of December 31, 2014 and 2013, and the results of its operations and its cash flows for each of the
three years in the period ended December 31, 2014, in conformity with accounting principles generally accepted in the
United States of America. Also, in our opinion, such consolidated financial statement schedule, when considered in
relation to the basic consolidated financial statements taken as a whole, present fairly, in all material respects, the
information set forth therein.

We have also audited, in accordance with the standards of the Public Company Accounting Oversight Board
(United States), the Company's internal control over financial reporting as of December 31, 2014, based on the criteria
established in Internal Control - Integrated Framework (2013) issued by the Committee of Sponsoring Organizations of
the Treadway Commission and our report dated February 27, 2015 expressed an unqualified opinion on the Company's
internal control over financial reporting.

/s/  DELOITTE & TOUCHE LLP

Los Angeles, California
February 27, 2015
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HEALTH NET, INC.

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

Year Ended December 31,
2014 2013 2012

Revenues

Health plan services premiums..........c.eeveeeerveeeeerieereeseeniesseeseeseenens $ 13,361,170 § 10,377,073 § 10,459,098

GOVEINMENE CONLIACES ........veveererrereecereseesisieseesesssseseeseeses s eeseenens 603,975 572,266 689,121

Net INVESTMENT INCOME ...couvieeeniiriieieriienieeitenieeete ettt saeenees 45,166 69,613 82,434

Administrative services fees and other InCome ............ccccvvveeeennnee.. (1,725) 34,791 17,968

Divested operations and SEIrviCes rEVENUEL ........c.ccveevverveerverreerverieennns — — 40,471

TOtAl TEVENUES ..o 14,008,586 11,053,743 11,289,092

Expenses

Health plan services (excluding depreciation and amortization)...... 11,307,751 8,886,547 9,316,313

GOVErNMENE CONLIACES ......voveeeresereececee e ses s s 536,643 502,918 605,074

General and admINIStratiVe ..........coeveeerereneneneneeeeeeeeeeeeaeae 1,552,364 1,083,694 939,940

SEIING ..ottt 262,338 239,428 245,925

Depreciation and amortization.................ccoooevevreeeeeerereeeeeeeeenn. 29,786 38,589 31,146

TIUETESE oot 31,376 32,014 33,220

Divested operations and SEIrvices EXPENSEes .........eevverveereereeereereenens - - 85,824

ASSCt IMPAITMENL ..c.vvevvieeieiieeieieetesieetesieeae e eae e esesseesaesseessesseenses 88,536 — —

TOtal EXPENSES ........veveveeeeeeeeeeeeeeeeeeee e 13,808,794 10,783,790 11,257,442

Income from continuing operations before income taxes.............ccocveee.. 199,792 269,953 31,650
INCOME tAX PrOVISION ....vieuiieiieiieeietieiesieeteseete st ebeseee b e eesesseessesseensesseennas 54,163 99,827 5,969
Income from continuing OPErations .............cceeeeveerreereesreereereereereeveereennes 145,629 170,126 25,681
Discontinued operations:
(Loss) income from discontinued operation, net of tax ...........cccceeeverueennnne — — (18,452)
Gain on sale of discontinued operation, net of taX.........c.ccoevveeeerceennenne. — — 114,834
Income from discontinued operation, net of tax ........c.ccecveevvercveereennennen. — — 96,382
NEEIICOIMIE ..ottt e e e e e e e e e e eeeeeeeeeeeeeeeesnennes $ 145,629 $ 170,126 $ 122,063
Net income per share—basic:

Income from continuing OpPerations..............cocveveveveveerereeesseresnenenas $ 183 $ 2.14 % 0.31

Income from discontinued operation, net of tax............ccococeveeennen. $ — 3 $ 1.18

Net income per share—Dbasic .........cccceeveivveieveieieieeeceeeeee e, $ 183 % 2.14 % 1.49
Net income per share—diluted:

Income from continuing OPErations...........coceeveveverereerereeerseesserenas $ 1.80 § 212§ 0.31

Income from discontinued operation, net of tax..........cccceceeevecerennene $ — § — § 1.16

Net income per share—diluted.............c.ccooveieeieiieiieeeeeeeee, $ 1.80 $ 2,12 $ 1.47
Weighted average shares outstanding:

BASIC 1.vvovieoieiee i 79,602 79,455 82,158

DiIULEA ..ot 80,777 80,404 83,112

See accompanying notes to consolidated financial statements.



HEALTH NET, INC.

CONSOLIDATED STATEMENTS OF COMPREHENSIVE INCOME
(Amounts in thousands)

Year Ended December 31,
2014 2013 2012
NEEINICOMIE ...ttt ettt e e e eae e ens $ 145,629 $ 170,126 $ 122,063
Other comprehensive income before tax:
Unrealized gains (losses) on investments available-for-sale:
Unrealized holding gains (losses) arising during the
PEIIOA .ttt 59,073 (78,217) 65,462
Less: Reclassification adjustments for gains included in
CAIMINES ...e.vvevveeienreeereteeeeesseeseesseeseesseeseesseessesseessesseessesseas (2,710) (23,975) (36,680)
Unrealized gains (losses) on investments available-for-sale,
TIEE ..ottt ettt ettt sttt ettt b e bbb eebe b e e s 56,363 (102,192) 28,782
Defined benefit pension plans:
Prior service cost arising during the period...........c.ccceeeee. — 607 —
Net (loss) gain arising during the period.............ccoeeuenenee. (11,893) 7,294 (646)
Less: Amortization of prior service cost and net loss
included in net periodic pension Cost...........cceevverveernennen. 600 2,572 4,152
Defined benefit pension plans, net...........cccoceeevevieeiieveceeieeneans (11,293) 10,473 3,506
Other comprehensive income (loss), before tax..........c.ceceeevenenee. 45,070 (91,719) 32,288
Income tax expense (benefit) related to components of other
COMPIENeNSIVe INCOME ......ocueevreeieiieierieeie et 15,464 (31,868) 21,936
Other comprehensive income (1oss), net of taX...........cceeeveeeeennnee. 29,606 (59,851) 10,352
Comprehensive INCOME .........c..ccveeveeeueereeireeieeereeeeereere e ereeereenes $ 175235 $ 110,275 $ 132,415

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

CONSOLIDATED BALANCE SHEETS
(Amounts in thousands, except per share data)

December 31,

2014 2013
ASSETS
Current Assets:
Cash and cash @qUIVALENES................cccovoveveieeeeeeeeeeeeeee e eeeee s s sees e seseeseneesas $ 869,133 § 433,155
Investments-available-for-sale (amortized cost: 2014-$1,777,404, 2013-$1,602,456) 1,791,060 1,567,020
Premiums receivable, net of allowance for doubtful accounts (2014-$1,671, 2013-

D43 ettt ettt et e et ettt ettt e ereete e eaea 951,935 430,012
Amounts receivable under gOVernment CONLrACES ..........cowuevreeerrierrirerreeurieerereeeereeennes 150,546 194,041
OhET TECEIVADIES. ... 424,910 68,919
DETRITEA TAXES ..eivvieeiieeiieiieeie ettt ettt ettt et e et e e bt e st e ebeesabeebeesaseesaessseenseassseenses 57911 94,060
ASSEts held fOT SALE .....c..cueviiiirieiiiiccee s 50,000 —
ONET ASSELS .....voveveeeeeeeeeeeee et ee et s s en s s en e s s ss e seneseneeeas 220,122 132,683

TOtAl CUITENE ASSELS ...t ese s ese s se e s s 4,515,617 2,919,890
Property and eqUIPMENnt, NET..........cceeieiiirieiieiese ettt ettt eneas 84,328 201,395
GOOAWILL..... oo 558,886 565,886
Other Intangible aSSELS, NEL........cveviiiieriiiieriecieie ettt te ettt esseseaestesrbesbesssesseessensaens 11,822 13,842
DEFEITEA LAXES ... ees e 33,081 5,793
Investments-available-for-sale-noncurrent (amortized cost: 2014-$5,474, 2013-$67,943). 4,570 59,768
Other NONCUITENE ASSELS ..........voveeeeeeeeeeeeeeseeeeeeeeeseee s eseseese s e s sees s s s s seese s seeseseseseseas 187,630 162,551
TOtAl ASSELS.......eoveveeeeeeeeeeee e ee e e s ee s se s e e $ 5,395,934 § 3,929,125
LIABILITIES AND STOCKHOLDERS’ EQUITY
Current Liabilities:

Reserves for claims and other SEttlements..............c.o.oveveveveeeveeeeeeeeeeeeeeeeeeeneeeeae $ 1,896,035 $ 984,075

Health care and other costs payable under government contracts............cccceeveeeuennenne 71,988 72,098

Unearned PIEMIUIIS ............covvueveeeeeeeeeeeeeeeeeeeeeeseeee s sesessesesseseeeeseseeseseesseeneeen 96,106 123,969

Accounts payable and other Habilities..........ccoevvervieierieciene et 880,374 397,036
Total CUTTENt HADIIIHIES. ..........ovveeeeeceeeceeeeeeeeeeeeee e 2,944,503 1,577,178
SENIOT NOLES PAYADIC. ... 399,504 399,300
Borrowings under revolving credit fACIIItY ............co.coovuoveevreeceereeeeseeeeeeseeeeeee e 100,000 100,000
DETRITEA TAXES ..vveeieeiiecieeiiecie ettt ettt e re et e et e e s e e et e e teesaaeebeesabeesseessseenseessseenseansneenses - 10,409
Other nONCUTTENt HADILIIES. ...........o..ovoveeeeveceeeeeeeeeeeeee e 242,705 213,427
TOtAl LAADIIIEES. .....vvoveoeoeeieie s 3,686,712 2,300,314
Commitments and contingencies
Stockholders’ Equity:

Preferred stock ($0.001 par value, 10,000 shares authorized, none issued and

OULSTANAINE ). ...ttt ettt ettt ettt eb e sb e b b e nes - -
Common stock ($0.001 par value, 350,000 shares authorized; issued 2014-152,451

shares; 2013-150,224 SHATES)............o.cvvevrveereeeeeeeeeeseeseeseeseses e ssess s 153 150
Additional paid-in CAPItAl ...........c.coovviveeeeeeeeee e 1,444,705 1,377,624
Treasury common stock, at cost (2014-74,378 shares of common stock;

2013-70,704 shares of cOMMmMON StOCK) .......eevveveerierieieiieiecieieeeee e (2,341,652)  (2,179,744)
REtAiNed CAIMINES. .........v.veeeeieeeeeeeeeeeeeeee e 2,609,277 2,463,648
Accumulated other comprehensive (10S8) INCOME........coeeruirieriiiieiieieieeeseeeeee (3,261) (32,867)

Total Stockholders” EQUITY.......couveriirieieiieeeieseee ettt 1,709,222 1,628,811
Total Liabilities and Stockholders” EQUILY........ccceecveriiecieriieiiinieieciee e $ 5,395,934 § 3,929,125

See accompanying notes to consolidated financial statements.
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Balance as of January 1,

Net income..........c..cu.e....

HEALTH NET, INC.

CONSOLIDATED STATEMENTS OF STOCKHOLDERS’ EQUITY

20012

Other comprehensive iNCOME ...........ooeveruerieerieireneereeeeeeeenes

Exercise of stock options and vesting of restricted stock units ......

Share-based compensation EXPEnSe..........eeververreereerieierienierenenenee

Tax benefit related to equity compensation plans............cccceeeueneee.

Repurchases of common StOCK ..........c.ecvevverenerirereeieieniesenienns

Balance as of January 1,

Net income..........c..cve....

Other comprehensive loss

2013

Exercise of stock options and vesting of restricted stock units ......

Share-based compensation EXpense............coceerveuerrererrerierenrereeennen

Tax detriment related to equity compensation plans......................

Repurchases of common StOCK ..........ceeverrereeeeerienierieiesieseseneens

Balance as of January 1,

Net income.......c.ccceueueeneee
Other comprehensive income

2014

Exercise of stock options and vesting of restricted stock units ......

Share-based compensation EXPENSE........c.erverveereeieieverrereererenenes

Tax benefit related to equity compensation plans..............cccveruennen.

Repurchases of common StockK .........c.ceovvereereninenecnieeeneeene
Balance as of December 31,2014................cccooeiviiiiiiiiiiieeenes

(Amounts in thousands)

Common Stock Accumulated
Common Stock Additional Held in Treasury Other
Paid-In Retained Comprehensive
Shares Amount Capital Shares Amount Earnings Income (Loss) Total

146,804 $ 147 $ 1,278,037 (64,847) $ (2,023,129) $2,171,459 $ 16,632 $ 1,443,146
122,063 122,063

10,352 10,352

1,923 2 16,940 16,942
28,893 28,893

5,130 5,130
(2,579) (69,496) (69,496)

148,727 $ 149 $ 1,329,000 (67,426) $ (2,092,625) $2,293,522 § 26,984 $ 1,557,030
170,126 170,126
(59,851) (59,851)

1,497 1 20,070 20,071
29,930 29,930

(1,376) (1,376)

(3,278) (87,119) (87,119)

150,224 $ 150 $ 1,377,624 (70,704) $ (2,179,744) $2,463,648 $ (32,867) § 1,628,811
145,629 145,629

29,606 29,606

2,227 3 37,651 37,654
28,334 28,334

1,096 1,096

(3,674) (161,908) (161,908)

152,451 $ 153 §$ 1,444,705 (74,378) $ (2,341,652) $2,609,277 $ (3,261) $ 1,709,222

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

CONSOLIDATED STATEMENTS OF CASH FLOWS
(Amounts in thousands)

Year Ended December 31,
2014 2013 2012
CASH FLOWS FROM OPERATING ACTIVITIES:
INEE INCOIMIE ... vttt ettt ettt e et e et et eaeeeeeaseneenneeas $ 145,629 $ 170,126 $ 122,063
Adjustments to reconcile net income to net cash provided by operating
activities:
Amortization and depreciation.............eecverveeeereereeseene st 29,786 38,589 31,146
Asset iImPaIrmMent ChArZeSs .......ccveveeieriieieriieieeeeee e e saesnesseeneneens 88,536 — —
Gain on sale of discontinued Operation.............ccecuerveecvereecreneenreseennenes — — (114,834)
Share-based COMPENSAtION EXPENSE ....evverveeerereerrerrierienreeeesreeeeseeesenens 28,334 29,930 28,893
Deferred INCOME TAXES ....coovvveiieeiiiieeieeieiieeeeeeeeeeeeeeeeeeeeeeeeeaaeeeeeeeeaaees (16,564) 8,645 8,924
Excess tax benefit on share-based compensation.............cccceeeeveereennnnne. (2,230) (620) (6,089)
Net realized gain on iNVEStMENTS .........ccevvveeereriiereeiereeee e (2,710) (24,061) (36,680)
Other ChANGES.......ccveiieeieiieieeeee et 29,838 31,539 15,158
Changes in assets and liabilities, net of effects of acquisitions and
dispositions:
Premiums receivable and unearned premiums...........cocceeeeverieneniennnns (549,786) (83,822) (212,998)
Other current assets, receivables and noncurrent assets................cce...... (444,288) 1,425 (28,374)
Amounts receivable/payable under government contracts ..................... 39,754 20,896 (8,989)
Reserves for claims and other settlements ..............coceeevvveeeieieeeenneeennen. 911,960 (53,898) 164,306
Accounts payable and other Liabilities ...........ccccvevvirveeriercieneiieieeieieas 517,742 (42,910) 70,014
Net cash provided by operating activities..........cceeeeruerierineenerieneeie e 776,001 95,839 32,540
CASH FLOWS FROM INVESTING ACTIVITIES:
Sales Of INVESTMENTS ......uvvviiiiiiiiiiiee ettt e e e e e eaaaeeeas 441,430 696,534 1,350,003
Maturities Of INVESTMENLS .........ccvviieerieeeiee e 98,901 93,225 135,394
Purchases of iINVEStMENTS........ccvieiieiiiiiiieieecie e (665,200) (722,223) (1,678,582)
Sales of property and eqUIPMENL ...........cccvervieierieienieiere e se e — — 24
Purchases of property and equipment..............ccoovevveriecieneerieseeieeeere e (62,010) (59,525) (73,101)
Net cash received from sale of BUSINESS .....ccuvvvviiiviiiiiiiiiiieeee e — — 248,238
Sales (purchases) of restricted investments and other ...........c.ccocceveeveneennnen. 2,027 (7,432) 5,466
Net cash (used in) provided by investing activities ..........cecevvereereereereeneenen. (184,852) 579 (12,558)
CASH FLOWS FROM FINANCING ACTIVITIES:
Proceeds from exercise of stock options and employee stock purchases......... 27,727 10,762 16,941
Excess tax benefit on share-based compensation.............cceeeveeverieeienieeeenenne. 2,230 620 6,089
Repurchases of common StOCK ..........coouievieriiiiiiieiicicieceeeeeee e (152,549) (77,810) (69,496)
Borrowings under financing arrangements...........coceveeeuereeieneenieneenieseeneennes — 345,000 110,000
Repayment of borrowings under financing arrangements.............cccceeeeeennene — (345,000) (122,500)
Net (decrease) increase in checks outstanding, net of deposits.............ccc........ — (23,842) 23,842
Customer funds adminiStered ..............ocveiveiieiiiiiieee e (32,579) 86,897 124,999
Net cash (used in) provided by financing activities...........cceeerverreeverreeeennenne (155,171) (3,373) 89,875
Net increase (decrease) in cash and cash equivalents.............cccevveeverieecnennen. 435,978 93,045 109,857
Cash and cash equivalents, beginning of year..........c.ccecceveevinienencenencenene. 433,155 340,110 230,253
Cash and cash equivalents, end Of YEAr ............ceeivveveririieiereieeeeeeeeeeeeeees $ 869,133 $ 433,155 $ 340,110
SUPPLEMENTAL CASH FLOWS DISCLOSURE: -
INEETESE PAIA ..ovevveieieeiceceee ettt ettt $ 29670 $ 30,789 $ 31,134
INCOME taXES PALA ...eouviiieiiieiieiieiee ettt ees 83,499 80,119 5,001
SUPPLEMENTAL SCHEDULE OF NON-CASH INVESTING AND
FINANCING ACTIVITIES:
Accretion of deferred revenues into €arnings..........ccoeceeveereereneenereeneeienienne — — 12,000

See accompanying notes to consolidated financial statements.



HEALTH NET, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

Note 1—Description of Business

nn nn

Health Net, Inc. (referred to herein as "Health Net," "the Company," "we," "us," "our" or "HNT") is a publicly
traded managed care organization that delivers managed health care services. Together with our subsidiaries, we
provide health benefits through our health maintenance organizations ("HMOs"), insured preferred provider
organizations ("PPOs"), exclusive provider organization ("EPO"), point of service ("POS") plans and indemnity
products, among others, to approximately 6.0 million individuals across the country through group, individual,
Medicare, Medicaid ("Medi-Cal" in California), the United States Department of Defense ("Department of Defense" or
"DoD"), including TRICARE, and Veterans Affairs programs. Our subsidiaries also offer managed health care products
related to behavioral health and prescription drugs. Starting in 2014, we participate in the California Coordinated Care
Initiative ("CCI") and provide health care services to individuals that are fully eligible for Medicare and Medi-Cal
benefits ("dual eligibles").

Our reportable segments are comprised of Western Region Operations and Government Contracts, each of which
is described below. On November 2, 2014, we signed a definitive master services agreement with Cognizant Healthcare
Services, LLC, a wholly owned subsidiary of Cognizant Technology Solutions Corporation ("Cognizant") to provide
certain services to us. In connection with this agreement, we have also entered into an asset purchase agreement
pursuant to which we have agreed to sell certain software assets and related intellectual property we own to Cognizant.
The transaction, including the related asset sale (the "Cognizant Transaction"), is subject to receipt of required
regulatory approvals. See Note 2 and Note 3 for more information on the Cognizant Transaction.

In connection with this Cognizant Transaction, we reviewed our reportable segments and determined that there
were no changes to our reportable segments. Effective January 1, 2013, we closed out our Divested Operations and
Services segment, which is described below. As a result of entering into a definitive agreement in January 2012 to sell
our Medicare stand-alone Prescription Drug Plan ("Medicare PDP") business, we reviewed our reportable segments in
the first quarter of 2012. Following this review, all services provided in connection with divested businesses, including
those relating to the sale of our Medicare PDP business and the Northeast Sale (as defined below), were reported as part
of our Divested Operations and Services reportable segment beginning in the first quarter of 2012. See Note 14 for a
discussion of our reportable segments.

Our health plan services are provided under our Western Region Operations reportable segment, which includes
the operations primarily conducted in California, Arizona, Oregon and Washington for our commercial, Medicare and
Medicaid health plans, our health and life insurance companies, our pharmaceutical services subsidiary and certain
operations of our behavioral health subsidiaries.

Our Government Contracts reportable segment includes our government-sponsored managed care federal
contract with the DoD under the TRICARE program in the North Region and other health care, mental health and
behavioral health government contracts. On April 1, 2011, we began delivering administrative services under the new
T-3 contract for the TRICARE North Region ("T-3 contract"). The T-3 contract for the North Region covers
Connecticut, Delaware, Illinois, Indiana, Kentucky (except Fort Campbell), Maine, Maryland, Massachusetts,
Michigan, New Hampshire, New Jersey, New York, North Carolina, Ohio, Pennsylvania, Rhode Island, Vermont,
Virginia, West Virginia, Wisconsin and the District of Columbia and portions of lowa and Missouri. The Company
provides administrative services to approximately 2.8 million Military Health System ("MHS") eligible individuals
under the T-3 contract. In addition to the beneficiaries that we service under the T-3 contract, we administer contracts
with the U.S. Department of Veterans Affairs ("VA") to manage community based outpatient clinics in one state
covering approximately 3,696 enrollees and provide behavioral health services to military families under the
Department of Defense sponsored Military and Family Life Counseling, formerly Military and Family Life Consultant,
("MFLC") program. Our Government Contracts segment also includes the services we provide under the Patient
Centered Community Care program (“PC3 Program”) contract we have with the Department of Veterans Affairs
(“VA”). See Note 2 under the heading "Government Contracts" for additional information on our T-3 contract for the
North Region, the MFLC contract and PC3 Program contract.

On April 1, 2012, we completed the sale of the business operations of our Medicare PDP business to
Pennsylvania Life Insurance Company, a subsidiary of CVS Caremark Corporation ("CVS Caremark"). Prior to the sale
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HEALTH NET, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(Continued)

of our Medicare PDP business, our Divested Operations and Services reportable segment included the operations of our
businesses that provided administrative and run-out support services to an affiliate of UnitedHealth Group Incorporated
("United") and its affiliates under administrative services and claims servicing agreements in connection with the sale
of all of the outstanding shares of capital stock of our health plan subsidiaries that were domiciled and had conducted
businesses in Connecticut, New Jersey, New York and Bermuda to United (the "Northeast Sale"). Beginning in the first
quarter of 2012, this segment also included the transition-related expenses of our divested Medicare PDP business. As
of December 31, 2012, we had substantially completed the administration and run-out of our divested businesses. See
Note 2 for additional information on our Divested Operations and Services and Note 3 for more information on the
Cognizant Transaction, the sale of our Medicare PDP business and the Northeast Sale.

Note 2—Summary of Significant Accounting Policies
Consolidation and Basis of Presentation

The consolidated financial statements include the accounts of the Company and its wholly-owned subsidiaries.
All intercompany transactions have been eliminated in consolidation.

On November 2, 2014, we signed a definitive master services agreement with Cognizant to provide certain
services to us. In connection with this agreement, we have also entered into an asset purchase agreement pursuant to
which we have agreed to sell certain software assets and related intellectual property we own to Cognizant. The
Cognizant Transaction is subject to receipt of required regulatory approvals. As of December 31, 2014, we have
classified $50.0 million, at fair value less cost to sell, in assets as assets held for sale in connection with the Cognizant
Transaction.

On April 1, 2012, we completed the sale of the business operations of our Medicare PDP business to CVS
Caremark. As a result of the sale, the operating results of our Medicare PDP business have been classified as
discontinued operations in our consolidated statements of operations for the year ended December 31, 2012.

See Note 3 for more information on the Cognizant Transaction and the sale of our Medicare PDP business.

Use of Estimates

The preparation of financial statements in conformity with United States Generally Accepted Accounting
Principles ("GAAP") requires management to make estimates and assumptions that affect the reported amounts of
assets and liabilities and disclosures of contingent assets and liabilities through the date of the issuance of the financial
statements, and the reported amounts of revenues and expenses during the reporting period. These estimates require the
Company to apply complex assumptions and judgments, and often the Company must make estimates about effects of
matters that are inherently uncertain and will likely change in subsequent periods. Actual results could differ materially
from those estimates. Principal areas requiring the use of estimates include revenue recognition, including rebates,
health care costs, including incurred but not yet reported ("IBNR'") amounts, amounts receivable or payable under the
premium stabilization programs enacted by the ACA (see "Accounting for Certain Provisions of the ACA—3Rs:
Reinsurance, Risk Adjustment and Risk Corridor" section below), reserves for contingent liabilities, amounts receivable
or payable under government contracts, goodwill and other intangible assets, recoverability of long-lived assets and
investments, and income taxes.

Health Plan Services Revenue Recognition

Health plan services premium revenues generally include HMO, PPO, EPO and POS premiums from employer
groups and individuals and from Medicare recipients who have purchased supplemental benefit coverage, for which
premiums are based on a predetermined prepaid fee, Medicaid revenues based on multi-year contracts to provide care to
Medicaid recipients, revenue under Medicare risk contracts to provide care to enrolled Medicare recipients and revenue
under our dual eligible members who are participating in the CCI. Revenue is recognized in the month in which the
related enrollees are entitled to health care services. Premiums collected in advance of the month in which enrollees are
entitled to health care services are recorded as unearned premiums.

F-9
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Under the Patient Protection and Affordable Care Act and the Health Care and Education Reconciliation Act of
2010 (collectively, the “ACA”), commercial health plans with medical loss ratios ("MLR") on fully insured products, as
calculated as set forth in the ACA, that fall below certain targets are required to rebate ratable portions of their
premiums annually. We classify the estimated rebates, if any, as a reduction to Health plan services premiums in our
consolidated statement of operations. Estimated rebates for our commercial health plans were $0 for the year ended
December 31, 2014. In addition to the rebates for the commercial health plans under the ACA, there is also a medical
loss ratio corridor for the California Department of Health Care Services ("DHCS") adult Medicaid expansion members
under the state Medicaid program in California ("Medi-Cal") beginning in 2014 and covering an 18-month period. If
our MLR for this population is below 85%, then we would have to pay DHCS a rebate. If the MLR is above 95%, then
DHCS would have to pay us additional premium. As of December 31, 2014, we have accrued $200.6 million for a
MLR rebate with respect to this population payable to DHCS. Accordingly, for the year ended December 31, 2014, we
reduced Medicaid premium revenue by $200.6 million. Our Medicaid contract with the state of Arizona contains profit-
sharing provisions. Because our Arizona Medicaid profits were in excess of the amount we are allowed to fully retain,
we reduced Medicaid premium revenue by $24.7 million for the year ended December 31, 2014. With respect to our
Arizona Medicaid contract, the profit corridor receivable balance included in other noncurrent assets as of December
31,2014 was $2.3 million and the profit corridor payable balance included in accounts payable and other liabilities as
of December 31, 2014 was $27.0 million. In addition, certain provisions of the ACA became effective January 1, 2014,
including an annual insurance industry premium-based assessment and the establishment of federally facilitated, state
and federal partnership or state-based health insurance exchanges coupled with premium stabilization programs. See
below in this Note 2 under the heading "Accounting for Certain Provisions of the ACA" for additional information.

Approximately 59%, 50%, and 45% in 2014, 2013 and 2012, respectively, of our health plan services premiums
were generated under Medicare, Medicaid/Medi-Cal and dual eligibles contracts, as applicable. These revenues are
subject to audit and retroactive adjustment by the respective fiscal intermediaries. Laws and regulations governing these
programs, including the Centers for Medicare and Medicaid Services ("CMS") methodology with respect to risk
adjustment data validation ("RADV") audits, are extremely complex and subject to interpretation. As a result, there is at
least a reasonable possibility that recorded estimates will change by a material amount.

Our Medicare Advantage contracts are with the Centers for Medicare & Medicaid Services ("CMS"). CMS
deploys a risk adjustment model which apportions premiums paid to all health plans according to health severity and
certain demographic factors. This risk adjustment model results in periodic changes in our risk factor adjustment scores
for certain diagnostic codes, which then result in changes to our health plan services premium revenues. Because the
recorded revenue is based on our best estimate at the time, the actual payment we receive from CMS for risk adjustment
reimbursement settlements may be materially different than the amounts we have initially recognized on our financial
statements. The change in our estimate for the risk adjustment revenue related to prior years in the years ended
December 31, 2014, 2013 and 2012 increased health plan services premium revenues by $13.1 million, decreased
health plan services premium revenues by $9.0 million, and increased health plan services premium revenues by $12.0
million, respectively.

Our revenue from the Medi-Cal program, including seniors and persons with disabilities ("SPD") programs, and
other state-sponsored health programs are subject to certain retroactive rate adjustments based on expected and actual
health care cost. For the year ended December 31, 2014, retroactive rate adjustments for our SPD and non-SPD
members for periods prior to 2014 were not significant. For the year ended December 31, 2013, we recognized $74.3
million of premium revenue as a result of retroactive rate adjustments for our SPD and non-SPD members for periods
prior to 2013. For the year ended December 31, 2012, we recognized $21.7 million of premium revenue as a result of
retroactive rate adjustments for our SPD and non-SPD members for periods prior to 2012.

In addition, our state-sponsored health care programs in California, including Medi-Cal, SPD programs, the dual
eligibles demonstration portion of the California Coordinated Care Initiative that began in April 2014 and Medicaid
expansion under federal health care reform that began in January 2014, are subject to retrospective premium
adjustments based on certain risk sharing provisions included in our state-sponsored health plans rate settlement
agreement described below. We estimate and recognize the retrospective adjustments to premium revenue based upon
experience to date under our state-sponsored health care programs contracts. The retrospective premium adjustment is
recorded as an adjustment to premium revenue and other noncurrent assets.
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On November 2, 2012, we entered into a state-sponsored health plans rate settlement agreement (the
"Agreement") with DHCS to settle historical rate disputes with respect to our participation in the Medi-Cal program, for
rate years prior to the 2011-2012 rate year. As part of the Agreement, DHCS agreed, among other things, to (1) an
extension of all of our Medi-Cal managed care contracts existing as of the date of the Agreement for an additional five
years from their then existing expiration dates; (2) retrospective premium adjustments on all of our state-sponsored
health care programs, including Medi-Cal, which includes SPDs, Healthy Families, the dual eligibles demonstration
portion of the CCI that began in 2014 and the Medi-Cal expansion populations that also began in 2014 (our “state-
sponsored health care programs”), which are tracked in a settlement account as discussed in more detail below; and (3)
compensate us should DHCS terminate any of our state-sponsored health care programs contracts early.

Effective January 1, 2013, the settlement account (the "Account") was established with an initial balance of zero.
The balance in the Account is adjusted annually to reflect retrospective premium adjustments for each calendar year
(referenced in the Agreement as a deficit or surplus). A deficit or surplus will result to the extent our actual pretax
margin (as defined in the Agreement) on our state-sponsored health care programs is below or above a predetermined
pretax margin target. The amount of any deficit or surplus is calculated as described in the Agreement. Cash settlement
of the Account will occur on December 31, 2019, except that under certain circumstances the DHCS may extend the
final settlement for up to three additional one-year periods (as may be extended, the "Term"). In addition, the DHCS
will make an interim partial settlement payment to us if it terminates any of our state-sponsored health care programs
contracts early. Upon expiration of the Term, if the Account is in a surplus position, then no monies are owed to either
party. If the Account is in a deficit position, then DHCS shall pay the amount of the deficit to us. In no event, however,
shall the amount paid by DHCS to us under the Agreement exceed $264 million or be less than an alternative minimum
amount as defined in the Agreement.

We estimate and recognize the retrospective adjustments to premium revenue based upon experience to date
under our state-sponsored health care programs contracts. The retrospective premium adjustment is recorded as an
adjustment to premium revenue and other noncurrent assets. As of December 31, 2014, we had calculated a surplus of
$53.4 million under the Agreement and reduced our receivable to zero, reflecting our cumulative estimated
retrospective premium adjustment to the Account based on our actual pretax margin for the period beginning on
January 1, 2013 and ending on December 31, 2014. As a surplus Account position results in no monies due to either
party upon expiration of the Term, we have no receivable and no payable recorded as of December 31, 2014 in
connection with the Agreement. As of December 13, 2013, we had calculated and recorded a deficit of $62.9 million,
net of a valuation discount in the amount of $4.4 million, reflecting our estimated retrospective premium adjustment to
the Account based on our actual pretax margin for the year ended December 31, 2013. As a result of the change in the
Account balance calculated during the year ended December 31, 2014, our health plan services premium revenue was
reduced by $62.9 million for the year ended December 31, 2014. For the year ended December 31, 2013, we had
recorded an increase in our health plan services premium revenue of $62.9 million as a result of the deficit calculated
under the Agreement as of December 31, 2013.

Health Plan Services Health Care Cost

The cost of health care services is recognized in the period in which services are provided and includes an
estimate of the cost of services that have been incurred but not yet reported. Such costs include payments to primary
care physicians, specialists, hospitals and outpatient care facilities, and the costs associated with managing the extent of
such care. Our health care cost can also include from time to time remediation of certain claims as a result of periodic
reviews by various regulatory agencies.

Our HMOs, primarily in California, generally contract with various medical groups to provide professional care
to certain of their members on a capitated, or fixed per member per month fee basis. Capitation contracts generally
include a provision for stop-loss and non-capitated services for which we are liable. Professional capitated contracts
also generally contain provisions for shared risk and pay-for-performance bonuses, whereby the Company and the
medical groups share in the variance between actual costs and predetermined goals. Additionally, we contract with
certain hospitals to provide hospital care to enrolled members on a capitated basis. Our HMOs also contract with
hospitals, physicians and other providers of health care, pursuant to discounted fee-for-service arrangements, hospital
per diems, and case rates under which providers bill the HMOs for each individual service provided to enrollees.
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We estimate the amount of the provision for health care service costs IBNR in accordance with GAAP and using
standard actuarial developmental methodologies based upon historical data including the period between the date
services are rendered and the date claims are received and paid, denied claim activity, expected medical cost inflation,
seasonality patterns and changes in membership, among other things. Our IBNR best estimate also includes a provision
for adverse deviation, which is an estimate for known environmental factors that are reasonably likely to affect the
required level of IBNR reserves. This provision for adverse deviation is intended to capture the potential adverse
development from known environmental factors such as our entry into new geographical markets, changes in our
geographic or product mix, the introduction of new customer populations, variation in benefit utilization, disease
outbreaks, changes in provider reimbursement, fluctuations in medical cost trend, variation in claim submission patterns
and variation in claims processing speed and payment patterns, changes in technology that provide faster access to
claims data or change the speed of adjudication and settlement of claims, variability in claim inventory levels, non-
standard claim development, and/or exceptional situations that require judgmental adjustments in setting the reserves
for claims. As part of our best estimate for IBNR, the provision for adverse deviation recorded at December 31, 2014
and 2013 was approximately $77.7 million and $53.4 million, respectively; the increase was primarily driven by growth
in our new products offered under the ACA.

We consistently apply our IBNR estimation methodology from period to period. Our IBNR best estimate is made
on an accrual basis and adjusted in future periods as required. Any adjustments to the prior period estimates are
included in the current period. As additional information becomes known to us, we adjust our assumptions accordingly
to change our estimate of IBNR. Therefore, if moderately adverse conditions do not occur, evidenced by more complete
claims information in the following period, then our prior period estimates will be revised downward, resulting in
favorable development. However, any favorable prior period reserve development would increase current period net
income only to the extent that the current period provision for adverse deviation is less than the benefit recognized from
the prior period favorable development. If moderately adverse conditions occur and are more acute than we estimated,
then our prior period estimates will be revised upward, resulting in unfavorable development, which would decrease
current period net income. For the year ended December 31, 2014, we had $14.6 million in net favorable reserve
developments related to prior years. This reserve development for the year ended December 31, 2014 consisted of $36.6
million in unfavorable prior year development primarily due to the existence of moderately adverse conditions and a
release of $51.2 million of the provision for adverse deviation held at December 31, 2013. We believe that the $36.6
million unfavorable development for the year ended December 31, 2014 was primarily due to unanticipated benefit
utilization in our commercial business arising from dates of service in the fourth quarter of 2013 as a result of an
uncertain environment related to the ACA. For the year ended December 31, 2013, we had $56.2 million in favorable
reserve developments related to prior years. We believe this favorable development was primarily due to the absence of
moderately adverse conditions. The reserve developments related to prior years for the years ended December 31, 2014
and 2013, when considered together with the provision for adverse deviation recorded as of December 31, 2014 and
2013, respectively, did not have a material impact on our operating results or financial condition.

The majority of the IBNR reserve balance held at the end of each year is associated with the most recent months'
incurred services because these are the services for which the fewest claims have been paid. The degree of uncertainty
in the estimates of incurred claims is greater for the most recent months' incurred services. Revised estimates for prior
periods are determined in each year based on the most recent updates of paid claims for prior periods. Estimates for
service costs incurred but not yet reported are subject to the impact of changes in the regulatory environment, economic
conditions, changes in claims trends, and numerous other factors. Given the inherent variability of such estimates, the
actual liability could differ materially from the amounts estimated.

We assess the profitability of contracts for providing health care services when operating results or forecasts
indicate probable future losses. Contracts are grouped in a manner consistent with the method of determining premium
rates. Losses are determined by comparing anticipated premiums to estimates for the total of health care related costs
less reinsurance recoveries, if any, and the cost of maintaining the contracts. Losses, if any, are recognized in the period
the loss is determined and are classified as Health Plan Services cost. As of December 31, 2014 and 2013, respectively,
we held no premium deficiency reserves.
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Government Contracts

On April 1, 2011, we began delivery of administrative services under our T-3 contract for the TRICARE North
Region. The T-3 contract was awarded to us on May 13, 2010, and included five one-year option periods. On March 15,
2014, the DoD exercised the last of these options, which extended the T-3 contract through March 31, 2015. On June
27,2014, at the DoD's request, we submitted a proposal to add three additional one-year option periods to the T-3
contract. We currently expect negotiations relating to this proposal to conclude on or prior to March 31, 2015. If the
negotiations conclude as expected, we expect the DoD to exercise the first of the three one-year options by that date. If
all three one-year option periods are ultimately exercised, the T-3 contract would conclude on March 31, 2018.

We provide various types of administrative services under the T-3 contract, including: provider network
management, referral management, medical management, disease management, enrollment, customer service, clinical
support service, and claims processing. We also provided assistance in the transition into the T-3 contract, and will
provide assistance in any transition out of the contract. These services are structured as cost reimbursement
arrangements for health care costs plus administrative fees earned in the form of fixed prices, fixed unit prices, and
contingent fees and payments based on various incentives and penalties.

In accordance with GAAP, we evaluate, at the inception of the contract and as services are delivered, all
deliverables in the service arrangement to determine whether they represent separate units of accounting. The delivered
items are considered separate units of accounting if the delivered items have value to the customer on a standalone basis
(i.e., they are sold separately by any vendor) and no general right of return exists relative to the delivered item. While
we identified two separate units of accounting within the T-3 contract, no determination of estimated selling price was
performed because both units of accounting are performed ratably over the option periods and, accordingly, the same
methodology of revenue recognition applies to both units of accounting.

Therefore, we recognize revenue related to administrative services on a straight-line basis over the option period,
when the fees become fixed and determinable.

The T-3 contract includes various performance-based incentives and penalties. For each of the incentives or
penalties, we adjust revenue accordingly based on the amount that we have earned or incurred at each interim date and
are legally entitled to in the event of a contract termination.

The transition-in process for the T-3 contract began in the second quarter of 2010. We had deferred transition-in
costs of $43.8 million and related deferred revenues of $52.5 million, both of which are amortized on a straight-line
basis over the customer relationship period. Fulfillment costs associated with the T-3 contract are expensed as incurred.

Revenues and expenses associated with the T-3 contract are reported as part of government contracts revenues
and government contracts expenses in the consolidated statements of operations and included in the Government
Contracts reportable segment.

The TRICARE members are served by our network and out-of-network providers in accordance with the T-3
contract. We pay health care costs related to these services to the providers and are later reimbursed by the DoD for
such payments. Under the terms of the T-3 contract, we are not the primary obligor for health care services and
accordingly, we do not include health care costs and related reimbursements in our consolidated statement of
operations. Health care costs for the T-3 contract that are paid and reimbursed or reimbursable amounted to $2.5 billion,
$2.5 billion and $2.6 billion for the years ended December 31, 2014, 2013 and 2012, respectively.

Other government contracts revenues are recognized in the month in which the eligible beneficiaries are entitled
to health care services or in the month in which the administrative services are performed or the period that coverage
for services is provided.

Amounts receivable under government contracts are comprised primarily of contractually defined billings,
accrued contract incentives under the terms of the contract and amounts related to change orders for services not
originally specified in the contract. Pursuant to our T-3 contract, the government has the right to unilaterally modify the
contract in certain respects by issuing change orders directing us to implement terms or services that were not originally
included in the contract. Following receipt of a change order, we have a contractual right to negotiate an equitable
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adjustment to the contract terms to account for the impact of the change order. We start to perform under such change
orders and begin to incur associated costs after we receive the government's unilateral modification, but before we have
negotiated the final scope and/or value of the change order. In these situations, costs are expensed as incurred, and we
estimate and record revenue when we have met all applicable revenue recognition criteria. These criteria include the
requirements that change order amounts are determinable, that we have performed under the change orders, and that
collectability of amounts payable to us is reasonably assured.

In addition to the beneficiaries that we service under the T-3 contract, we provide behavioral health services to
military families under the DoD sponsored MFLC program. On August 15, 2012, we entered into a new MFLC contract
awarded by the DoD. The new contract has a five-year term that includes a 12-month base period and four 12-month
option periods. As a result of the government's decision to award the new MFLC contract to multiple contractors, the
revenues we receive from the new contract are substantially reduced in comparison to the original MFLC contract.
Revenues from the MFLC contracts were $119.7 million, $104.8 million and $221.3 million for the years ended
December 31, 2014, 2013 and 2012, respectively.

In September 2013, the U.S. Department of Veterans Affairs (“VA”) awarded us a contract under its new Patient
Centered Community Care program (“PC3 Program”). The PC3 Program provides eligible veterans coordinated, timely
access to care through a comprehensive network of non-VA providers who meet VA quality standards when a local VA
medical center cannot readily provide the care. We support VA in providing care to veterans in three of the six PC3
Program regions. These three regions, Regions 1, 2 and 4, encompass all or portions of 37 states, the District of
Columbia, Puerto Rico and the Virgin Islands. The PC3 Program contract term includes a base period of performance
through September 30, 2014 and four one-year option periods that may be exercised by VA. On September 23, 2014,
VA exercised option period 1 which commenced on October 1, 2014 and is scheduled to end on September 30, 2015. In
addition to the one-year option periods, VA has the ability to extend the PC3 Program contract an additional two years
and six months based on VA's need.

In August 2014, VA expanded our PC3 Program contract to include primary care services for veterans who are
unable to obtain primary care at a VA medical center in the three PC3 regions in which we operate. In addition, in
November 2014, we modified our PC3 Program contract to further expand our services with VA in support of the
Veterans Access, Choice and Accountability Act of 2014 ("VACAA"). The VACAA modification to our PC3 Program
contract (the "VACAA modification") expires no later than September 30, 2017. The VACA A modification includes,
among other things, the production and distribution of the new Veterans Choice Card, which allows veterans to elect to
receive care outside of the VA when they qualify. The transition-in process for the VACAA modification began in the
fourth quarter of 2014. We had deferred revenues associated with the contract modification of $68.2 million as of
December 31, 2014, which are amortized on a straight-line basis over the customer relationship period. Fulfillment
costs associated with the PC3 contract and the related modification are expensed as incurred. For the year ended
December 31, 2014, we had $24.7 million in revenues from the PC3 Program.

Divested Operations and Services

Divested operations and services revenues and expenses include items related to the run-out of our Northeast
business that was sold in the Northeast Sale on December 11, 2009 and the transition-related services provided in
connection with the sale of our Medicare PDP business on April 1, 2012. As of December 31, 2012, we had
substantially completed the administration and run-out of our divested businesses. See Note 3 for additional
information regarding the Northeast Sale and the sale of our Medicare PDP business, and see Note 14 for information
regarding our reportable segments.

Medicare Part D

We provide the Medicare Part D benefit as a fully insured product to our existing Medicare members. The Part D
benefit consists of pharmacy benefits for Medicare beneficiaries. Part D renewal occurs annually, but it is not a
guaranteed renewable product. We report Part D as part of our Western Region Operations reportable segment. On April
1, 2012, we completed the sale of our Medicare PDP business. In connection with the transaction, we were not
permitted to offer Medicare PDP plans for one year following closing, subject to certain exceptions. For more
information regarding the sale of our Medicare PDP business, see Note 3. We continue to provide prescription drug
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benefits as part of our Medicare Advantage offerings. Our Medicare Advantage Plus Prescription Drug ("MAPD") plans
cover both prescription drugs and medical care.

Health Net has two primary categories of contracts under Part D, one with CMS and one with the individual Part
D enrollees. The CMS contract covers the portion of the revenue for benefits that will be paid by CMS. The enrollee
contract covers the portion of the revenue for benefits to be paid by the enrollees and are directly underwritten with the
enrollees, not CMS, and therefore there is a direct insurance relationship with the enrollees. The premiums for the
enrollee contracts are received directly from the enrollees and from CMS for low-income subsidy members.

The revenue recognition of the revenue and cost reimbursement components under Part D is described below:

CMS Premium Direct Subsidy—Health Net receives a monthly premium from CMS based on an original bid
amount. This payment for each individual is a fixed amount per member for the entire plan year and is based upon that
individual’s risk score status. The CMS premium is recognized evenly over the contract period and reported as part of
health plan services premium revenue.

Member Premium—Health Net receives a monthly premium from members based on the original bid submitted
to CMS. The member premium, which is fixed for the entire plan year is recognized evenly over the contract period and
reported as part of health plan services premium revenue.

Low-Income Premium Subsidy—For qualifying low-income members, CMS will reimburse Health Net, on the
member’s behalf, some or all of the monthly member premium depending on the member’s income level in relation to
the Federal Poverty Level. The low-income premium subsidy is recognized evenly over the contract period and
reported as part of health plan services premium revenue.

Catastrophic Reinsurance Subsidy—CMS will reimburse Health Net for 80% of the drug costs after a member
reaches his or her out of pocket catastrophic threshold of $4,550, $4,750 and $4,700 for the years ended December 31,
2014, 2013 and 2012, respectively. The CMS prospective payment (a flat per member per month ("PMPM") cost
reimbursement estimate) is received monthly based on the original CMS bid. After the year is complete, a settlement is
made based on actual experience. The catastrophic reinsurance subsidy is accounted for as deposit accounting.

Low-Income Member Cost Sharing Subsidy—TFor qualifying low-income members, CMS will reimburse us, on
the member’s behalf, some or all of a member’s cost sharing amounts (e.g., deductible, co-pay/coinsurance). The
amount paid for the member by CMS is dependent on the member’s income level in relation to the Federal Poverty
Level. We receive prospective payments on a monthly basis, and they represent a cost reimbursement that is finalized
and settled after the end of the year. The low-income member cost sharing subsidy is accounted for as deposit
accounting.

Coverage Gap Discount—The Medicare Coverage Gap Discount is a program that began in 2011 under which
drug manufacturers are required to provide a 50% discount on brand name drugs purchased in the Medicare Part D
coverage gap by non-LIS ("Low Income Subsidy") Part D members. The amount of the discount is included in the
accumulation of the members' out-of-pocket costs. Under the Medicare Coverage Gap Discount Program, we receive
monthly prospective payments from CMS for advancing the gap discounts at the point of sale. CMS coordinates the
collection of discount payments from pharmaceutical manufacturers and payments to Health Net based on prescription
drug event data.

CMS Risk Share—Premiums from CMS are subject to risk corridor provisions which compare costs targeted in
our annual bids to actual prescription drug costs, limited to actual costs that would have been incurred under the
standard coverage as defined by CMS. Variances of more than 5% above or below the original bid submitted by us may
result in CMS making additional payments to us or require us to refund to CMS a portion of the premiums we received.
We estimate and recognize an adjustment to premium revenues related to the risk corridor payment settlement based
upon pharmacy claims experience. The estimate of the settlement associated with these risk corridor provisions requires
us to consider factors that may not be certain, including member eligibility status differences with CMS. The risk-share
adjustment, if any, is recorded as an adjustment to premium revenues and premiums receivable.
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Health care costs and general and administrative expenses associated with Part D are recognized as the costs
and expenses are incurred.

Share-Based Compensation Expense

As of December 31, 2014, we had various long-term incentive plans that permit the grant of stock options and
other equity awards to certain employees, officers and non-employee directors, which are described more fully in Note
8.

The compensation cost that has been charged against income under our various long-term incentive plans was
$28.3 million, $29.9 million and $28.9 million during the years ended December 31, 2014, 2013 and 2012, respectively.
The total income tax benefit recognized in the income statement for share-based compensation arrangements was $10.9
million, $11.6 million and $11.2 million for the years ended December 31, 2014, 2013 and 2012, respectively.

Cash flows resulting from the tax deductions in excess of the compensation cost recognized for those options
(excess tax benefits) are classified as financing cash flows and such amounts are approximately $2.2 million, $0.6
million and $6.1 million for the years ended December 31, 2014, 2013 and 2012, respectively.

Forfeiture rates for share based awards are estimated up front and true-up adjustments are recorded for the actual
forfeitures.

Cash and Cash Equivalents

Cash equivalents include all highly liquid investments with maturity of three months or less when purchased. We
had no checks outstanding, net of deposits as of December 31, 2014 and 2013, respectively. Checks outstanding, net of
deposits are classified as accounts payable and other liabilities in the consolidated balance sheets and the changes are
reflected in the line item net increase (decrease) in checks outstanding, net of deposits within the cash flows from
financing activities in the consolidated statements of cash flows.

Investments

Investments classified as available-for-sale, which consist primarily of debt securities, are stated at fair value.
Unrealized gains and losses are excluded from earnings and reported as other comprehensive income, net of income tax
effects. The cost of investments sold is determined in accordance with the specific identification method and realized
gains and losses are included in net investment income. We analyze all debt investments that have unrealized losses for
impairment consideration and assess the intent to sell such securities. If such intent exists, impaired securities are
considered other-than-temporarily impaired. Management also assesses if we may be required to sell the debt
investments prior to the recovery of amortized cost, which may also trigger an impairment charge. If securities are
considered other-than-temporarily impaired based on intent or ability, we assess whether the amortized costs of the
securities can be recovered. If management anticipates recovering an amount less than the amortized cost of the
securities, an impairment charge is calculated based on the expected discounted cash flows of the securities. Any deficit
between the amortized cost and the expected cash flows is recorded through earnings as a charge. All other temporary
impairment charges are recorded through other comprehensive income. During the years ended December 31, 2014,
2013 and 2012, no losses were recognized from other-than-temporary impairments.

Fair Value of Financial Instruments

The estimated fair value amounts of cash equivalents, investments available-for-sale, premiums and other
receivables, notes receivable and notes payable have been determined by using available market information and
appropriate valuation methodologies. The carrying amounts of cash equivalents approximate fair value due to the short
maturity of those instruments. Fair values for debt and equity securities are generally based upon quoted market prices.
Where quoted market prices were not readily available, fair values were estimated using valuation methodologies based
on available and observable market information. Such valuation methodologies include reviewing the value ascribed to
the most recent financing, comparing the security with securities of publicly traded companies in a similar line of
business, and reviewing the underlying financial performance including estimating discounted cash flows. The carrying
value of premiums and other receivables, long-term notes receivable and nonmarketable securities approximates the fair
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value of such financial instruments. The fair value of notes payable is estimated based on the quoted market prices for
the same or similar issues or on the current rates offered to us for debt with the same remaining maturities. The fair
value of our fixed-rate borrowings was $437.0 million and $434.5 million as of December 31, 2014 and 2013,
respectively. The fair value of our variable-rate borrowings under our revolving credit facility was $100.0 million and
$100.0 million as of December 31, 2014 and 2013, respectively, which was equal to the carrying value because the
interest rates paid on these borrowings were based on prevailing market rates. The fair value of our fixed-rate
borrowings was determined using the quoted market price, which is a Level 1 input in the fair value hierarchy. The fair
value of our variable-rate borrowings was estimated to equal the carrying value because the interest rates paid on these
borrowings were based on prevailing market rates. Since the pricing inputs are other than quoted prices and fair value is
determined using an income approach, our variable-rate borrowings are classified as a Level 2 in the fair value
hierarchy. See Notes 6 and 7 for additional information regarding our financing arrangements and fair value
measurements, respectively.

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 December 31, 2014 and 2013, the restricted cash and cash equivalents
balances totaled $0.2 million and $5.3 million, respectively, and are included in other noncurrent assets. Investment
securities held by trustees or agencies were $24.0 million and $23.8 million as of December 31, 2014 and 2013,
respectively, and are included in investments available-for-sale. For additional information on our regulatory
requirements, see Note 12.

Property and Equipment

Property and equipment are stated at historical cost less accumulated depreciation. Depreciation is computed
using the straight-line method over the lesser of estimated useful lives of the various classes of assets or the remaining
lease term, in the case of leasehold improvements. The useful life for buildings and improvements is estimated at 35 to
40 years, and the useful lives for furniture, equipment and software range from 3 to 10 years (see Note 5).

We capitalize certain consulting costs, payroll and payroll-related costs for employees associated with computer
software developed for internal use. We amortize such costs primarily over a five-year period. Expenditures for
maintenance and repairs are expensed as incurred. Major improvements, which increase the estimated useful life of an
asset, are capitalized. Upon the sale or retirement of assets, the recorded cost and the related accumulated depreciation
are removed from the accounts, and any gain or loss on disposal is reflected in operations.

We periodically assess long-lived assets or asset groups including property and equipment for recoverability
when events or changes in circumstances indicate that their carrying amount may not be recoverable. If we identify an
indicator of impairment, we assess recoverability by comparing the carrying amount of the asset to the sum of the
undiscounted cash flows expected to result from the use and the eventual disposal of the asset. An impairment loss is
recognized when the carrying amount is not recoverable and is measured as the excess of carrying value over fair value.
Long-lived assets are classified as held for sale and included as part of current assets when certain criteria are met. We
measure long-lived assets to be disposed of by sale at the lower of carrying amount or fair value less cost to sell. Fair
value is determined using quoted market prices or the anticipated cash flows discounted at a rate commensurate with
the risk involved.

In connection with the Cognizant Transaction, we classified certain software systems assets as held-for-sale. As
of December 31, 2014, we had classified software systems assets with a total net book value of $130.2 million as assets
held for sale. We assessed the recoverability of these assets held for sale and as a result, we recorded $80.2 million in
asset impairments during the year ended December 31, 2014. See Note 3 for more information regarding assets held for
sale and the Cognizant Transaction. In addition, we recorded an asset impairment of $1.3 million during the year ended
December 31, 2014 for internally developed software.

During the years ended December 31, 2013 and 2012, we recorded $1.2 million and $0.5 million respectively, in
impairment losses to general and administrative expenses primarily for internally developed software.
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Goodwill and Other Intangible Assets

Goodwill and other intangible assets arise primarily as a result of various business acquisitions and consist of
identifiable intangible assets acquired and the excess of the cost of the acquisitions over the tangible and intangible
assets acquired and liabilities assumed (goodwill). Identifiable intangible assets primarily consist of the value of
provider networks and customer relationships, which are all subject to amortization.

We perform our annual impairment test on our recorded goodwill as of June 30 or more frequently if events or
changes in circumstances indicate that we might not recover the carrying value of these assets for each of our reporting
units. We performed our annual impairment test on our goodwill and other intangible assets as of June 30, 2014 for our
Western Region Operations reporting unit and also re-evaluated the useful lives of our other intangible assets. No
impairment was identified. We performed a two-step impairment test to determine the existence of impairment and the
amount of the impairment. In the first step, we compared the fair values to the related carrying values and concluded
that the carrying value of the Western Region Operations was not impaired. As a result, the second step was not
performed. We also determined that the estimated useful lives of our other intangible assets properly reflected the
current estimated useful lives.

On November 2, 2014, we signed a definitive master services agreement with Cognizant to provide certain
services to us. In connection with this agreement, we have agreed to sell certain software assets and related intellectual
property ("software system assets") we own to Cognizant. The transaction, including the related asset sale, is subject to
the receipt of required regulatory approvals. See Note 3 for additional information regarding our agreements with
Cognizant. Because the sale of these software system assets meets the definition of a sale of a business under GAAP, as
of September 30, 2014, we re-allocated $7 million of goodwill based on relative fair values of the Western Region
Operations reporting unit with and without the impact of the business to be sold. Our measurement of fair values is
based on a combination of the discounted total consideration expected to be received in connection with the services
and asset sale agreements, income approach based on a discounted cash flow methodology, and replacement cost
methodology. After the reallocation of goodwill, we performed a two-step impairment test to determine the existence of
any impairment and the amount of the impairment. In the first step, we compared the fair values to the related carrying
value and concluded that the carrying value of the business to be sold was impaired; however, we determined that the
carrying value of the Western Region Operations reporting unit was not impaired. In the second step, we measured the
impairment amount by comparing the implied value of the allocated goodwill to the carrying amount of such goodwill.
Based on the results of our Step 2 test, we concluded that the implied value of the goodwill allocated to the business to
be sold was zero, which resulted in an impairment charge for the total carrying value of the allocated goodwill of $7
million. See Note 7 for goodwill fair value measurement information.

The ratio of the fair value of our Western Region Operations reporting unit to its carrying value was
approximately 224% and 149% as of September 30, 2014 and June 30, 2013, respectively.

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

Western
Region
Operations Total

(Dollars in millions)

Balance as of December 31, 2012......ccuuviiiiiiiiiiiiieiiieeeeeeeieee. $ 5659 $ 565.9
Balance as of December 31, 2013......cccooiiiiiiiiieeeeeeeeeeeee, 565.9 565.9
Goodwill allocated to sale of business (see Note 3) ........cccvenenne (7.0) (7.0)
Balance as of December 31, 2014......ccvvvviiiioiiiieiiieeeeeeeeeee, $ 5589 $ 558.9
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The intangible assets that continue to be subject to amortization using the straight-line method over their
estimated lives are as follows:

Gross ‘Weighted
Carrying Accumulated Net Average Life
Amount Amortization Balance (in years)

(Dollars in millions)

As of December 31, 2014:
Provider networks...........ccoeveveieieierieeeeereerenan, $ 415  § 369) $ 4.6 18.9
Customer relationships and other ..............c.......... 29.5 (22.3) 7.2 11.1
$ 710 § 59.2) $ 11.8
As of December 31, 2013:
Provider networks.........cccocveveieicieiieiieieene $ 405 $ 357) $ 4.8 194
Customer relationships and other .............cc....... 29.5 (20.5) 9.0 11.1

$ 700 $ (562) $ 138

The amortization expense was $3.0 million, $3.4 million and $3.4 million for the years ended December 31,
2014, 2013 and 2012, respectively.

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

Year Amount
2015 ettt $ 2.8
2006 ettt neane et 2.2
2017 ettt e bkt h e e bttt st n b et e teebeebe bt ene e st et et enbenbennes 2.2
2018 ekt h et h et b et b bbbt b et be s 2.1
2079 ettt ettt 0.9

Policy Acquisition Costs

Policy acquisition costs are those variable costs that relate to the acquisition of new and renewal commercial
health insurance business. Such costs include broker commissions, costs of policy issuance and underwriting, and other
costs we incur to acquire new commercial business or renew existing business. Our commercial health insurance
business typically has a one-year term and may be canceled upon a 30-day notice. We expense these costs as incurred
and report them as selling expenses in our consolidated statements of operations.

Reserves for Contingent Liabilities

In the course of our operations, we are involved on a routine basis in various disputes with members, health care
providers, and other entities or individuals, as well as audits or investigations by government agencies and elected
officials that relate to our services and/or business practices that expose us to potential losses.

We recognize an estimated loss, which may represent damages, assessment of regulatory fines or penalties,
settlement costs, future legal expenses or a combination of the foregoing, as appropriate, from such loss contingencies
when it is both probable that a loss will be incurred and the amount of the loss can be reasonably estimated. Our loss
estimates are based in part on an analysis of potential results, the stage of the proceedings, consultation with outside
counsel and any other relevant information available. See Note 13 for additional details.
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Insurance Programs

The Company is insured for various errors and omissions, property, casualty and other risks. The Company
maintains various self-insured retention amounts, or “deductibles,” on such insurance coverage.

Concentrations of Credit Risk

Financial instruments that potentially subject us to concentrations of credit risk consist primarily of cash
equivalents, investments and premiums receivable. All cash equivalents and investments are managed within
established guidelines, which provide us diversity among issuers. Our 10 largest employer group premiums receivable
balances within each of our plans accounted for 5% and 14% of our total premiums receivable as of December 31, 2014
and 2013, respectively. Our Medicare receivable from CMS represented 9% of total receivables as of December 31,
2014 compared with 21% as of December 31, 2013. Our Medicaid receivable, due primarily from DHCS, represented
approximately 84% and 63% of premiums receivable as of December 31, 2014 and 2013, respectively. Our premiums
receivable from Medicare and Medicaid programs are subject to timing of cash receipts from the federal and state
governmental agencies. Our 10 largest employer group premiums within each of our plans accounted for 11%, 16% and
17% of our health plan services premium revenues for the years ended December 31, 2014, 2013 and 2012,
respectively.

The federal government is the primary customer of our Government Contracts reportable segment representing
approximately 96% of our Government Contracts revenue. In addition, the federal government is a significant customer
of our Western Region Operations segment as a result of our contract with CMS for coverage of Medicare-eligible
individuals. Medicare revenues accounted for 23%, 27% and 27% of our health plan premium revenues in 2014, 2013
and 2012, respectively. Our Medicaid revenue is derived in California through our contracts with the DHCS, and,
beginning in the fourth quarter of 2013, in Arizona through our contract with the Arizona Health Care Cost
Containment System ("AHCCCS"). Medicaid premium revenues accounted for 36%, 23%, and 19% of our health plan
services premium revenues for the years ended December 31, 2014, 2013, and 2012, respectively. We are the sole
commercial plan contractor with DHCS to provide Medi-Cal services in Los Angeles County, California. In 2014 and
2013, revenue from our Medi-Cal contract in Los Angeles County was approximately 55% and 46% of our total
Medicaid premium revenue, respectively, and approximately 19% and 11% of total health plan premium revenue,
respectively.

In May 2005, we renewed our contract with DHCS to provide Medi-Cal service in Los Angeles County. On
March 29, 2010, DHCS executed an amendment to extend our contract for a second 24-month extension period ending
March 31, 2012. On December 1, 2011, our contract with DHCS was extended for a third 24-month period ending
March 31, 2014. On November 2, 2012, our wholly owned subsidiaries, Health Net of California, Inc. and Health Net
Community Solutions, Inc., entered into a settlement agreement ("the Agreement") with the DHCS. As part of the
Agreement, DHCS agreed, among other things, to the extension of all of our Medi-Cal managed care contracts existing
on the date of the Agreement, including our contract with DHCS to provide Medi-Cal services in Los Angeles County,
for an additional five years from their then existing expiration dates, subject to customary provisions for termination.
Accordingly, our Medi-Cal contract for Los Angeles County is scheduled to expire in April 2019. For additional
information on our Agreement with DHCS, see "Health Plan Services Revenue Recognition" above in this Note 2.

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 (this reflects the potential dilution that could occur if
stock options were exercised and restricted stock units ("RSUs") and performance share units ("PSUs") were vested)
outstanding during the periods presented.

The inclusion or exclusion of common stock equivalents arising from stock options, RSUs and PSUs in the
computation of diluted earnings per share is determined using the treasury stock method. For the years ended
December 31, 2014, 2013 and 2012, respectively, 1,175,000 shares, 949,000 shares and 954,000 shares of dilutive
common stock equivalents were outstanding and were included in the computation of diluted earnings per share.
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For the years ended December 31, 2014, 2013 and 2012, respectively, an aggregate of 715,000 shares, 941,000
shares and 1,539,000 shares of common stock equivalents were considered anti-dilutive and were not included in the
computation of diluted earnings per share. Stock options expire at various times through August 2018 (see Note 8).

In May 2011, our Board of Directors authorized a stock repurchase program for the repurchase of up to $300
million of our outstanding common stock (our "stock repurchase program"). On March 8, 2012, our Board of Directors
approved a $323.7 million increase to our stock repurchase program and on December 16, 2014, our Board of Directors
approved another $257.8 million increase to our stock repurchase program. This latest increase, which when taken
together with the remaining authorization at that time, brought our total authorization up to $400.0 million. As of
December 31, 2014 and 2013, the remaining authorization under our stock repurchase program was $400.0 million and
$280.0 million, respectively. See Note 9 for more information regarding our stock repurchase program.

Comprehensive Income

Comprehensive income includes all changes in stockholders’ equity (except those arising from transactions with
stockholders) and includes net income (loss), net unrealized appreciation (depreciation) after tax on investments
available-for-sale and prior service cost and net loss related to our defined benefit pension plan (see Note 10).

Our accumulated other comprehensive income (loss) for the years ended December 31, 2014, 2013 and 2012 is as
follows:

Unrealized Gains Accumulated
(Losses) on Other
investments Defined Benefit Comprehensive

available-for-sale Pension Plans Income (loss)

(Dollars in millions)

Balance as of January 1,2012 ......................... $ 298 § (13.2) $ 16.6
Other comprehensive income (loss) before
reclassifications..........cccoeevveeevieeeeiineeciecneeas 32.1 0.4) 31.7
Amounts reclassified from accumulated
other comprehensive income ........................ (23.9) 2.6 (21.3)
Other comprehensive income for the year ended
December 31, 2012....cuoeveeeeeeeeeeeeeeeeeeeeeerennn 8.2 22 10.4
Balance as of January 1,2013 ........................ $ 380 § (11.0) $ 27.0
Other comprehensive (loss) income before
reclassifications..........cccoeeveeeeviecieeineeeiecneeas (50.7) 4.8 (45.9)
Amounts reclassified from accumulated
other comprehensive income ........................ (15.6) 1.6 (14.0)
Other comprehensive (loss) income for the year
ended December 31, 2013 ..o (66.3) 6.4 (59.9)
Balance as of January 1,2014 ......................... $ (28.3) § 4.6) § (32.9)
Other comprehensive income (loss) before
reclassifications..........cceeeveeeeviecieiireceiecnees 38.3 (7.3) 31.0
Amounts reclassified from accumulated
other comprehensive income ........................ (1.8) 0.4 (1.4)
Other comprehensive income (loss) for the year
ended December 31,2014 .....c.ooveeeeeceeeeeeeeeean. 36.5 6.9) 29.6
Balance as of December 31,2014 .................. $ 82 § (11.5) § (3.3)
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The following table shows reclassifications out of accumulated other comprehensive income and the affected
line items in the consolidated statements of operations for the years ended December 31, 2014, 2013 and 2012:

Affected line item in the

Consolidated
Statements of
Year Ended December 31, Operations
2014 2013 2012
(Dollars in millions)
Unrealized gains on investments
available-for-sale..........c.cc.c......... $ 27 % 240 $ 36.7  Net investment income
2.7 24.0 36.7  Total before tax
0.9 8.4 12.8  Tax expense
1.8 15.6 23.9  Net of tax
Amortization of defined benefit
pension items:
Prior-service cost................... 0.4) 0.1 ©0.1) (a)
Actuarial gains (losses)......... 0.2) 2.5 4.1 (a)
(0.6) (2.6) (4.2) Total before tax
(0.2) (1.0) (1.6) Tax benefit
0.4) (1.6) (2.6) Net of tax
Total reclassifications for the
Period......coceveiieieeceeeee $ 14 $ 140 $ 21.3  Netoftax

(a) These accumulated other comprehensive income components are included in the computation of net periodic
pension cost.

Taxes Based on Premiums

We provide services in certain states which require premium taxes to be paid by us based on membership or
billed premiums. These taxes are paid in lieu of or in addition to state income taxes and totaled $191.2 million in 2014,
$124.4 million in 2013 and $51.6 million in 2012. The 2013 premium tax expense includes Medicaid premium taxes
reinstated in June 2013 retroactive to July 1, 2012 (see "Medicaid Premium Taxes" below for additional information).
These amounts are recorded in general and administrative expenses on our consolidated statements of operations.

Medicaid Premium Taxes

On June 27, 2013, the State of California reinstated premium taxes retroactive to July 1, 2012 for plans
participating in Medi-Cal. As a result of this reinstatement, for the year ended December 31, 2013, we recorded $92.8
million, including $20.2 million attributable to periods prior to 2013, as general and administrative expense. In addition,
the State of California increased Medicaid premium revenues in an amount equal to the increase in the premium taxes.
As a result, we recorded $92.8 million in health plan services premiums for the year ended December 31, 2013. For the
year ended December 31, 2014, we recorded $157.1 million in Medicaid premium taxes and a corresponding $157.1
million in health plan services premiums. These Medicaid premium taxes are currently authorized by the State of
California through July 1, 2016.
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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
the Income Taxes Topic of the Financial Accounting Standards Board ("FASB") codification. 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 all of the positions as
filed. Accordingly, we maintain a liability for the estimated amount of contingent tax challenges by taxing authorities
upon examination. We analyze the amount at which each tax position meets a “more likely than not” standard for
sustainability upon examination by taxing authorities. Only tax benefit amounts meeting or exceeding this standard will
be reflected in tax provision expense and deferred tax asset balances. Any difference between the amounts of tax
benefits reported on tax returns and tax benefits reported in the financial statements is recorded as 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. See Note 11 for additional
disclosures.

Accounting for Certain Provisions of the ACA

Premium-based Fee on Health Insurers

The ACA mandated significant reforms to various aspects of the U.S. health insurance industry. Among other
things, the ACA imposes an annual premium-based fee on health insurers (the "health insurance industry fee") for each
calendar year beginning on or after January 1, 2014 which is not deductible for federal income tax purposes and in
many state jurisdictions. The health insurance industry fee is levied based on a ratio of an insurer's net health insurance
premiums written for the previous calendar year compared to the U.S. health insurance industry total. We are required
to estimate a liability for our portion of the health insurance industry fee and record it in full once qualifying insurance
coverage is provided in the applicable calendar year in which the fee is payable with a corresponding deferred cost that
is amortized ratably to expense over the calendar year that it is payable.

In September 2014, we paid the federal government $141.4 million for our portion of the health insurance
industry fee in accordance with the ACA. We had recorded a liability for this fee in other current liabilities with an
offsetting deferred cost in other current assets in our consolidated financial statements. Our general and administrative
expense for the year ended December 31, 2014 includes amortization of the deferred cost of $141.4 million. The
balance of the remaining deferred cost asset was $0 as of December 31, 2014.

Public Health Insurance Exchanges

The ACA requires the establishment of state-based, state and federal partnership or federally facilitated health
insurance exchanges ("exchanges") where individuals and small groups may purchase health insurance coverage under
regulations established by U.S. Department of Health and Human Services ("HHS"). We currently participate in
exchanges in Arizona and California. Effective January 1, 2014, the ACA includes permanent and temporary premium
stabilization provisions for transitional reinsurance, permanent risk adjustment, and temporary risk corridors
(collectively referred to as the "3Rs"), which are applicable to those insurers participating inside, and in some cases
outside, of the exchanges.

Member Related Components

Member Premium—We receive a monthly premium from members. The member premium, which is fixed for
the entire plan year, is recognized evenly over the contract period and reported as part of health plan services premium
revenue.
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Premium Subsidy—For qualifying low-income members, HHS will reimburse us, on the member’s behalf, some
or all of the monthly member premium depending on the member’s income level in relation to the Federal Poverty
Level. We recognize the premium subsidy evenly over the contract period and report it as part of health plan services
premium revenue.

Cost Sharing Subsidy—For qualifying low-income members, HHS will reimburse us, on the member’s behalf,
some or all of a member’s cost sharing amounts (e.g., deductible, co-pay/coinsurance). The amount paid for the member
by HHS is dependent on the member’s income level in relation to the Federal Poverty Level. The Cost Sharing Subsidy
offsets health care costs when incurred. We record a liability if the Cost Sharing Subsidy is paid in advance or a
receivable if incurred health care costs exceed the Cost Sharing Subsidy received to date.

3Rs: Reinsurance, Risk Adjustment and Risk Corridor

Our accounting estimates are impacted as a result of the provisions of the ACA, including the 3Rs. The
substantial influx of previously uninsured individuals into the new health insurance exchanges under the ACA could
make it more difficult for health insurers, including us, to establish pricing accurately, at least during the early years of
the exchanges. The 3Rs are intended to mitigate some of the risks around pricing and lack of information surrounding
the previously uninsured. We will experience premium adjustments to our health plan services premium revenues and
health plan services expenses based on changes to our estimated amounts related to the 3Rs. Such estimated amounts
may differ materially from actual amounts ultimately received or paid under the provisions, which may have a material
impact on our consolidated results of operations and financial condition.

Reinsurance—The transitional reinsurance program requires us to make reinsurance contributions for calendar
years 2014 through 2016 to a state or HHS established reinsurance entity based on a national contribution rate per
covered member as determined by HHS. While all commercial medical plans, including self-funded plans, are required
to fund the reinsurance entity, only fully-insured non-grandfathered plans in the individual commercial market will be
eligible for recoveries if individual claims exceed a specified threshold. Accordingly, we account for transitional
reinsurance contributions associated with all commercial medical health plans other than non-grandfathered individual
plans as an assessment in general and administrative expenses in our consolidated statement of income. We account for
contributions made by individual commercial plans which are subject to recoveries as contra-health plan services
premium revenue, and we account for any recoveries as contra-health plan services expense in our consolidated
statements of income with a corresponding current or long-term receivable or payable. We recorded $234.0 million of
reinsurance recovery as contra-health plan services expense for the year ended December 31, 2014, and the balance
included in other receivables as of December 31, 2014 was $234.0 million.

Risk Adjustment—The risk adjustment provision applies to individual and small group business both within and
outside the exchange and requires measurement of the relative health status risk of each insurer’s pool of insured
enrollees in a given market. The risk adjustment provision then operates to transfer funds from insurers whose pools of
insured enrollees have lower-than-average risk scores to those insurers whose pools have greater-than-average risk
scores. Our estimate for the risk adjustment incorporates our risk scores by state and market relative to the market
average using data provided by the participating insurers and available information about the HHS model. This
information is consistent with our knowledge and understanding of market conditions.

As part of our ongoing estimation process, we consider information as it becomes available at interim dates along
with our actuarially determined expectations, and we update our estimates incorporating such information as
appropriate.

We estimate and recognize adjustments to our health plan services premium revenue for the risk adjustment
provision by projecting our ultimate premium for the calendar year. Such estimated calendar year amounts are
recognized ratably during the year and are revised each period to reflect current experience. We record receivables and/
or payables and classify the amounts as current or long-term in the consolidated balance sheets based on the timing of
expected settlement. Our risk adjustment estimate was $72.4 million net payable for the year ended December 31, 2014,
and was recorded as a reduction to health plan services premiums. The risk adjustment receivable balance included in
other receivables as of December 31, 2014 was $81.0 million and the risk adjustment payable balance included in
accounts payable and other liabilities as of December 31, 2014 was $153.4 million.
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Risk Corridor—The temporary risk corridor program will be in place for three years and applies to individual
and small group business operating both inside and outside of the exchanges. The risk corridor provisions limit health
insurers' gains and losses by comparing allowable medical costs to a target amount, each defined/prescribed by HHS,
and sharing the risk for allowable costs with the federal government. Variances from the target exceeding certain
thresholds may result in HHS making additional payments to us or require us to make payments to HHS.

We estimate and recognize adjustments to our health plan services premium revenue for the risk corridor
provision by projecting our ultimate premium for the calendar year. Such estimated calendar year amounts are
recognized ratably during the year and are revised each period to reflect current experience, including changes in risk
adjustment and reinsurance recoverables. We record receivables or payables and classify the amounts as current or long-
term in the consolidated balance sheets based on the timing of expected settlement. For the year ended December 31,
2014,we recorded $86.8 million of increases to risk corridor net receivable as health plan services premium revenue.
The risk corridor receivable balance included in other noncurrent assets as of December 31, 2014 was $90.4 million and
the risk corridor payable balance included in other noncurrent liabilities as of December 31, 2014 was $3.6 million.
HHS recognizes, in both final regulations and guidance, it is obligated to make the risk corridors program payments
without regard to budget neutrality. Although HHS anticipates the program will be budget neutral, the ACA requires
HHS to make full payments to those issuers with risk corridors ratios above 103 percent. Additionally, HHS states in
final regulations and guidance that if the program’s collections, including any potential carryover from prior years, are
insufficient to satisfy its payment obligations, the agency will use other sources of funding to meet its payment
obligations, subject to the availability of appropriations. If corridor collections are insufficient in 2014, HHS explains
that it shall fulfill its obligations for the 2014 benefit year by using funds collected for the 2015 benefit year prior to
making payments on 2015 obligations.

The final reconciliation and settlement with HHS of the premium and cost sharing subsidies and the amounts
related to the 3Rs for the current year will be completed in the following year with HHS.

Section 1202 of ACA

Section 1202 of the ACA mandates increases in Medicaid payment rates for primary care in calendar years 2013
and 2014. The final rule has been in effect since January 1, 2013. The provisions of section 1202 impact our 1.6 million
Medi-Cal members in California and 81,000 Medicaid members in Arizona. DHCS, the agency that regulates the Medi-
Cal program, initially implemented a reimbursement methodology with no underwriting risk to the managed care plans
("MCPs") in 2013. Subsequently, DHCS changed the reimbursement methodology during the second quarter of 2014,
and this change transferred full underwriting risk to the MCPs.

For the periods prior to this reimbursement methodology change, i.e., the year ended December 31, 2013 and the
three months ended March 31, 2014, we accounted for the provisions of section 1202 on an administrative services only
basis since it transferred no underwriting risk to the MCPs, and recorded the receipts and payments on a net basis.

Following the change in reimbursement methodology, we have full underwriting risk for 2013, including both
utilization and unit cost risk. Accordingly, for the year ended December 31, 2014, with respect to our Medi-Cal
business, we:

*  Reversed $7.9 million previously recorded as administrative services fees and other income in 2013
and for the three months ended March 31, 2014.

*  Recorded payments on a grossed-up basis by recording Medi-Cal payments received as premium
revenue and estimated Medi-Cal claim payments as health care costs (incurred claims), each via
retroactive adjustments to premium revenues and health care costs.

*  Recorded retrospective premium revenue adjustments based upon the state settlement agreement (see
Note 2 - "Health Plan Services Revenue Recognition" above).
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The financial statement impact of the section 1202 reimbursement methodology change is summarized in the
table below.

Recorded In
\I{)e: g ef‘:f eerd Year Ended December 31, 2014
31,2013

(Dollars in millions) No Risk No Risk Full Risk
Health plan services premiums...........cccccevevereeereneenennen. $ 44 % — 154.7
Health plan services eXpenses ..........cceeveeeevreereenreereennenne — — 144.0
General and administrative eXpenses ............ccccceevveneeen. 4.4 — —
Administrative services fees and other income............... 6.5 1.4 (7.9
Pretax iNCOME .......ovvevieiiereieeiiiereeeee e $ 65 § 14 2.8

Recently Issued Accounting Pronouncement

In May 2014, the Financial Accounting Standards Board issued Accounting Standard Update (ASU) No.
2014-09, “Revenue from Contracts with Customers (Topic 606)” (ASU 2014-09). ASU 2014-09 will supersede existing
revenue recognition standards with a single model unless those contracts are within the scope of other standards (e.g.,
an insurance entity’s insurance contracts). The revenue recognition principle in ASU 2014-09 is that an entity should
recognize revenue to depict the transfer of goods or services to customers in an amount that reflects the consideration to
which the entity expects to be entitled in exchange for those goods or services. In addition, new and enhanced
disclosures will be required. Companies can adopt the new standard either using the full retrospective approach, a
modified retrospective approach with practical expedients, or a cumulative effect upon adoption approach. ASU
2014-09 will become effective for annual and interim reporting periods beginning after December 15, 2016. Early
adoption is not permitted. We are currently evaluating the effect of the new revenue recognition guidance.

Note 3—Assets Held For Sale, Sale of Medicare PDP Business and Northeast Business

Assets Held for Sale

On November 2, 2014, we signed a definitive seven-year master services agreement with Cognizant to provide
consulting, technology and administrative services to us in the following areas: claims management, membership and
benefits configuration, customer contact center services, information technology, quality assurance, appeals and
grievance services and non-clinical medical management support. In addition, we have entered into an asset purchase
agreement with Cognizant for the sale of certain of our software system assets to Cognizant for $50 million. The
transaction, including the related asset purchase (the "Cognizant Transaction"), is expected to close in the first half of
2015, subject to the receipt of required regulatory approvals.

We have determined that the sale of these software system assets constitutes a sale of a business as defined under
GAAP, and the requirements to classify these software system assets as held-for-sale were met as of September 30,
2014. Assets held for sale are measured at the lower of carrying value or fair value less cost to sell. Accordingly, we
have classified $50.0 million in assets as assets held for sale as of December 31, 2014.
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The following table presents the major classes of assets included in this amount (dollars in millions):

Assets Held for Sale

Assets Classified as of

as Held for Sale Impairment Loss December 31, 2014
Property and equipment, net........................... $ 1302 $ (80.2) $ 50.0
Goodwill allocated to sale of business ............ 7.0 (7.0) —
Assets held forsale..........ooooeveeveieveieecieene, $ 1372 $ 87.2) $ 50.0
Other impaired property and equipment, net... $ (1.3)
Asset Impairment............ceeeeveeeeieeeeeeeeeenenen, $ (88.5)

In connection with the pending sale, we have assessed the recoverability of goodwill and other long-lived assets,
including property and equipment. As a result, in the year ended December 31, 2014, we recorded $87.2 million in
asset impairments, including goodwill impairment of $7.0 million (see Note 2) and impairment of property and
equipment of $80.2 million (see Note 7). In addition, we recorded an asset impairment of $1.3 million during the year
ended December 31, 2014 for internally developed software, bringing our total asset impairment to $88.5 million.

Sale of Medicare PDP Business

On April 1, 2012, our subsidiary Health Net Life Insurance Company ("HNL") sold substantially all of the assets,
properties and rights of HNL used primarily or exclusively in our Medicare PDP business to CVS Caremark for a total
purchase price of $248.2 million. In the year ended December 31, 2012, we recognized a $132.8 million pretax gain on
the sale of our Medicare PDP business, or $114.8 million net of tax, and this after tax gain was reported as gain on sale
of discontinued operation, net of tax.

In connection with the transaction, we were not permitted to offer Medicare PDP plans for one year following the
closing, subject to certain exceptions. We continue to provide prescription drug benefits as part of our Medicare
Advantage plan offerings.

In addition, we provided Medicare PDP transition-related services to CVS Caremark in connection with the
transaction prior to December 31, 2012, and certain transition-related services were provided in 2013. We recognized
the value of future transition-related services to be provided under the Asset Purchase Agreement of $12.0 million as
deferred revenue at fair value as of April 1, 2012. This deferred revenue was amortized on a straight-line basis over a
nine-month period. Revenues and expenses from these transition-related services are reported as part of divested
operations and services revenue and expenses (see Notes 2 and 14).

Our revenues related to our Medicare PDP business were $192.1 million for the year ended December 31, 2012.
These revenues were excluded from our continuing operating results and included in loss from discontinued operation.
Our Medicare PDP business had a pretax loss of $28.8 million for the year ended December 31, 2012. As of December
31,2012, 2013 and 2014, we had no Medicare stand-alone prescription drug plan members. We had no revenues and no
pretax income from the Medicare PDP business for the years ended December 31, 2013 and 2014.

Northeast Sale

On December 11, 2009, we completed the sale of the Acquired Companies to United. As part of the Northeast
Sale, we were required to continue to serve the members of the Acquired Companies and provide certain administrative
services to United until July 1, 2011 under administrative services agreements, and we were required to provide run-out
support services under claims servicing agreements with United, which will be in effect until the last run out claim
under the applicable claims servicing agreement has been adjudicated. All revenues and expenses related to the
Northeast Sale, including those relating to the administrative services and/or claims servicing agreements and any
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revenues and expenses related to the run-out, were reported as part of divested operations and services revenue and
expenses.

As of December 31, 2012, we had substantially completed the administration and run-out of our divested
businesses.

Note 4—Investments

Investments classified as available-for-sale, which consist primarily of debt securities, are stated at fair value.
Unrealized gains and losses are excluded from earnings and reported as other comprehensive income, net of income tax
effects. The cost of investments sold is determined in accordance with the specific identification method, and realized
gains and losses are included in net investment income. We periodically assess our available-for-sale investments for
other-than-temporary impairment. Any such other-than-temporary impairment loss is recognized as a realized loss,
which is recorded through earnings, if related to credit losses.

During the years ended December 31, 2014 and 2013, we recognized no losses from other-than-temporary
impairments of our cash equivalents and available-for-sale investments.

We classified $4.6 million and $59.8 million as investments available-for-sale-noncurrent as of December 31,
2014 and 2013, respectively, because we did not intend to sell and we believed it may take longer than a year for such
impaired securities to recover. This classification does not affect the marketability or the valuation of the investments,
which are reflected at their market value as of December 31, 2014 and 2013.

As of December 31, 2014 and 2013, the amortized cost, gross unrealized holding gains and losses, and fair value
of our current investments available-for-sale and our investments available-for-sale-noncurrent, after giving effect to
other-than-temporary impairments were as follows:

2014
Gross Gross
Unrealized Unrealized
Amortized Holding Holding Carrying
Cost Gains Losses Value

(Dollars in millions)

Current:

Asset-backed SECUTIHIES .....c.evveevecviericrieiieieere e, $ 4372 % 26 $ (19 $ 437.9

U.S. government and agencies ............cceevveevverreeeenneenen. 36.5 — — 36.5

Obligations of states and other political subdivisions ... 716.7 17.2 (1.7) 732.2

Corporate debt SECUTItIS ......c.eevvervieierieieieeieeeeieeenns 587.0 2.7 5.3) 584.4
$ 1,7774 $ 225 § 8.9) $ 1,791.0

Noncurrent:

Asset-backed SECUTIHES .........cccveveverevereeiieeeeeeeeeeeenne, $ 08 § — 02) $ 0.6

Corporate debt SECUTItIs ........ecvvervieierieieieeieieeieeenns 4.7 — 0.7) 4.0
$ 55 8§ — § 0.9) $ 4.6
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2013
Gross Gross
Unrealized Unrealized
Amortized Holding Holding Carrying
Cost Gains Losses Value

(Dollars in millions)

Current:

Asset-backed SECUrities ...........cocvevivvevieveieeeieieeeeee $ 3947 % 34§ 8.7 $ 389.4

U.S. government and agencies ..........ceceevveeerereeeneenen. 23.7 — — 23.7

Obligations of states and other political subdivisions... 734.3 5.9 (30.3) 709.9

Corporate debt SeCurities ..........ccevvrriereeriereererieieeeenns 449.8 3.6 9.4) 444.0
$ 1,602.5 § 129 $ (48.4) $ 1,567.0

Noncurrent:

Asset-backed SECUTIHIES ............ceevevvivveveeieieieeeeeeneenas $ 1.3 % — 3 02) $ 1.1

Obligations of states and other political subdivisions ... 534 — (6.3) 471

Corporate debt SECUTItIeS ......ceevvervieierieierieierieieeeens 13.2 — (1.6) 11.6
$ 679 $ — $ 8.1) $ 59.8

As of December 31, 2014, the contractual maturities of our current investments available-for-sale and our
investments available-for-sale-noncurrent were as follows:

Amortized Estimated
Cost Fair Value
Current: (Dollars in millions)
DUE IN ONE YEAT OF LESS ....vviiiieiiieiieeietiecet ettt ettt ev e ev e b ss b ss b s te s eteas $ 694 $ 69.6
Due after one year through five Years..........cccocievveiiieiiiiiiiieceeeeeeeee e 357.5 357.8
Due after five years through ten YEars ..........ccecvevierirciereecienieieseeie e 486.3 489.6
DU AftEr TEN YEATS ...c.veeviivieeiictieieeteete ettt ettt ettt e e e te b et e s e te e b e s teesseereenrees 427.0 436.1
ASSEt-DACKEA SECUTTTIES .....veeuveiieeieeiieiieeieie et ete st ete e ete st e e e s e e aesseensesseensenseensens 437.2 4379
Total current investments available-for-sale.............cccoovvviiiiiiiiiiiiieceee e, $ 1,7774  $ 1,791.0
Amortized Estimated
Cost Fair Value
Noncurrent: (Dollars in millions)
Due after one year through five Years..........cccocieieiieiiiiciciececeeeeeee e 1.3 1.1
Due after five years through ten YEars ..........cceccvevieriecieriecieriee et 34 2.9
ASSEt-DACKEA SECUTILIES ....ouvieeiiiiieiicieeie ettt ettt sttt a e e re v sreesaeeeneaneas 0.8 0.6
Total noncurrent investments available-for-sale...........c.ccoccevvrieriieieninieeieeeeee $ 55 % 4.6

Proceeds from sales of investments available-for-sale during 2014 were $441.4 million. Gross realized gains and
losses during 2014 totaled $5.7 million and $3.0 million, respectively. Proceeds from sales of investments available-for-
sale during 2013 were $696.5 million. Gross realized gains and losses during 2013 totaled $26.4 million and $2.4
million, respectively. Proceeds from sales of investments available-for-sale during 2012 were $1,350.0 million. Gross
realized gains and losses during 2012 totaled $37.2 million and $0.5 million, respectively.

The following tables show our investments’ fair values and gross unrealized losses for individual securities that
have been in a continuous loss position through December 31, 2014 and December 31, 2013. These investments are
interest-yielding debt securities of varying maturities. We have determined that the unrealized loss position for these
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securities is primarily due to market volatility. Generally, in a rising interest rate environment, the estimated fair value
of fixed income securities would be expected to decrease; conversely, in a decreasing interest rate environment, the
estimated fair value of fixed income securities would be expected to increase. These securities may also be negatively
impacted by illiquidity in the market.

The following table shows our current investments' fair values and gross unrealized losses for individual
securities in a continuous loss position as of December 31, 2014:

Less than 12 Months 12 Months or More Total
Fair Unrealized Fair Unrealized Fair Unrealized
Value Losses Value Losses Value Losses

(Dollars in millions)

Asset-backed securities ................ $ 149.3 $ 0.5) $ 1125 $ 14 $ 2618 $ (1.9)
U.S. government and agencies..... 20.7 — — — 20.7 —
Obligations of states and other

political subdivisions.................... 373 0.1) 104.8 (1.6) 142.1 (1.7)
Corporate debt securities.............. 299.1 3.9 56.0 (1.4) 355.1 5.3)

$ 506.4 § (45) $ 2733 § 44) $ 779.7 § (8.9)

The following table shows our noncurrent investments' fair values and gross unrealized losses for individual
securities that have been in a continuous loss position through December 31, 2014:

Less than 12 Months 12 Months or More Total
Fair Unrealized Fair Unrealized Fair Unrealized
Value Losses Value Losses Value Losses

(Dollars in millions)

Asset-backed securities................. $ — S — 06 $ 0.2) $ 06 $ (0.2)
Corporate debt securities.............. 4.0 0.7) — — 4.0 0.7)
$ 40 $ 0.7) $ 06 $ 02) $ 46 $ (0.9)

The following table shows the number of our individual securities-current that have been in a continuous loss
position at December 31, 2014:

Less than 12 Months
12 Months or More Total
ASSet-DaCKed SECUITHIES. .....eeueeuieiiriietieteeiesteie et eb e 124 51 175
U.S. government and agenCies.........c.cevuevreruerienieieieeeinenenenenieniesrenieneens 4 — 4
Obligations of states and other political subdivisions ............cccceceeerereenee. 21 46 67
Corporate debt SECUTITHIES .......ccvervirierireieriieie e eteie e ee e eeeseeas 320 69 389
469 166 635
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The following table shows the number of our individual securities-noncurrent that have been in a continuous loss
position through December 31, 2014:

Less than 12 Months
12 Months or More Total

ASSEt-DACKEA SECUTTHIES ... .vveiieiieeeeie ettt eee e — 1
Corporate debt SECUTILIES .......ccvevireeiiiierieetese ettt sae e e 9 — 9
9 1 10

The following table shows our current investments’ fair values and gross unrealized losses for individual
securities that have been in a continuous loss position through December 31, 2013:

Less than 12 Months 12 Months or More Total
Unrealized Fair Unrealized Fair Unrealized
Fair Value Losses Value Losses Value Losses

(Dollars in millions)

Asset-backed securities ................ $§ 2253 % (7.9) $ 225 % 0.8) $ 2478 $ (8.7)
U.S. government and agencies..... 4.0 — — — 4.0 —
Obligations of states and other

political subdivisions.................... 453.5 (23.5) 79.7 (6.8) 533.2 (30.3)
Corporate debt securities.............. 242.8 9.0) 6.7 (0.4) 249.5 9.4

§ 9256 § (40.4) $ 1089 § 8.0) $ 1,0345 $ (48.4)

The following table shows our noncurrent investments' fair value and gross unrealized losses for our individual
securities that have been in a continuous loss position through December 31, 2013:

Less than 12 Months 12 Months or More Total
Unrealized Fair Unrealized Fair Unrealized
Fair Value Losses Value Losses Value Losses
Asset-backed securities ................ $ 05 § 0.1) $ 07 § 0.1) $ 12 3 (0.2)
Obligations of states and other
political subdivisions ................ 17.4 2.2) 29.6 4.1 3 470 $ (6.3)
Corporate debt securities.............. 7.5 0.9) 4.1 0.7 $ 116 § (1.6)

$ 254§ (32)$ 344 $ (49) $ 598 $ (8.1)

Note S—Property and Equipment

Property and equipment are comprised of the following as of December 31:

2014 2013
(Dollars in millions)
;Y T FO TSRO $ L7 $ 1.7
Leasehold improvements under development............ccccceveeeverienieneenennnenn, L5 3.9
Buildings and impProvements. ..............c.o.eerveevevruereereseeesseseeseeseeesessesnes 55.8 52.4
Furniture, equipment and SOftWare..........ccccceeceverinenininenencieieeeeeenene 210.5 422.2
269.5 480.2
Less accumulated depreciation...........ceceeeereeeeneerieneee e (185.2) (278.8)
Property and equipment, Net..............cooveveveuevereeeeeeeeeeeeeeeeseeeeeeesesenenees $ 83 § 2014
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In connection with the Cognizant Transaction, we classified certain software system assets as held-for-sale. As of
December 31, 2014, we had classified software systems assets with a total net book value of $130.2 million as assets
held for sale. See Note 3 for more information regarding assets held for sale and the Cognizant Transaction.

Our depreciation expense was $27.1 million, $35.6 million and $27.9 million for the years ended December 31,
2014, 2013 and 2012, respectively.

Note 6—Financing Arrangements

Revolving Credit Facility

In October 2011, we entered into a $600 million unsecured revolving credit facility due in October 2016, which
includes a $400 million sublimit for the issuance of standby letters of credit and a $50 million sublimit for swing line
loans (which sublimits may be increased in connection with any increase in the credit facility described below). In
addition, we have the ability from time to time to increase the credit facility by up to an additional $200 million in the
aggregate, subject to the receipt of additional commitments. As of December 31, 2014, $100.0 million was outstanding
under our revolving credit facility and the maximum amount available for borrowing under the revolving credit facility
was $491.4 million (see "—Letters of Credit" below).

Amounts outstanding under our revolving credit facility bear interest, at the Company’s option, at either (a) the
base rate (which is a rate per annum equal to the greatest of (i) the federal funds rate plus one-half of one percent,
(i1) Bank of America, N.A.’s “prime rate” and (iii) the Eurodollar Rate (as such term is defined in the credit facility) for
a one-month interest period plus one percent) plus an applicable margin ranging from 45 to 105 basis points or (b) the
Eurodollar Rate plus an applicable margin ranging from 145 to 205 basis points. The applicable margins are based on
our consolidated leverage ratio, as specified in the credit facility, and are subject to adjustment following the
Company’s delivery of a compliance certificate for each fiscal quarter.

Our revolving credit facility includes, among other customary terms and conditions, limitations (subject to
specified exclusions) on our and our subsidiaries’ ability to incur debt; create liens; engage in certain mergers,
consolidations and acquisitions; sell or transfer assets; enter into agreements that restrict the ability to pay dividends or
make or repay loans or advances; make investments, loans, and advances; engage in transactions with affiliates; and
make dividends. In addition, we are required to be in compliance at the end of each fiscal quarter with a specified
consolidated leverage ratio and consolidated fixed charge coverage ratio. As of December 31, 2014, we were in
compliance with all covenants under the revolving credit facility.

Our revolving credit facility contains customary events of default, including nonpayment of principal or other
amounts when due; breach of covenants; inaccuracy of representations and warranties; cross-default and/or cross-
acceleration to other indebtedness of the Company or our subsidiaries in excess of $50 million; certain ERISA-related
events; noncompliance by the Company or any of our subsidiaries with any material term or provision of the HMO
Regulations or Insurance Regulations (as each such term is defined in the credit facility) in a manner that could
reasonably be expected to result in a material adverse effect; certain voluntary and involuntary bankruptcy events;
inability to pay debts; undischarged, uninsured judgments greater than $50 million against us and/or our subsidiaries
that are not stayed within 60 days; actual or asserted invalidity of any loan document; and a change of control. If an
event of default occurs and is continuing under the revolving credit facility, the lenders thereunder may, among other
things, terminate their obligations under the facility and require us to repay all amounts owed thereunder.

Letters of Credit

Pursuant to the terms of our revolving credit facility, we can obtain letters of credit in an aggregate amount of
$400 million and the maximum amount available for borrowing is reduced by the dollar amount of any outstanding
letters of credit. As of December 31, 2014 and 2013, we had outstanding letters of credit of $8.6 million and $7.5
million, respectively, resulting in a maximum amount available for borrowing of $491.4 million and $492.5 million,
respectively. As of December 31, 2014 and 2013, no amounts had been drawn on any of these letters of credit.
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Senior Notes

In 2007 we issued $400 million in aggregate principal amount of 6.375% Senior Notes due 2017 ("Senior
Notes"). The indenture governing the Senior Notes limits our ability to incur certain liens, or consolidate, merge or sell
all or substantially all of our assets. In the event of the occurrence of both (1) a change of control of Health Net, Inc.
and (2) a below investment grade rating by any two of Fitch, Inc., Moody’s Investors Service, Inc. and Standard &
Poor’s Ratings Services within a specified period, we will be required to make an offer to purchase the Senior Notes at
a price equal to 101% of the principal amount of the Senior Notes plus accrued and unpaid interest to the date of
repurchase. As of December 31, 2014, no default or event of default had occurred under the indenture governing the
Senior Notes.

The Senior Notes may be redeemed in whole at any time or in part from time to time, prior to maturity at our
option, at a redemption price equal to the greater of:

*  100% of the principal amount of the Senior Notes then outstanding to be redeemed; or

* the sum of the present values of the remaining scheduled payments of principal and interest on the Senior
Notes to be redeemed (not including any portion of such payments of interest accrued to the date of
redemption) discounted to the date of redemption on a semiannual basis (assuming a 360-day year
consisting of twelve 30 day months) at the applicable treasury rate plus 30 basis points

plus, in each case, accrued and unpaid interest on the principal amount being redeemed to the redemption date.

Each of the following will be an Event of Default under the indenture governing the Senior Notes:

» failure to pay interest for 30 days after the date payment is due and payable; provided that an extension of
an interest payment period by us in accordance with the terms of the Senior Notes shall not constitute a
failure to pay interest;

+ failure to pay principal or premium, if any, on any note when due, either at maturity, upon any redemption,
by declaration or otherwise;

+ failure to perform any other covenant or agreement in the notes or indenture for a period of 60 days after
notice that performance was required;

*  (A) our failure or the failure of any of our subsidiaries to pay indebtedness for money we borrowed or any
of our subsidiaries borrowed in an aggregate principal amount of at least $50 million, at the later of final
maturity and the expiration of any related applicable grace period and such defaulted payment shall not
have been made, waived or extended within 30 days after notice or (B) acceleration of the maturity of
indebtedness for money we borrowed or any of our subsidiaries borrowed in an aggregate principal amount
of at least $50 million, if that acceleration results from a default under the instrument giving rise to or
securing such indebtedness for money borrowed and such indebtedness has not been discharged in full or
such acceleration has not been rescinded or annulled within 30 days after notice; or

+ events in bankruptcy, insolvency or reorganization of our Company.

Our Senior Notes payable balances were $399.5 million as of December 31, 2014 and $399.3 million as of
December 31, 2013.
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Note 7—Fair Value Measurements

We record certain assets and liabilities at fair value in the consolidated balance sheets and categorize them based
upon the level of judgment associated with the inputs used to measure their fair value and the level of market price
observability. We also estimate fair value when the volume and level of activity for the asset or liability have
significantly decreased or in those circumstances that indicate when a transaction is not orderly.

Investments measured and reported at fair value using Level inputs are classified and disclosed in one of the
following categories:

Level 1—Quoted prices are available in active markets for identical investments as of the reporting date.
The types of investments included in Level 1 include U.S. Treasury securities and listed equities. We do not adjust
the quoted price for these investments, even in situations where we hold a large position and a sale could
reasonably impact the quoted price.

Level 2—Pricing inputs are other than quoted prices in active markets, which are either directly or
indirectly observable as of the reporting date, and fair value is determined through the use of models and/or other
valuation methodologies that are based on an income approach. Examples include, but are not limited to,
multidimensional relational model, option adjusted spread model, and various matrices. Specific pricing inputs
include quoted prices for similar securities in both active and non-active markets, other observable inputs such as
interest rates, yield curve volatilities, default rates, and inputs that are derived principally from or corroborated by
other observable market data. Investments that are generally included in this category include asset-backed
securities, corporate bonds and loans, and state and municipal bonds.

Level 3—Pricing inputs are unobservable for the investment and include situations where there is little, if
any, market activity for the investment. The inputs into the determination of fair value require significant
management judgment or estimation using assumptions that market participants would use, including assumptions
for risk. Level 3 includes an embedded contractual derivative asset and/or liability held by the Company
estimated at fair value. Significant inputs used in the derivative valuation model include the estimated growth in
Health Net health care expenditures and estimated growth in national health care expenditures. The growth in
these expenditures was modeled using a Monte Carlo simulation approach. Level 3 also includes a state-
sponsored health plans settlement account deficit asset estimated at fair value based on the income approach. See
Note 2 for additional information on our state-sponsored health plans rate settlement agreement.

In certain cases, the inputs used to measure fair value may fall into different levels of the fair value hierarchy. In
such cases, an investment’s level within the fair value hierarchy is based on the lowest level of input that is significant
to the fair value measurement. Our assessment of the significance of a particular input to the fair value measurement in
its entirety requires judgment and considers factors specific to the investment.
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The following tables present information about our assets and liabilities measured at fair value on a recurring
basis at December 31, 2014 and 2013, and indicate the fair value hierarchy of the valuation techniques utilized by us to
determine such fair value (dollars in millions):

Level 2- Level 2-
Level 1 current noncurrent Level 3 Total
As of December 31, 2014
Assets:
Cash and cash equivalents .............ccccceeueveerernne. $ 869.1 § — § — 8 — $ 869.1
Investments—available-for-sale
Asset-backed debt securities:
Residential mortgage-backed securities...... $ — § 2109 § — § — $ 2109
Commercial mortgage-backed securities ... — 145.6 0.6 — 146.2
Other asset-backed securities ..................... — 81.4 — — 81.4

U.S. government and agencies:
U.S. Treasury SECUrities...........cocovrerrrrnrnnnns 36.5 — — — 36.5
U.S. Agency SeCurities .........cooovevereeruennnnns — — — — —

Obligations of states and other political

SUDAIVISIONS ..o — 732.2 — — 732.2
Corporate debt securities..........c.cceeeeveverenenene. — 584.4 4.0 — 588.4
Total investments at fair value.........c..oceveveeveennn... $ 365 $ 1,7545 § 46 $ — $1,795.6
Embedded contractual derivative......................... — — — 10.0 10.0
State-sponsored health plans settlement account
defiCit oo — — — — —
Total assets at fair value.............coccoeeeeeveveeeceeererenennne, $ 9056 $ 1,7545 $ 46 $ 100 $2,674.7
As of December 31, 2014
Liability:
Embedded contractual deriVatiVe...........cceecvieieriieieiiicieeie ettt r e sre e sre e saeesseseeas $ 2.6
TOtAl HADTILY Bt FAIE VAIUE ..v.ooeooore oo eeeeeeeeeese e e s 26
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Level 2- Level 2-
Level 1 current noncurrent Level 3 Total
As of December 31, 2013
Assets:
Cash and cash equivalents ..............ccccceueurururnne. $ 4332 § — § — § — $ 4332
Investments—available-for-sale
Asset-backed debt securities:
Residential mortgage-backed securities...... $ — § 2035 § 04 § — $ 2039
Commercial mortgage-backed securities ... — 144.1 0.7 — 144.8
Other asset-backed securities ..................... — 41.8 — — 41.8
U.S. government and agencies:
U.S. Treasury SeCurities...............coooovvne... 23.7 — — — 23.7
U.S. Agency SeCurities .........ccooeevereeruennnnne — — — — —
Obligations of states and other political
SUDAIVISIONS ... — 709.9 47.1 — 757.0
Corporate debt securities..........c.c.ccoeveevrrerenenee. — 444.0 11.6 — 455.6
Total investments at fair value.........c..oceveveeeeen.n... $ 237 $ 15433 $ 598 $ — $1,626.8
Embedded contractual derivative......................... — — — 7.2 7.2
State-sponsored health plans settlement account
AEfICTt oo — — — 62.9 62.9
Total assets at fair Value........oveeveeeeeeeeeeeeee e $ 4569 $ 1,5433 $§ 598 $ 70.1 $2,130.1

We had no financial liabilities fair valued on a recurring basis as of December 31, 2013.

We had no transfers between Levels 1 and 2 of financial assets or liabilities that are fair valued on a recurring
basis during the years ended December 31, 2014 and 2013. In determining when transfers between levels are
recognized, our accounting policy is to recognize the transfers based on the actual date of the event or change in
circumstances that caused the transfer.

F-36



HEALTH NET, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(Continued)

The changes in the balances of Level 3 financial assets for the years ended December 31, 2014 and 2013 were as
follows (dollars in millions):

Year Ended December 31,
2014 2013

State- State-
Sponsored Sponsored
Health Health

. Plans N Plans
Available- Embedded  Settlement Available- Embedded  Qettlement

For-Sale Contractual  Account For-Sale Contractual  Account
Investments  Derivative Deficit Total Investments  Derivative Deficit Total

Opening balance ........... $ — 72 $ 629 $ 70.1 $ 02 $ 112§ — § 114
Transfers into
Level 3............ — — — — — — _ _

Transfers out of
Level 3............ — — — — — _ _ _

Total gains or losses for
the period:

Realized in net
income............ — 2.8 (62.9) (60.1) — 5.7 62.9 68.6

Unrealized in
accumulated
other
comprehensive
income............ — — — — _ . o

Purchases, issues, sales
and settlements:

Purchases............. — — — — — _ _ _
Issues.....ccoveeuenne — — — — — — — _
Sales ....ccoveeenn. — — — — (0.2) — — (0.2)
Settlements........... — — — — — 9.7 — 9.7

Closing balance............. $ — 10.0 $ — $ 100 $ — % 72 % 629 § 70.1

Change in unrealized
gains (losses)
included in net
income for assets
held at the end of
the reporting period. ~ $— $— $— $ — 3 — — $— $ —
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The changes in the balance of the Level 3 financial liability for the year ended December 31, 2014 and 2013 were
as follows (dollars in millions):

Year Ended December 31,
2014 2013

Embedded Contractual Derivative

Opening balance .............cocooveveveeeeeeveeeeeeeeeeeeeee e $ — 3 3.2
Transfers into Level 3........cccooeieiiiiiiiiiiiieeeee — —
Transfers out of Level 3........cccooeviiiininininininincnns — —

Total gains or losses for the period:

Realized in net income ..........c.ccoeveeevieeiiecieeiiecieenn. 2.6 3.2)

Unrealized in accumulated other comprehensive
INCOMIC ...ttt

Purchases, issues, sales and settlements:

PUrChases ........ooeeeeieeeeee e — —

SEttIEMENTS ..o — —

ClOSINE BALANCE ..o $ 26 S —

As of December 31, 2014, we classified certain assets as assets held for sale. These assets held for sale are
carried at the lower of carrying value or fair value (see Note 2, under the heading "Goodwill and Other Intangibles," and
Note 3 for additional information). The following table presents information about our assets classified as held for sale
as of December 31, 2014, the hierarchy of the valuation techniques utilized by us to determine such fair values and the
related impairment loss for the year ended December 31, 2014 (dollars in millions):

Total Asset
Impairment for the
Year Months Ended
Level 3 December 31, 2014
Property and equipment, Net ............cocecvvereeenieeneenenns $ 500 § 80.2
Goodwill allocated to sale of business..........ccc........... — 7.0
Assets held for sale ..........oooeovieeiiiiiiiiiececeeeeee $ 500 $ 87.2

We had no liabilities fair valued on a non-recurring basis during the year ended December 31, 2014. We had no
financial assets or liabilities that were fair valued on a non-recurring basis during the year ended December 31, 2013.
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The following tables present quantitative information about Level 3 Fair Value Measurements (dollars in
millions):

Fair Value as of

December 31, Valuation
2014 Technique(s) Unobservable Input Range (Weighted Average)
Health Net Health Care
1 o, 0 0,
Embedded Monte Carlo Expenditures -0.08% —  2.74% (2.02%)
contractual Simulation National Health Care
derivative asset $ 10.0 Approach Expenditures 345% —  4.14% (3.80%)
Health Net Health Care
Expenditures 0.79% — 10.76% (5.73%)
Embedded Monte Carlo
contractual Simulation National Health Care
derivative liability — $ 2.6 Approach Expenditures 0.64% —  8.43% (4.38%)
Goodwill - Western
Region reporting Income
unit $ 558.9  Approach Discount Rate 7.5% — 7.5% (7.5%)
Income
Assets held for sale  § 50.0 Approach Discount Rate 12.0% —  12.0% (12.0%)
Fair Value as of
December 31, Valuation
2013 Technique(s) Unobservable Input Range (Weighted Average)
Health Net Health Care
: o/ 0 0,
Embedded Monte Carlo Expenditures -3.34% 7.34% (2.20%)
contractual Simulation National Health Care
derivative asset $ 7.2 Approach Expenditures -0.77% —  9.46% (3.63%)
Goodwill - Western
Region reporting Income
unit $ 565.9  Approach Discount Rate 10.0% —  10.0% (10.0%)
State-sponsored
health plans
settlement account Income
deficit $ 62.9 Approach Discount Rate 1.135% — 1.135% (1.135%)

Valuation policies and procedures are managed by our finance group, which regularly monitors fair value
measurements. Fair value measurements, including those categorized within Level 3, are prepared and reviewed on a
quarterly basis and any third-party valuations are reviewed for reasonableness and compliance with the Fair Value
Measurement Topic of the Accounting Standards Codification. Specifically, we compare prices received from our
pricing service to prices reported by the custodian or third-party investment advisers, and we perform a review of the
inputs, validating that they are reasonable and observable in the marketplace, if applicable. For our embedded
contractual derivative asset and/or liability, we use internal historical and projected health care expenditure data and the
national health care expenditures as reflected in the National External Trend Standards, which is published by CMS, to
estimate the unobservable inputs. The growth rates in each of these health care expenditures are modeled using the
Monte Carlo simulation approach, and the resulting value is discounted to the valuation date. We estimate our recurring
Level 3 state-sponsored health plans settlement account deficit asset using the income approach based on discounted
cash flows. We estimate our non-recurring Level 3 asset and goodwill for our Western Region Operations reporting unit
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using the income approach based on discounted cash flows. We estimate our non-recurring Level 3 assets held for sale
based on a combination of the discounted total consideration expected to be received in connection with the services
and asset sale agreements, income approach based on a discounted cash flow methodology, and replacement cost
methodology.

The significant unobservable inputs used in the fair value measurement of our embedded contractual derivative
are the estimated growth in Health Net health care expenditures and the estimated growth in national health care
expenditures. Significant increases (decreases) in the estimated growth in Health Net health care expenditures or
decreases (increases) in the estimated growth in national health expenditures would result in a significantly lower
(higher) fair value measurement. The significant unobservable input used in the fair value measurement of our state-
sponsored health plans settlement account deficit asset is our discount rate. Significant increases (decreases) in the
discount rate would result in a significantly lower (higher) fair value measurement.

Note 8—Long-Term Equity Compensation

For the year ended December 31, 2014 the compensation cost that has been charged against income under our
various stock option and long-term incentive plans ("the Plans") was $28.3 million. The total income tax benefit
recognized in the income statement for share-based compensation arrangements was $10.9 million (See Note 2).

Stock options and other equity awards, including but not limited to restricted stock, restricted stock units
("RSUs") and performance share units ("PSUs") have been granted to certain employees, officers and non-employee
directors under the Plans. The grant of a single RSU or PSU under our 2006 Long-Term Incentive Plan reduces the
number of shares of common stock available for issuance under that plan by 1.75 shares of common stock. RSUs and
PSUs granted under that plan prior to May 21, 2009 reduce the number of shares of common stock available for
issuance under the 2006 Long-Term Incentive Plan by two shares of common stock for each award. The grant of an
option under the 2006 Long-Term Incentive Plan reduces the number of shares of common stock available for issuance
under that plan by one share of common stock.

Stock options are granted with an exercise price at or above the fair market value of the Company’s common
stock on the date of grant. Effective May 21, 2009, stock option grants carry a maximum term of seven years, and, in
general, stock options and other equity awards vest based on one to four years of continuous service. Stock option
grants made prior to May 21, 2009 carry a maximum term of ten years. As of December 31, 2014, there were no
outstanding options or awards that had market or performance condition accelerated vesting provisions. Certain stock
options and other equity awards provide for accelerated vesting upon the occurrence of a change in control (as defined
in the Plans) under the circumstances set forth in the Plans and equity award agreements. At the end of the maximum
term, unexercised stock options are set to expire.

PSUs were granted in 2014. These PSUs have a one-year performance period. Vesting of these PSUSs is subject to
the recipient's continued employment and these PSUs are earned at 0% or 100% with vesting beginning no earlier than
one year after the grant date. The number of shares, if any, to be delivered in connection with these PSUs is dependent
upon the Company’s satisfaction of certain performance criteria as outlined in each PSU award agreement.

As of December 31, 2014, we have reserved up to an aggregate of 6.5 million shares of our common stock for
issuance under the Plans.

The fair value of each option award is estimated on the date of grant using a closed-form option valuation model
("Black-Scholes") based on assumptions, including the risk-free interest rate, expected option term or life, expected
volatility, and expected dividend yield, if any. Expected volatilities are based on implied volatilities from traded options
on our stock and historical volatility of our stock. We estimated the expected term of options by using historical data to
estimate option exercise and employee termination within a lattice-based valuation model. Separate groups of
employees that have similar historical exercise behavior are considered separately for valuation purposes. The expected
term of options granted is derived from a lattice-based option valuation model and represents the period of time that
options granted are expected to be outstanding. The risk-free rate for periods within the contractual life of the option is
based on the U.S. Treasury Strip yields in effect at the time of grant with maturity dates approximately equal to the
expected life of the option at the grant date.

F-40



NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(Continued)

HEALTH NET, INC.

During the years ended December 31, 2014, 2013 and 2012, we made no grants of stock options. The following
table provides the total intrinsic value of options exercised during the years ended December 31:

Total intrinsic value of options exercised....

2014

2013

2012

18,608,206 $

3,138,634 $

7,418,459

A summary of option activity under our various plans as of December 31, 2014, and changes during the year then

ended is presented below:

Weighted Average
Weighted Remaining
Number of Average Contractual Term Aggregate
Options Exercise Price (Years) Intrinsic Value
Outstanding at January 1, 2014 ................... 3,313,356 $31.33
Granted ........ooeveeeeieieeeesee e — —
EXercised ......cocevevieienieieinencecncneeene (1,320,086) 28.52
Forfeited or expired........ccccocevvererincncnnennee (41,059) 42.01
Outstanding at December 31, 2014 ............. 1,952,211 $33.01 2.02 $ 40,278,961
Vested or expected to vest at December 31,
2014 (reflecting estimated forfeiture
rates effective in 2014) .....c.ccoveveevrennnen. 1,952,045 $33.01 2.02 $ 40,275,247
Exercisable at December 31, 2014 .............. 1,944,500 $33.01 2.01 $ 40,109,115
Options Outstanding Options Exercisable
‘Weighted Average
Remaining
Rapge Of Number of Contractual Life Weighted Average Number of Weighted Average
Exercise Prices Options (Years) Exercise Price Options Exercise Price
$15.30 -20.00......... 139,100 1.51 $15.41 139,100 $15.41
20.01 -25.00......... 555,738 2.18 23.09 555,738 23.09
25.01 -30.00......... 136,892 2.88 28.14 135,955 28.14
30.01 —40.00......... 519,783 2.26 31.96 513,009 31.96
40.01 -50.00......... 479,685 1.37 46.58 479,685 46.58
50.01 —58.07......... 121,013 2.40 54.95 121,013 54.95
$15.30 - 58.07.......... 1,952,211 2.02 $33.01 1,944,500 $33.01

We have entered into stock option and RSU agreements with certain employees and non-employee directors and
PSU agreements with certain employees. Upon vesting and exercise of each stock option and upon vesting of each RSU
and PSU, holders will have the right to receive one share of common stock. Awards of stock options, RSUs and PSUs
are subject to restrictions on transfer and forfeiture prior to vesting. The following table presents the number of stock
options, RSUs and PSUs granted during the years ended December 31:

Options granted..........c.occeeeveerrevreereennne.
RSUs and PSUs granted ..............c.........

2014

2013

2012
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A summary of RSU and PSU activity under our various plans as of December 31, 2014, and changes during the
year then ended is presented below:

Number of
Restricted . .
Stock lUnits Weighted Weighted Weighted Average
and Average Average Remaining
Performance Grant-Date Purchase Contractual Term Aggregate
Share Units Fair Value Price (Years) Intrinsic Value
Outstanding at January 1, 2014 ........... 1,838,772 $  29.54 $—
Granted ........ccceeeeveeeeiiiieeeeeeeeee 881,338 32.25 —
Vested ..ooviiieiiieiieeie e (907,072) 29.68 —
Forfeited .......ccooveviivieiieieieeeeee (88,743) 30.21 —
Outstanding at December 31, 2014 ..... 1,724,295 $  30.82 — 0.87 $ 92,301,511
Expected to vest at December 31,
2014 (reflecting estimated forfeiture
rates effective in 2014) .......ccovveueennene. 1,649,410 $§ 30.84 $— 0.91 $ 88,292,899

The fair values of RSUs and PSUs are determined based on the market value of the underlying shares of common
stock on the date of grant.

The weighted-average grant-date fair values and aggregate intrinsic values of RSUs and PSUs vested during the
years ended December 31, are as follows:

2014 2013 2012
Weighted-average grant-date fair values of RSUs and PSUs vested....... $ 29.68 $ 2943 $ 38.22
Aggregate intrinsic value of RSUs and PSUs vested (in millions)......... $ 305 S 185 $ 49.0

Share-based compensation expense recorded for the years ended December 31, is as follows:

2014 2013 2012
(Amounts in millions)
Compensation eXpense - OPHONS ........c.eeveereeeeereereeereereeereeeesreereeneas $ 0.6 $ 37§ 5.4
Compensation expense - RSUs and PSUS.........ccccocoeveveieerirerinnane. $ 277 $ 262 $ 23.5

As of December 31, 2014, the remaining unrecognized compensation costs and the respective weighted-average
recognition periods are as follows:

Non-vested RSUs &

Non-vested Options PSUs
Remaining unrecognized compensation cost (in thousands)................... $ 28 § 32,321
Remaining weighted-average period (in years) ..........cccceeveeierveereereennenn. 0.23 0.93

Under 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/or exercise price obligations, as applicable, arising from
the exercise of stock options. For certain other equity awards, the Company has the right to withhold shares to satisfy
any tax obligations that may be required to be withheld or paid in connection with such equity award, including any tax
obligation arising on the vesting date. During the year ended December 31, 2014, we withheld 0.7 million shares of
common stock to satisfy tax withholding and exercise price obligations arising from stock option exercises and the
vesting of RSUs and PSUs.
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We become entitled to an income tax deduction in an amount equal to the taxable income reported by the holders
of the stock options, restricted shares, RSUs and PSUs when vesting occurs, the restrictions are released and the shares
are issued. Stock options, restricted common stock, RSUs and PSUs are forfeited if the employees terminate their
employment prior to vesting, other than in certain limited situations.

Note 9—Capital Stock

As of December 31, 2014, there were 152,451,000 shares of our common stock issued and 74,378,000 shares of
common stock held in treasury, resulting in 78,073,000 shares of our common stock outstanding.

Shareholder Rights Plan

On July 27, 2006, our Board of Directors adopted a shareholder rights plan pursuant to a Rights Agreement with
Wells Fargo Bank, N.A. (the "Rights Agent"), dated as of July 27, 2006 (the "Rights Agreement").

In connection with the Rights Agreement, on July 27, 2006, our Board of Directors declared a dividend
distribution of one right (a "Right") for each outstanding share of Common Stock to stockholders of record at the close
of business on August 7, 2006 (the "Record Date"). Our Board of Directors also authorized the issuance of one Right
for each share of common stock issued after the Record Date and prior to the earliest of the Distribution Date (as
defined below) the redemption of the Rights and the expiration of the Rights and, in certain circumstances, after the
Distribution Date. Subject to certain exceptions and adjustment as provided in the Rights Agreement, each Right
entitles the registered holder to purchase from us one one-thousandth (1/1000™ ) of a share of Series A Junior
Participating Preferred Stock, par value of $0.001 per share, at a purchase price of $170.00 (the "Purchase Price"). The
terms of the Rights are set forth in the Rights Agreement.

Rights will attach to all Common Stock certificates representing shares outstanding and no separate certificates
evidencing the Rights will be distributed. Subject to certain exceptions contained in the Rights Agreement, the Rights
will separate from the Common Stock upon the earliest of (i) 10 days following the public announcement of any person,
together with its affiliates and associates (an Acquiring Person), becoming the beneficial owner of 15% or more of the
outstanding Common Stock, (ii) 10 business days following the commencement of a tender or exchange offer that
would result in any person, together with its affiliates and associates, becoming the beneficial owner of 15% or more of
the outstanding Common Stock or (iii) 10 business days following the determination by our Board of Directors that a
person, together with its affiliates and associates, has become the beneficial owner of 10% or more of the Common
Stock and that such person is an “Adverse Person,” as defined in the Rights Agreement (the earliest of such dates being
called the “Distribution Date”). The Rights Agreement provides that certain passive institutional investors that
beneficially own less than 20% of the outstanding shares of the Common Stock shall not be deemed to be Acquiring
Persons.

The Rights will first become exercisable on the Distribution Date and will expire at the close of business on
July 31, 2016 unless such date is extended or the Rights are earlier redeemed or exchanged by us as described below.

Subject to certain exceptions contained in the Rights Agreement, in the event that any person shall become an
Acquiring Person or be declared to be an Adverse Person, then the Rights will “flip-in” and entitle each holder of a
Right, other than any Acquiring Person or Adverse Person and such person’s affiliates and associates, to purchase, upon
exercise at the then-current exercise price of such Right, that number of shares of Common Stock having a market value
of two times such exercise price.

In addition, and subject to certain exceptions contained in the Rights Agreement, in the event that we are acquired
in a merger or other business combination in which the Common Stock does not remain outstanding or is changed or
50% of the assets, cash flow or earning power of the Company is sold or otherwise transferred to any other person, the
Rights will “flip-over” and entitle each holder of a Right, other than an Acquiring Person or an Adverse Person and
such person’s affiliates and associates, to purchase, upon exercise at the then current exercise price of such Right, such
number of shares of common stock of the acquiring company which at the time of such transaction would have a
market value of two times such exercise price.

We may redeem the Rights at a price of $0.01 per Right at any time until the earlier of (i) 10 days following the
date that any Acquiring Person becomes the beneficial owner of 15% or more of the outstanding Common Stock and
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(i) the date the Rights expire. In addition, at any time after a person becomes an Acquiring Person or is determined to
be an Adverse Person and prior to such person becoming (together with such person's affiliates and associates) the
beneficial owner of 50% or more of the outstanding Common Stock, at the election of our Board of Directors, the
outstanding Rights (other than those beneficially owned by an Acquiring Person, Adverse Person or an affiliate or
associate of an Acquiring Person or Adverse Person) may be exchanged, in whole or in part, for shares of Common
Stock, or shares of preferred stock of the Company having essentially the same value or economic rights as such shares.

Stock Repurchase Program

On May 2, 2011, our Board of Directors authorized our stock repurchase program pursuant to which a total of
$300 million of our outstanding common stock could be repurchased. On March 8, 2012, our Board of Directors
approved a $323.7 million increase to our stock repurchase program and on December 16, 2014, our Board of Directors
approved another $257.8 million increase to our stock repurchase program. This latest increase, when taken together
with the remaining authorization at that time, brought our total authorization up to $400 million.

Subject to the approval of our Board of Directors, we may repurchase our common stock under our stock
repurchase program from time to time in privately negotiated transactions, through accelerated stock repurchase
programs or open market transactions, including pursuant to a trading plan in accordance with Rules 10b5-1 and 10b-18
of the Securities Exchange Act of 1934, as amended. The timing of any repurchases and the actual number of shares of
stock repurchased will depend on a variety of factors, including the stock price, corporate and regulatory requirements,
restrictions under the Company’s debt obligations, and other market and economic conditions. Our stock repurchase
program may be suspended or discontinued at any time.

During the year ended December 31, 2013, we repurchased 2.7 million shares of our common stock for aggregate
consideration of $70.0 million under our stock repurchase program. During the year ended December 31, 2014, we
repurchased 3.0 million shares of our common stock for aggregate consideration of $137.8 million under our stock
repurchase program. The remaining authorization under our stock repurchase program as of December 31, 2014 was
$400.0 million.

Note 10—Employee Benefit Plans
Defined Contribution Retirement Plans

We and certain of our subsidiaries sponsor defined contribution retirement plans intended to qualify under
Sections 401(a) and 401(k) of the Internal Revenue Code of 1986, as amended (the "Code"). Certain of the plans were
amended and restated effective January 1, 2013 to comply with, among other things, Section 415 of the Code, and
certain of the plans were further amended in 2014. Participation in the Company's active plan is available to all
employees who meet certain eligibility requirements and elect to participate. Employees may contribute up to the
maximum limits allowed by Sections 401(k) and 415 of the Code, with Company contributions based on matching or
other formulas. Our expense under these plans totaled $16.3 million, $16.0 million and $16.4 million for the years
ended December 31, 2014, 2013 and 2012, respectively, and is included in general and administrative expense in our
consolidated statements of operations.

Deferred Compensation Plans

We have a voluntary deferred compensation plan pursuant to which certain management and highly compensated
employees are eligible to defer a certain portion of their regular compensation and bonuses (the "Employee Plan"). In
addition, we have a voluntary deferred compensation plan pursuant to which the non-employee members of the Health
Net, Inc. Board of Directors are eligible to defer a certain portion of their cash retainers, meeting fees and other cash
remuneration (the "BOD Plan"). The compensation deferred under these plans is credited with earnings or losses
measured by the mirrored rate of return on investments elected by plan participants. These plans are unfunded. Each
plan participant is fully vested in all deferred compensation and earnings credited to his or her account. The BOD Plan
was amended and restated effective December 1, 2009 and the Employee Plan was amended and restated effective
January 1, 2010. The plans were amended effective November 18, 2013.
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As of December 31, 2014 and 2013, the liability under these plans amounted to $50.6 million and $52.0 million,
respectively. These liabilities are included in other noncurrent liabilities on our consolidated balance sheets. Deferred
compensation expense is recognized for the amount of earnings or losses credited to participant accounts. Our expense
under these plans totaled $1.5 million, $2.8 million and $4.2 million for the years ended December 31, 2014, 2013 and
2012, respectively, and is included in general and administrative expense in our consolidated statements of operations.

Pension and Other Postretirement Benefit Plans

Pension Plans—We have an unfunded non-qualified defined benefit pension plan, the Supplemental Executive
Retirement Plan. The plan was amended and restated effective January 1, 2008. This plan is noncontributory and covers
key executives as selected by our Board of Directors. Benefits under the plan are based on years of service and level of
compensation during the final five years of service.

Postretirement Health and Life Plans—Certain of our subsidiaries sponsor postretirement defined benefit health
care and life insurance plans that provide postretirement medical and life insurance benefits to directors, key executives,
employees and dependents who meet certain eligibility requirements. The Health Net of California Retiree Medical and
Life Benefits Plan is non-contributory for employees retired prior to December 1, 1995 who have attained the age of 62;
employees retiring after December 1, 1995 who have attained age 62 contribute from 25% to 100% of the cost of
coverage depending upon years of service. The plan was amended in 2008 to vest benefits for eligible associates who
were terminated in connection with the Company’s operations strategy. We have two other benefit plans that we have
acquired as part of acquisitions made in 1997. One of the plans is frozen and non-contributory, whereas the other plan is
contributory by certain participants. Under these plans, we pay a percentage of the costs of medical, dental and vision
benefits during retirement. The plans include certain cost-sharing features such as deductibles, co-insurance and
maximum annual benefit amounts that vary based principally on years of credited service.

The following table sets forth the plans' obligations and funded status at December 31:
Pension Benefits Other Benefits

2014 2013 2014 2013

(Dollars in millions)

Change in benefit obligation:

Benefit obligation, beginning of year............ccccoevevevverenennnnn, $ 404 $ 434 $ 24.1 $ 26.9
SEIVICE COSE ittt 1.1 1.2 0.3 0.4
INEEIEST COSE ..oniiiiiiiiiiieiect et 1.8 1.6 1.1 1.0
Change in plan provisions ...........cccceeeeereereeneeneneeneneeeeens — — — (0.6)
Benefits paid........cceeievivieririeiieiiceiee ettt (1.2) (1.2) (1.1) (0.9)
Actuarial (2ain) 10SS .....cceevverieriieieeeieeee e 7.6 (4.6) 4.4 2.7)
Benefit obligation, end of year...........cccocveevevevireecriierirennna, $ 49.7 $ 404 $ 28.8 $ 24.1
Change in fair value of plan assets:

Plan assets, beginning of year ...........ccoeevevievierieciecieeeeen. $ — 3 — — 3 —
Employer contribution............cceeevereiecienieienieie e sieieeeens 1.2 1.2 1.1 0.9
Benefits paid......c.ccceeeveiieriieieicee e (1.2) (1.2) (1.1) (0.9)
Plan assets, end of YEar .........cocvevvvveuiiieiiieiciceeeeeeeeeeeveas $ — 3 — 8 — —

Underfunded status, end of year.............ccocevveveveieieneennnnn, $ 49.7) $ (404) $ (28.8) $ (24.1)
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Amounts recognized in our consolidated balance sheet as of December 31 consist of:

Pension Benefits Other Benefits
2014 2013 2014 2013
(Dollars in millions)
NONCUITENT ASSELS ...vvvveevieieveeeeeeeeeeeeee et erns $ — 3 — 3 — 3 —
Current Habilities..........cceeveiiiiecieeeeceee e (1.7) (1.7) (0.9) (1.1
Noncurrent Habilities.......c.oovveevvreiieriiiecie e, (48.0) (38.7) (27.9) (23.0)
Net amount 1eCOZNIZEd. ........ccvevevveriveerieierieieeeeee e, $ 49.7) $ (404) $ (28.8) $ (24.1)

Amounts recognized in accumulated other comprehensive income as of December 31 consist of:

Pension Benefits Other Benefits
2014 2013 2014 2013
(Dollars in millions)
PriOr SEIVICE COSL...uvniiuiiuiinienietieteeeeteete et et eee et e e eneene e ereeneeneas $ — 3 — 3 0.1 $ 0.3
INEt 10SS (ZAIMN) vttt 53 0.7 6.1 3.6

$ 53 § 07 $ 62 $ 3.9

The following table sets forth our plans with an accumulated benefit obligation in excess of plan assets at
December 31:

Pension Benefits Other Benefits
2014 2013 2014 2013
(Dollars in millions)
Projected benefit 0bligation .............cocceevevveieieieieieieeenane, $ 49.7 $ 404 $ 28.8 $ 24.1
Accumulated benefit obligation ...........ccocceveeiiiiiniieninn. 46.1 37.1 28.8 24.1

Fair value of plan assets ........c..coccverevveneneneienecnencnceee — — — —

Components of net periodic benefit cost recognized in our consolidated statements of operations as general
and administrative expense for years ended December 31:

Pension Benefits Other Benefits
2014 2013 2012 2014 2013 2012

(Dollars in millions)

SEIVICE COSL..uvvvmimimriiieneiiicieieieieneseeeeeseeseeeenene $ 1.1 $ 12 %8 17 % 03 $ 04 % 04
INtETESt COSt...cuvenrenreieireieieiieecceeeere e 1.8 1.6 1.8 1.1 1.0 1.1
Amortization of prior service cost..........c.ceeueuee. — — — 0.4 0.1 0.1
Amortization of net loss (gain)............ccccveevennne — 0.5 1.2 0.2 1.9 2.9
Net periodic benefit Cost.........ooorvirvireeirirrenenne. $§ 29§ 33 $ 47 § 20 § 34 § 45

The estimated net (gain) loss and prior service cost for the pension and other postretirement benefit plans that
will be amortized from accumulated other comprehensive income into net periodic benefit cost over the next fiscal year
are $2.2 million and $0.4 million, respectively.

All of our pension and other postretirement benefit plans are unfunded. Employer contributions equal benefits
paid during the year. Therefore, no return on assets is expected.
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Additional Information

Pension Benefits Other Benefits
2014 2013 2014 2013
Assumptions
Weighted average assumptions used to determine benefit
obligations at December 31:
DISCOUNE TALE ...ttt 3.7% 4.5% 3.9% 4.8%
Rate of compensation INCrease..........c.ecueveeerererenenerenrenennens 6.0% 6.0% 3.5% 3.5%
Pension Benefits Other Benefits

2014 2013 2012 2014 2013 2012

Weighted average assumptions used to determine net
cost for years ended December 31:

DiScount rate ......c.oceeeevereeueneeeneeneeneeneennenenne 4.5% 3.7%
Rate of compensation increase.............c.ceeveeveunene 6.0% 6.0%

4.4% 4.8% 4.0% 4.5%
5.9% 3.5% 3.5% 3.5%

The discount rates we used to measure our obligations under our pension and other postretirement plans at
December 31, 2014 and 2013 mirror the rate of return expected from high-quality fixed income investments.

2014 2013

Assumed Health Care Cost Trend Rates at December 31:

Health care cost trend rates assumed for next year .............c.ccveunee. 6.5% to 12.8% 7.3% to 16.3%

Rate to which the cost trend rate is assumed to decline (the
ultimate trend rate) ........cceevveevieeiieieiieeece e
Years that the rate reaches the ultimate trend rate...........c.ccceeuvneee. 2024 to 2024

5% 5%
2022 to 2023

Assumed health care cost trend rates have a significant effect on the amounts reported for the health care plans. A
one-percentage-point change in assumed health care cost trend rates would have the following effects for the year

ended December 31, 2014:

1-Percentage 1-Percentage
Point Point
Increase Decrease
(Dollars in millions)
Effect on total of service and interest COSt ........oovvveririerieriienieeienieereeenes $ 02 $ (0.2)
Effect on postretirement benefit obligation.............cooeveiieiereiinincnccee $ 4.7 $ 3.9)

Contributions
We expect to contribute $1.7 million to our pension plan and $0.9 million to our postretirement health and life
plans throughout 2015. The entire amount expected to be contributed, in the form of cash, to the defined benefit pension
and postretirement health and life plans during 2014 is expected to be paid out as benefits during the same year.
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Estimated Future Benefit Payments

We estimate that benefit payments related to our pension and postretirement health and life plans over the next
ten years will be as follows:

Pension Other
Benefits Benefits
(Dollars in millions)

2015 e $ 1.7 $ 0.9
2016t 2.9 1.0
2007 ettt 2.9 1.0
2018t e 2.8 1.1
2019, 2.8 1.1
Years 2019—2024.......ccoveveieiieeieeieeeee e 16.7 6.7

Note 11—Income Taxes

Continuing Operations

Significant components of the provision for income taxes from continuing operations are as follows for the
years ended December 31:

2014 2013 2012

(Dollars in millions)

Current tax expense:

FEAETAL ...t $ 877 $ 790 $ (34

SEALE ..o (15.0) 12.5 (1.2)
Total CUITENt tAX EXPEINSE .......vvvereereressrssceseesesssssesaessssessssesse s sessesaeseeses 72.7 91.5 (4.6)
Deferred tax expense (benefit):

FEAETAl ...t 24 15.0 11.1

SEALE ..o (19.0) (6.4) (2.2)
Total deferred tax expense (benefit)...........ccceveveiniiiniiniiniiiceee (16.6) 86 8.9
Interest expense, gross of related tax effects..........coovvrverueveerererrereennn. (1.9) (0.3) 1.7
Total inCOme tax PrOVISION.......c.covviiiiuiiiiiiiiiiiice e $ 542 $ 998 § 6.0
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A reconciliation of the statutory federal income tax rate and the effective income tax rate on income from
continuing operations is as follows for the years ended December 31:

2014 2013 2012

Statutory federal inCOME taX Tae ......c.ecvevieeieriieierieeie e 35.0% 35.0% 35.0%
State and local taxes, net of federal income tax effect.........cccceevveennnnee. (11.1) 1.5 (6.9)
Valuation allowance (release) against capital losses, net operating

1055€S OF tax CrEdits ......coovvviiiiiiice e — — (26.5)
Loss 0n SubSidiary StOCK .........ccvevvieviiiieiieiieiiceeie et (24.9) — —
Non-deductible health insurer fee..........cocvveriveneneninencncieececceenene 24.8 — —
Non-deductible cOMPENSAtioN..........coeeeririiririnereieeeieeeeeeeeeeee e 4.8 3.6 17.7
Tax exempt iNtEreSt INCOME ......ccueeverereiereieeeriereeseeeaesreeeeseeeeeseeeeeeneenes 2.9 2.4) (12.7)
Sale Of SUDSIAIATIES. ....c.eeuveuieiieiieiieieeieei e — — 1.8
INLErESt EXPENSE....vviviieeiieiicc e (1.0) (0.1) 5.3
LODDYING EXPENSE ....ovveriieiieiieeiesieeieeieete ettt ettt esae e esaessaesaeesnesseesnans 0.6 0.4 3.4
L0 11 T<) U1 T RS R 1.8 (1.0) 1.8
Effective INCOME taX TALE ....c..eeveriirieiieieniceiesicee st 27.1% 37.0% 18.9%

The effective income tax rate from continuing operations was 27.1%, 37.0% and 18.9% for the years ended
December 31, 2014, 2013 and 2012, respectively. For the year ended December 31, 2014, our effective tax rate was
impacted by the health insurer fee which became effective under the ACA. Our health insurance industry fee payment
of $141.4 million in 2014 was not deductible for federal income tax purposes and in many state jurisdictions. See Note
2, under the heading "Accounting for Certain Provisions of the ACA—Premium-based Fee on Health Insurers" for
additional information regarding the health insurance industry fee.

During the year ended December 31, 2014, we recorded a $73.7 million tax benefit, net of adjustments to our
reserve for uncertain tax benefits, as a result of a worthless stock loss. The loss was incurred with respect to the stock of
Health Net of the Northeast, Inc., the former parent company of subsidiaries sold to an affiliate of UnitedHealth Group
in 2009. The amount and character of the loss could be challenged by the taxing authorities, and as such, we increased
our reserve for uncertain tax positions by $16.4 million related to this transaction. The tax benefit from the stock loss
was primarily responsible for reducing our statutory tax rate below the statutory federal tax rate of 35% for the year
ended December 31, 2014.

In all periods presented, our effective income tax rate has not been impacted by operations in foreign
jurisdictions with varying statutory tax rates. Our health care operations are almost entirely domestic.
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Significant components of our deferred tax assets and liabilities as of December 31 are as follows:

2014 2013
(Dollars in millions)

DEFERRED TAX ASSETS:
ACCIUEd HADIIILIES.........ceeeeeeecececccceccee e eeseasssesasananans $ 728 § 87.8
Accrued compensation and benefits...........cccovveiriiiiiiiiiieee e 68.8 67.1
Net operating and capital 10ss carryforwards ............ccoocvevierienierieniecienieeeeee e 21.6 222
Unrealized 10SS€S ON INVESIMENLS ...........oooveverieieeeeeeeeeereeeeeeeeesesseseseseseesesesesessesesesenns 0.5 16.7
Insurance loss reserves and unearned PremMiumS.........c.veeveereeruereerreeeerneseeessesssesseenens 13.7 12.7
Deferred gain and FEVEINUES ........c..eeruiiieiiiierieeiete ettt 1.3 6.6
TAX CTEAILS ..euvveuveeieiieeieieeteste et e et ete st ete st e besttebeessenseessesseessesseensesseensesssesesssessennsens 10.8 8.8
Deferred tax assets before valuation allowance .........c.cccoeeveevieeiieeiieicieeciecieeceeeene 189.5 221.9
Valuation AllOWANCE..............ccovveeeeeeeeeeeeeeeeeeeeeeeeseeeeee s senesseneseennens (13.3) (23.3)
Net deferTed tAX ASSELS ......ouviviveveeeeereteeeeeeeteteeeeeete et eee et eseseeeeeeseseeseeesesesensesesesessasesesenas $ 1762 $ 198.6

DEFERRED TAX LIABILITIES:

Depreciable and amortizable ProPerty............cccoeevevereeereeererereeeeseeeeeseseseseesesesesesennns $ 53.0 § 77.1
Prepaid EXPENSES ......eevieiieeieiieie ettt ettt enee 10.7 14.9
DEfeITEd TEVEIUE ..ottt ettt ettt ene s 9.6 13.2
Unrealized gains 0N INVESLMENTS .....c..eevieriieieieeierieeie st ee e 5.6 —
OBRET ...ttt ettt 6.3 4.0
Deferred tax Habilities ...........ccoveveveveveeeeeeeeee ettt $ 852 § 1092

During 2014, our total valuation allowance decreased by a net $10 million, primarily resulting from the
expiration of a $6 million state capital loss carryforward upon which the valuation allowance was based.

For 2014, 2013 and 2012 the income tax benefit realized from share-based award exercises was $8.7 million,
$6.1 million and $16.6 million, respectively. Of the tax benefits realized, $1.1 million, $(1.4) million and $5.1 million
were allocated to stockholders’ equity in 2014, 2013 and 2012, respectively.

As of December 31, 2014, we had federal and state net operating loss carryforwards of approximately $6.1
million and $270.6 million, respectively. The net operating loss carryforwards expire at various dates through 2034.

Limitations on utilization may apply to all of the federal and state net operating loss carryforwards. Accordingly,
valuation allowances have been provided to account for the potential limitations on utilization of these tax benefits. No
portion of the 2014 valuation allowance was allocated to reduce goodwill.
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We maintain a liability for unrecognized tax benefits that includes the estimated amount of contingent
adjustments that may be sustained by taxing authorities upon examination. A reconciliation of the beginning and ending
amount of unrecognized tax benefits, exclusive of related interest, is as follows:

2014 2013 2012
(Dollars in millions)

Gross unrecognized tax benefits at beginning of year ...............ccccc.co...... $ 556 § 57.3 $ 471
Increases in unrecognized tax benefits related to the

CUITENE VAT ....vvieuvieeriereeeereesteesseesseeseseesseeseseesseessseeseessseessessssessseessns 25.5 4.4 2.4
Increases in unrecognized tax benefits related to prior years................... — — 8.0
Decreases in unrecognized tax benefits related to a prior year................ (17.5) 0.2) (0.2)
Settlements with taxing authorities ...........cceecveriecieniecienieeseee e — (1.9 —
Lapse in statute of limitation for assessment .............cccceeeevreeeecreeeenenns 2.1 (4.0) —
Gross unrecognized tax benefits at end of year...........c.cccoevevevruerernnnn. $ 61.5 $ 556 § 573

Of the $64.9 million total liability at December 31, 2014 for unrecognized tax benefits, including interest and
penalties, approximately $19.6 million would, if recognized, impact the Company’s effective tax rate. The remaining
$45.3 million would impact deferred tax assets. Of the $59.3 million total liability at December 31, 2013 for
unrecognized tax benefits, including interest and penalties, approximately $9.7 million would, if recognized, impact the
Company’s effective tax rate. The remaining $49.6 million would impact deferred tax assets.

We recognized interest and any applicable penalties which could be assessed related to unrecognized tax benefits
in income tax provision expense. Accrued interest and penalties are included within the related tax liability in the
consolidated balance sheet. During 2014, 2013 and 2012, ($1.9) million, ($0.3) million and $1.7 million, respectively,
of interest was recorded as income tax (benefit) provision. We reported interest accruals of $1.8 million, $3.7 million
and $4.1 million at December 31, 2014, 2013 and 2012, respectively. Provision expense and accruals for penalties were
immaterial in all reporting periods.

We file tax returns in the federal as well as several state tax jurisdictions. As of December 31, 2014, tax years
subject to examination in the federal jurisdiction are 2010 and forward. The most significant state tax jurisdiction for us
is California, and tax years subject to examination by that jurisdiction are 2010 and forward. Presently we are under
examination by various state taxing authorities. We do not believe that any ongoing examination will have a material
impact on our consolidated balance sheet and results of operations.

In the next twelve months, it is reasonably possible that our unrecognized tax benefits could decrease by up to
$7.2 million due to examination settlements or alternatively increase by up to $2.6 million assuming we are able to
utilize certain net operating loss and tax credit carryforwards that are currently subject to uncertainty.

Discontinued Operation

On April 1, 2012, we completed the sale of our Medicare PDP business to CVS Caremark. For the year ended
December 31, 2012, we recorded tax expense of $18.0 million net against the gain on sale of discontinued operation.
See Note 3 for additional information regarding the sale of our Medicare PDP business. The effective tax rate differs
from the federal statutory rate of 35% due primarily to the impact of non-deductible goodwill impairment and a
reduction in the valuation allowance against deferred tax assets, which resulted from the utilization of capital loss
carryforwards against the gain on the sale of our Medicare PDP business.

As aresult of the sale, the operating results of our Medicare PDP business have been classified as discontinued
operation in our consolidated statements of operations for the year ended December 31, 2012. We recorded a tax benefit
of $10.3 million net against the loss from discontinued operation for the year ended December 31, 2012. The effective
income tax rates related to income or loss from discontinued operation remained relatively constant throughout 2012 at
slightly above the federal statutory tax rate of 35% due to state income taxes. We had no income or loss and no tax
expense or benefit for discontinued operation for the years ended December 31, 2013 and 2014.
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Note 12—Regulatory Requirements

All of our health plans as well as our insurance subsidiaries ("regulated subsidiaries") are required to maintain
minimum capital standards and certain restricted accounts or assets, in accordance with legal and regulatory
requirements. For example, under the Knox-Keene Health Care Service Plan Act of 1975, as amended, our California
health plans are regulated by the California Department of Managed Health Care ("DMHC") and must comply with
certain minimum capital or tangible net equity requirements. Our non-California health plans as well as our insurance
subsidiaries must comply with their respective state's minimum regulatory capital requirements. As necessary, we make
contributions to and issue standby letters of credit on behalf of our regulated subsidiaries to meet risk based capital
("RBC") or other statutory capital requirements under various state laws and regulations, and to meet the capital
standards of credit rating agencies. In addition, in California and in certain other jurisdictions, our regulated subsidiaries
are required to maintain minimum investment amounts for the restricted use of the regulators in certain limited
circumstances. See the “Restricted Assets” section in Note 2 for additional information.

Certain of our subsidiaries report their accounts in conformity with accounting practices prescribed or permitted
by state insurance regulatory authorities, or statutory accounting. These subsidiaries are domiciled in various
jurisdictions and prepare statutory financial statements in accordance with accounting practices prescribed or permitted
by the respective jurisdictions' insurance regulators. Prescribed statutory accounting practices are set forth in a variety
of publications of the National Association of Insurance Commissioners ("NAIC") as well as state laws, regulations and
general administrative rules. The NAIC has developed a codified version of the statutory accounting principles,
designed to foster more consistency among the states for accounting guidelines and reporting.

Statutory reporting varies in certain respects from GAAP. Typical differences of statutory reporting as compared
to GAAP reporting are the reporting of fixed maturity securities at amortized cost, not recognizing certain assets
including those that are non-admitted for statutory purposes and certain reporting classifications. Statutory-basis capital
and surplus of our health plan subsidiaries was $188.5 million and $138.6 million at December 31, 2014 and 2013,
respectively. Statutory-basis net (loss) income of our health plan subsidiaries was approximately $(130.5) million,
$(158,000) and $44,000 for the years ended December 31, 2014, 2013 and 2012, respectively.

Our subsidiaries that are regulated by DMHC report their accounts in conformity with GAAP. GAAP equity of
our DMHC regulated subsidiaries was $1.3 billion and $1.2 billion at December 31, 2014 and 2013, respectively.
GAAP net income of our DMHC regulated subsidiaries was $202.3 million, $140.7 million and $122.1 million for the
years ended December 31, 2014, 2013 and 2012, respectively. We are a holding company and, therefore, our ability to
pay dividends depends on distributions received from our subsidiaries, which are subject to regulatory capital
requirements and other requirements of state law and regulation. As a result of these regulatory capital requirements and
other requirements of state law and regulation, certain regulated subsidiaries are subject to restrictions on their ability to
make dividend payments, loans or other transfers of cash to us, or their ability to do so is conditioned upon prior
regulatory approval or non-objection. Such restrictions, unless amended or waived, limit the use of any cash generated
by these subsidiaries to pay our obligations or make dividends. The maximum amount of dividends that can be paid by
the regulated subsidiaries to us without prior approval of the state regulatory authorities is subject to restrictions relating
to statutory surplus, statutory income and tangible net equity. See Note 6 for further discussion of restrictions on our
ability to pay dividends to our stockholders that are contained in our revolving credit facility.

Based on operations as of December 31, 2014, the amount of statutory capital and surplus or net worth of our
regulated subsidiaries necessary to satisfy regulatory requirements was $487.0 million in the aggregate. As of
December 31, 2014, the amount of capital and surplus or net worth that was unavailable for the payment of dividends or
return of capital to us was approximately $487.0 million in the aggregate. As of December 31, 2014, the amount of
restricted net assets of our regulated subsidiaries was approximately $119.2 million in the aggregate. Management
believes that as of December 31, 2014 all of our active regulated subsidiaries met their respective regulatory
requirements relating to maintenance of minimum capital standards and restricted accounts or assets in all material
respects.
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Note 13—Commitments and Contingencies

Legal Proceedings

Overview

We record reserves and accrue costs for certain legal proceedings and regulatory matters to the extent that we
determine an unfavorable outcome is probable and the amount of the loss can be reasonably estimated. While such
reserves and accrued costs reflect our best estimate of the probable loss for such matters, our recorded amounts may
differ materially from the actual amount of any such losses. In some cases, no estimate of the possible loss or range of
loss in excess of amounts accrued, if any, can be made because of the inherently unpredictable nature of legal and
regulatory proceedings, which may be exacerbated by various factors, including but not limited to that they may
involve indeterminate claims for monetary damages or may involve fines, penalties or punitive damages; present novel
legal theories or legal uncertainties; involve disputed facts; represent a shift in regulatory policy; involve a large
number of parties, claimants or regulatory bodies; are in the early stages of the proceedings; involve a number of
separate proceedings, each with a wide range of potential outcomes; or result in a change of business practices. Further,
there may be various levels of judicial review available to the Company in connection with any such proceeding in the
event damages are awarded or a fine or penalty is assessed. As of the date of this report, amounts accrued for legal
proceedings and regulatory matters were not material. However, it is possible that in a particular quarter or annual
period our financial condition, results of operations, cash flow and/or liquidity could be materially adversely affected by
an ultimate unfavorable resolution of or development in legal and/or regulatory proceedings, including those described
below in this Note 13 under the heading “Military and Family Life Counseling Program Putative Class and Collective
Actions,” depending, in part, upon our financial condition, results of operations, cash flow or liquidity in such period,
and our reputation may be adversely affected. Except for the regulatory and legal proceedings discussed in this Note 13
under the heading “Military and Family Life Counseling Program Putative Class and Collective Actions,” management
believes that the ultimate outcome of any of the regulatory and legal proceedings that are currently pending against us
should not have a material adverse effect on our financial condition, results of operations, cash flow and liquidity.

Military and Family Life Counseling Program Putative Class and Collective Actions

We are a defendant in three related litigation matters pending in the United States District Court for the Northern
District of California (the “Northern District of California”) relating to the independent contractor classification of
counselors (“MFLCs”) who contracted with our subsidiary, MHN Government Services, Inc. (“MHNGS”), to provide
short-term, non-medical counseling at U.S. military installations throughout the country under our Military and Family
Life Counseling (formerly Military and Family Life Consultants) program.

On June 14, 2011, two former MFLCs filed a putative class action in the Superior Court of the State of
Washington for Pierce County against Health Net, Inc., MHNGS, and MHN Services d/b/a MHN Services Corporation
(also a subsidiary), on behalf of themselves and a proposed class of current and former MFLCs who have performed
services as independent contractors in the state of Washington from June 14, 2008 to the present. Plaintiffs claim that
MFLCs were misclassified as independent contractors under Washington law and are entitled to the wages and overtime
pay that they would have received had they been classified as non-exempt employees. Plaintiffs seek unpaid wages,
overtime pay, statutory penalties, attorneys’ fees and interest. We moved to compel the case to arbitration, and the court
denied the motion on September 30, 2011. We appealed the decision. The Washington Supreme Court affirmed the trial
court’s decision on August 15, 2013. On February 26, 2014, we removed this case to the United States District Court
for the Western District of Washington, pursuant to the Class Action Fairness Act.

On May 15, 2012, the same two MFLCs who filed the Washington action, as well as 12 other named plaintiffs,
filed a proposed collective action lawsuit against the same defendants in the United States District Court for the
Western District of Washington on behalf of themselves and other current and former MFLCs who have performed
services as independent contractors nationwide from May 15, 2009 to the present. They allege misclassification under
the federal Fair Labor Standards Act (“FLSA”) and seek unpaid wages, unpaid benefits, overtime pay, statutory
penalties, attorneys’ fees and interest. They also seek penalties under California Labor Code section 226.8. The court
has since transferred the case to the Northern District of California to relate it to a virtually identical suit filed on
October 2, 2012 against MHNGS and Managed Health Network, Inc. (“MHN”) (also a subsidiary).

F-53



HEALTH NET, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(Continued)

The third October 2012 suit alleges misclassification under the FLSA on behalf of a nationwide class, as well
under several state laws on behalf of MFLCs who worked in California, New Mexico, Hawaii, Kentucky, New York,
Nevada, and North Carolina. On October 24, 2013, the parties agreed to toll the statutes of limitations for overtime
violations in the following states: Alaska, Colorado, Illinois, Maine, Maryland, Massachusetts, Montana, New Jersey,
North Dakota, Ohio, and Pennsylvania.

On November 1, 2012, we moved to compel arbitration in the Northern District of California, and the court
denied the motion on April 3, 2013. We noticed our appeal of that decision to the United States Court of Appeals for the
Ninth Circuit on April 8, 2013. On April 25, 2013, the district court granted Plaintiffs’ motion for conditional FLSA
collective action certification to allow notice to be sent to the FLSA collective action members. The court stayed all
other proceedings pending an outcome in the Ninth Circuit appeal. On December 17, 2014, a divided (2-1) Ninth
Circuit panel affirmed the district court's decision denying our motion to compel arbitration. On January 14, 2015, we
petitioned for rehearing en banc, and the Ninth Circuit denied the petition on February 9, 2015. On February 13, 2015,
the Ninth Circuit granted our motion to stay the proceedings, and the proceedings will remain stayed until the final
disposition by the U.S. Supreme Court of our petition for a writ of certiorari.

On March 28, 2014, the original Washington case was transferred to the Northern District of California to relate it
to the two FLSA suits pending there. On April 11, 2014, we moved to stay the suit pending the Ninth Circuit appeal. We
also filed two alternative motions seeking an order to either compel the case to arbitration or dismiss Plaintiffs’ class
claims and California Labor Code section 226.8 claims. On June 3, 2014, the court granted our motion to stay, and
denied the later alternative motions without prejudice to renewal after the stay is lifted.

We intend to vigorously defend ourselves against these claims; however, these proceedings are subject to many
uncertainties.

Miscellaneous Proceedings

In the ordinary course of our business operations, we are subject to periodic reviews, investigations and audits by
various federal and state regulatory agencies, including, without limitation, CMS, DMHC, the Office of Civil Rights of
HHS and state departments of insurance, with respect to our compliance with a wide variety of rules and regulations
applicable to our business, including, without limitation, the Health Insurance Portability and Accountability Act of
1996, rules relating to pre-authorization penalties, payment of out-of-network claims, timely review of grievances and
appeals, and timely and accurate payment of claims, any one of which may result in remediation of certain claims,
contract termination, the loss of licensure or the right to participate in certain programs, and the assessment of
regulatory fines or penalties, which could be substantial. From time to time, we receive subpoenas and other requests
for information from, and are subject to investigations by, such regulatory agencies, as well as from state attorneys
general. There also continues to be heightened review by regulatory authorities of, and increased litigation regarding,
the health care industry’s business practices, including, without limitation, information privacy, premium rate increases,
utilization management, appeal and grievance processing, rescission of insurance coverage and claims payment
practices.

In addition, in the ordinary course of our business operations, we are 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, including, without limitation, cases involving allegations of
misclassification of employees and/or failure to pay for off-the-clock work, real estate and intellectual property claims,
claims brought by members or providers seeking coverage or additional reimbursement for services allegedly rendered
to our members, but which allegedly were denied, underpaid, not timely paid or not paid, and claims arising out of the
acquisition or divestiture of various business units or other assets. We also are 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, and claims alleging that we
have engaged in unfair business practices. In addition, we are subject to claims relating to information security
incidents and breaches, reinsurance agreements, rescission of coverage and other types of insurance coverage
obligations and claims relating to the insurance industry in general. In our role as a federal and state government
contractor, we are, and may be in the future, subject to qui tam litigation brought by individuals who seek to sue on
behalf of the government for violations of, among other things, state and federal false claims laws. We are, and may be
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in the future, subject to class action lawsuits brought against various managed care organizations and other class action
lawsuits.

We intend to vigorously defend ourselves against the miscellaneous legal and regulatory proceedings to which
we are currently a party; however, these proceedings are subject to many uncertainties. In some of the cases pending
against us, substantial non-economic or punitive damages are being sought.

Potential Settlements

We regularly evaluate legal proceedings and regulatory matters pending against us, including those described
above in this Note 13, to determine if settlement of such matters would be in the best interests of the Company and its
stockholders. The costs associated with any settlement of the various legal proceedings and regulatory matters to which
we are or may be subject from time to time, including those described above in this Note 13, could be substantial and,
in certain cases, could result in a significant earnings charge or impact on our cash flow in any particular quarter in
which we enter into a settlement agreement and could have a material adverse effect on our financial condition, results
of operations, cash flow and/or liquidity and may affect our reputation.

Operating Leases and Long-Term Purchase Obligations

Operating Leases

We lease administrative office space throughout the country under various operating leases. Certain leases
contain renewal options and rent escalation clauses. Certain leases are cancelable with substantial penalties.

We lease office space in multiple locations in Shelton, Connecticut under operating lease agreements for
remaining terms ranging from two to three years. We began monitoring these leases for impairment after the Northeast
Sale in December 2009 although we remained in these sites to conduct related transition work. In December 2012 after
vacating these sites, we recorded a lease impairment totaling $7.4 million in our divested operations and services
expenses. The lease impairment amount represented the fair value of future lease obligations discounted using a credit
adjusted risk-free interest rate of 3.26%.

We lease an office space in Woodland Hills, California that is used for operations in our Western Region
Operations and Government Contracts reportable segments under an operating lease agreement. In 2014, we extended
the lease agreement through December 31, 2017 and it does not provide for complete cancellation rights. As of
December 31, 2014, the total future minimum lease commitments under the lease were approximately $8.8 million.

We lease an office space in Woodland Hills, California for our California health plan under an operating lease
agreement. The lease expires on December 31, 2021 and it contains provisions for full or partial termination under
certain circumstances with substantial consideration payable to the landlord. As of December 31, 2014, the total future
minimum lease commitments under this lease were approximately $83.9 million.

Long-Term Purchase Obligations

We have entered into long-term agreements to purchase various services, which may contain certain termination
provisions and have remaining terms in excess of one year as of December 31, 2014.

We have entered into long-term agreements to receive services related to disease management, case management,
wellness, pharmacy benefit management, pharmacy claims processing services and health quality/risk scoring
enhancement services with external third-party service providers. As of December 31, 2014, the remaining terms were
approximately from one to two years for these contracts, and termination of these agreements is subject to certain
termination provisions. As of December 31, 2014, the total estimated future commitments under these agreements were
$122.1 million.

We have entered into an agreement with International Business Machines Corporation ("IBM") to outsource our
IT infrastructure management services including data center services, IT security management and help desk support. In
2014, we extended the agreement, and as of December 31, 2014, the remaining term of this contract was approximately
one year, and the total estimated future commitments under the agreement were approximately $101.2 million.
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We have entered into an agreement with Cognizant Technology Solutions U.S. Corporation ("Cognizant") to
outsource our software applications development and management activities to Cognizant. Under the terms of the
agreement, Cognizant, among other things, provides us with services including the following: application development,
testing and monitoring services, application maintenance and support services, project management services and cross
functional services. In 2014, we extended the agreement, and as of December 31, 2014, the remaining term of this
contract was approximately four years, and the total estimated future commitments under the agreement were
approximately $288.1 million.

We have also entered into another agreement with Cognizant to outsource a substantial portion of our claims
processing activities to Cognizant. Under the terms of the agreement, Cognizant, among other things, provides us with
claims adjudication, adjustment, audit and process improvement services. As of December 31, 2014, the remaining term
of this contract was approximately two years, and the total estimated future commitments under the agreement were
approximately $25.4 million.

We have also entered into contracts with our health care providers and facilities, the federal government, other IT
service companies and other parties within the normal course of our business for the purpose of providing health care
services. Certain of these contracts are cancelable with substantial penalties.

As of December 31, 2014, future minimum commitments for operating leases and long-term purchase obligations
for the years ending December 31 are as follows:

Long-Term
Operating Purchase
Leases Obligations

(Dollars in millions)

2015 1o $ 55 % 3144
2016 oot 49.8 244.1
2017 oo 38.2 110.8
2018 oot 26.1 77.6
2019 oo 213 —
TREICATLET ... 46.5 —
Total minimum COMMUItMENTS..........ccceeeeevveeeereeeerreeeereeeeneens $ 237.4 $ 746.9

Lease expense totaled $44.8 million, $45.1 million and $47.8 million for the years ended December 31, 2014,
2013 and 2012, respectively. Long-term purchase obligation expenses totaled $250.2 million, $217.2 million and
$214.9 million for the years ended December 31, 2014, 2013 and 2012, respectively.

Surety Bonds

Under our Arizona Medicaid contract with the AHCCCS, we are required to provide a financial guarantee for the
payment of claims. We have elected to satisfy the financial guarantee by purchasing a performance bond. The bond
requirement is based on the expected monthly capitation to be received from the state of Arizona. The estimated
calculation is based on historical capitation rates applied to forecasted membership and adjusted on an as needed basis
during the year. As of December 31, 2014, the performance bond amount was $24 million. It was increased to $28
million effective January 1, 2015.

Under this performance bond if we were to fail to pay claims, the issuers of the performance bond would make
payments in an amount required by the AHCCCS up to the bond amount. We would, in turn, be responsible for
reimbursing the issuing insurance carrier for any payments it made on our behalf. To the extent the Company incurs
liabilities as a result of the arrangements under the performance bond, such liabilities would be included on the
Company's consolidated balance sheet.

F-56



At this time, we do not believe we will be required to fund or draw down any amounts related to the performance
bond. Accordingly, no liability related to the performance bond has been recognized in the Company's financial
statements as of December 31, 2014.

Note 14—Segment Information

Our reportable segments are comprised of Western Region Operations and Government Contracts. Effective
January 1, 2013, we closed out our Divested Operations and Services segment as discussed below. Our Western Region
Operations reportable segment includes the operations of our commercial, Medicare, Medicaid and dual eligibles health
plans, our health and life insurance companies, our pharmaceutical services subsidiaries and certain operations of our
behavioral health subsidiaries. These operations are conducted primarily in California, Arizona, Oregon and
Washington. As a result of the classification of our Medicare PDP business as discontinued operations, our Western
Region Operations reportable segment excludes the operating results of our Medicare PDP business for the year ended
December 31, 2012. Our Government Contracts reportable segment includes government-sponsored managed care and
administrative services contracts through the TRICARE program, the Department of Defense MFLC program, the VA's
PC3 Program and certain other health care-related government contracts. For the year ended December 31, 2012, our
Divested Operations and Services reportable segment included the run-out of our Northeast business that was sold in
the Northeast Sale on December 11, 2009 and transition-related revenues and expenses of our Medicare PDP business
that was sold on April 1, 2012. As of December 31, 2012, we had substantially completed the administration and run-
out of our divested businesses. See Note 3 for more information regarding the sale of our Medicare PDP business and
the Northeast Sale. In connection with the Cognizant Transaction, we reviewed our reportable segments and determined
that no changes to our reportable segments were necessary. See Note 3 for additional information regarding the
Cognizant Transaction.

The financial results of our reportable segments are reviewed on a monthly basis by our chief operating decision
maker ("CODM"). We continuously monitor our reportable segments to ensure that they reflect how our CODM
manages our company.

We evaluate performance and allocate resources based on segment pretax income. Our assets are managed
centrally and viewed by our CODM on consolidated basis; therefore, they are not allocated to our segments and our
segments are not evaluated for performance based on assets. The accounting policies of the reportable segments are the
same as those described in the summary of significant accounting policies (see Note 2), 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 Western Region Operations
and Divested Operations and Services reportable segments’ pretax income to reflect the fact that these revenues and
expenses are primarily used to support our Western Region Operations and Divested Operations and Services.

We also have a Corporate/Other segment that is not a business operating segment. It is added to our reportable
segments to provide a reconciliation to our consolidated results. The Corporate/Other segment includes costs that are
excluded from the calculation of segment pretax income because they are not managed within the segments and are not
directly identified with a particular operating segment. Accordingly, these costs are not included in the performance
evaluation of our reportable segments by our CODM. In addition, certain charges, including but not limited to those

related to our continuing efforts to address scale issues, as well as asset impairments, are reported as part of Corporate/
Other.
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Presented below are segment data for the three years ended December 31, 2014, 2013 and 2012.

2014

Revenues from external sources..............
Intersegment revenues............c.coeervevennee.

Net investment inCOMe...........cccoceevvreenee..

Administrative services fees and other

INCOME. ..cevevevireiereeceereeeeeeee e
Interest eXpense .......cceevveveeerieeeniiveenieennn
Depreciation and amortization ................
Share-based compensation expense ........

Segment pretax income (10sS) .................

2013

Revenues from external sources..............
Intersegment revenues............cccceeeeueennne.

Net investment iINCOME ...........ccevveeeeernnnns

Administrative services fees and other

INCOMEC. ...ttt
Interest eXpense ........ceveeveeevieerieeneennnen.
Depreciation and amortization ................
Share-based compensation expense ........

Segment pretax income (10ss) .................
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Western Region Government Corporate/Other/
Operations Contracts Eliminations Total
(Dollars in millions)
$ 13,361.2 $ 604.0 $ — § 13,965.2
12.4 — (12.4) —
45.2 — — 45.2
(1.7) — — (1.7)
314 — — 314
29.7 — 0.1 29.8
25.0 33 — 28.3
315.6 69.5 (185.3) 199.8
Western Region Government Corporate/Other/
Operations Contracts Eliminations Total
(Dollars in millions)
$ 10,377.1 $ 5723 $ — 3 10,949.4
11.1 — (11.1) —
69.6 — — 69.6
34.8 — — 34.8
32.6 — — 32.6
38.6 — — 38.6
26.1 3.8 — 29.9
207.5 74.5 (12.0) 270.0
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2012
Western Region Government OI;Z*?ttii)(:ls C()(I;It)l(l)::“/te/
Operations Contracts and Services Eliminations Total
(Dollars in millions)
Revenues from external sources.............. $ 10,459.1 $ 689.1 $ — 3 — $ 11,1482
Intersegment revenues.........ccceeveerveenneen. 11.0 — — (11.0) —
Net investment inCOMe .........c.cceeeereeeneenee. 82.4 — — — 82.4
Administrative services fees and other
INCOME. ...oveveieieieieiieee e 18.0 — — — 18.0
Divested operations and services
FEVEINUE. ....eeeneeeeeeeeeneeneeeeeseeeeeseeeneenneas — — 40.5 — 40.5
Interest eXpense ......cccocveevveerveeereenvennnens 33.2 — — — 33.2
Depreciation and amortization ................ 31.1 — — — 31.1
Share-based compensation expense ........ 24.1 4.2 0.6 — 28.9
Segment pretax income (10SS) ......c..cc.eee.e 29.2 89.9 (45.4) (42.0) 31.7
Our health plan services premium revenue by line of business is as follows:
Year Ended December 31,
2014 2013 2012
(Dollars in millions)

Commercial premium FEVEINUE .........cooueveerieriereeeieieeeeeeeee st eeeseeeeesneenees $ 54431 $ 5,1754 5,705.5

Medicare Premitum TEVEINUR .........eervveeveerreeereerteesreesseesreesseessaessseesseesseesnns 3,044.3 2,771.4 2,790.5

Medicaid Premium FEVENUE.........ccveerverrieeerreeeerteereseeeaesseesesseessesssesenssenes 4,755.9 2,430.3 1,963.1

Dual Eligibles premium réVenue ...........ceeerueeiereeiesieeieseeieseeeeeeeeeee e 117.9 — —

Total health plan services premiums............ccocceeveeveeviereeeeereeieeeeeeeeeerene, $13,361.2 $ 10,377.1 $ 10,459.1
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Note 15—Reserves for Claims and Other Settlements

Reserves for claims and other settlements include reserves for claims (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. The table below provides a reconciliation of changes in reserve for
claims for the years ended December 31, 2014, 2013 and 2012.

(a)
(b)

©

(d)
(©
®

Health Plan Services Year Ended
December 31,

2014 2013 2012
(Dollars in millions)
Reserve for claims (a), beginning of period..............co.c....... $ 807.4 $ 808.7 $ 7208
Incurred claims related to:
Current Year (£).......ooooveeeeeeeereeeeeeeeerereeeens 5,613.0 4,666.0 4,950.9
Prior Years (C) .veoveeverveeieniieienieieeiesee e (14.6) (56.2) 34.5
Total incurred (b) ........ovoveeveeeeeeeeeeeeeeeee e 5,598.4 4,609.8 4,985.4
Paid claims related to:
CUITENE Y@AT «.......voveeeeceeeceeeeeeeeseeeeneeeenes e 4,443.2 3,872.5 4,156.6
PLiOT Y@ATS ..o 776.3 738.6 740.9
Total Paid (B)...veveevereeeeeeeeeeeeeeeeeeeee e 5,219.5 4,611.1 4,897.5
Reserve for claims (a), end of period .............cc.cccoeverernn.e. 1,186.3 807.4 808.7
Add:
Claims and claims-related payable (d) ............cocoveerrunnne. 175.4 67.0 91.6
OhET (€)..uvevevereeeeeeeeeseieeeeee e 534.3 109.7 137.7
Reserves for claims and other settlements, end of period... $  1,896.0 $ 9841 $ 1,038.0

Consists of IBNR claims and received but unprocessed claims and reserves for loss adjustment expenses.

Includes medical claims only. Capitation, pharmacy and other payments (including, for example, provider
settlements) are not included.

This line represents the change in reserves attributable to the difference between the original estimate of incurred
claims for prior years and the revised estimate. Negative amounts in this line represent favorable development in
estimated prior years’ health care costs. Positive amounts in this line represent unfavorable development in estimated
prior years’ health care costs. The net favorable development related to prior years that was recorded in the year
ended December 31, 2014 consisted of $36.6 million in unfavorable prior year development primarily due to
unanticipated benefit utilization in our commercial business arising from dates of service in the fourth quarter of
2013 as a result of an uncertain environment related to the ACA and a release of $51.2 million of the provision for
adverse deviation held at December 31, 2013. The favorable development related to prior years that was recorded
in the year ended December 31, 2013 resulted from claims being settled for amounts less than originally estimated.
In 2013, this was primarily due to the absence of moderately adverse conditions. The favorable developments related
to prior years that were recorded in 2014 and 2013 do not directly correspond to an increase in our operating results
for those periods because any favorable prior period reserve development increases current period net income only
to the extent that the current period provision for adverse deviation (see footnote (f)) is less than the benefit recognized
from the prior period favorable development. The unfavorable development in estimated prior years' health care
costs for 2012 primarily resulted from significant delays in claims submissions for the fourth quarter of 2011 arising
from issues related to a new billing format required by HIPAA combined with an unanticipated flattening of
commercial trends. See Note 2 under the heading "Health Plan Services Health Care Cost" for more information.
Includes claims payable, provider dispute reserve, and other claims-related liabilities.

Includes accrued capitation, shared risk settlements, provider incentives and other reserve items.

Our IBNR estimate also includes a provision for adverse deviation, which is an estimate for known environmental
factors that are reasonably likely to affect the required level of IBNR reserves. Such amounts were $77.7 million,

F-60



HEALTH NET, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(Continued)

$53.4 million and $53.4 million as of December 31, 2014, 2013 and 2012, respectively; the increase in the
provision for adverse deviation from December 31, 2013 to December 31, 2014 was primarily driven by growth
in our new products offered or programs administered under the ACA.

The following table shows the Company’s health plan services expenses for the years ended December 31:

Health Plan Services

2014 2013 2012
(Dollars in millions)
Total incurred fee for service claims ..........cccceeeveeeiieciienieeiiecee e, $ 5,598.4 $ 4,609.8 $ 4,985.4
Capitated expenses and shared risk ..........cocoevevirienienineee 4,256.8 3,108.0 3,128.1
Pharmacy and Other ...........ccooiiiiiiiiiiee e 1,452.6 1,168.7 1,202.8
Health plan SErviCes........ccieeierieiieriieiicieieeeeee ettt sre e $11,307.8 $ 8,886.5 $ 9,316.3

For the years ended December 31, 2014, 2013 and 2012, the Company’s capitated, shared risk, pharmacy and
other expenses represented 50%, 48% and 46%, respectively, of the Company’s total health plan services.

Note 16—Quarterly Information (Unaudited)

The following interim financial information presents the 2014 and 2013 results of operations on a quarterly basis:

2014
March 31 June 30 September 30 December 31
(Dollars in millions, except per share data)

Total FeVENUES ..........cvvererereerreercanae $ 3,0389 $ 34214 $ 37899 $§ 37584
Health plan services Costs ................... 2,402.3 2,763.2 3,104.0 3,038.2
Government contracts COsts ................ 132.0 133.2 124.4 147.1
Income from continuing operations
before income taxes ........ccccccevveeveennnen. 62.0 (1) 98.8 () 22.7 4 (5) 16.3 (6)(7)
Net income (108S) ...ooveeverveeenieienene 28.8 (1 1209 2 3) (8.9) @) 4.9 ©) 1
Basic earnings (loss) per share $ 0.36 $ 1.51 $ (0.11) $ 0.06
Diluted earnings (loss) per share ®) $ 0.36 $ 1.49 $ (0.11) $ 0.06

(1) Includes $36.3 million amortization of deferred costs of health insurer's fee and $22.5 million in other ACA fees.

(2) Includes $37.8 million amortization of deferred costs of health insurer's fee and $22.5 million in other ACA fees.

(3) Includes tax benefit of $72.6 million, net of adjustments, as a result of a loss on the stock of one of our
subsidiaries.

(4) Includes $84.7 million pretax asset impairment related to our assets held for sale in connection with the Cognizant
Transaction and $21.1 million in pretax expenses primarily related to the Cognizant transaction.

(5) Includes $31.9 million amortization of deferred costs of health insurer's fee and $26.6 million in other ACA fees.

(6) Includes $3.8 million pretax asset impairment primarily related to our assets held for sale in connection with the
Cognizant Transaction and $68.3 million in pretax expenses primarily related to the Cognizant Transaction.

(7) Includes $35.4 million amortization of deferred costs of health insurer's fee and $25.8 million in other ACA fees.

(8) The sum of the quarterly amounts may not equal the year-to-date amounts due to rounding.
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2013
March 31 June 30 September 30 December 31
(Dollars in millions, except per share data)

Total FEVENUES.........ov.vveeereerreereeeeeienaan $ 2,797.0 $ 27384 $ 27750 $ 2,7432
Health plan services COSts..................... 2,268.7 2,191.9 2,196.6 2,229.3
Government contracts costs.................. 125.5 127.4 125.3 124.7
Income from continuing operations
before income taxes .........ocevvereererennens 81.3 52.0 108.6 28.0
NEt INCOME ... 50.1 335 66.8 (3) 19.8
Basic earnings per share $ 0.63 $ 0.42 $ 0.84 $ 0.25
Diluted earnings per share $ 0.62 $ 0.42 $ 0.83 $ 0.25

Includes $42.2 million of Medicaid premium revenue as a result of Medicaid/Medi-Cal retroactive rate
adjustments related to 2011 and 2012.

Includes a $12.9 million in pretax costs related to continuing efforts to address scale issues.

Includes $32.1 million of Medicaid premium revenue as a result of Medicaid/Medi-Cal retroactive rate
adjustments for periods prior to 2013.

The sum of the quarterly amounts may not equal the year-to-date amounts due to rounding.
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HEALTH NET, INC.

CONDENSED STATEMENTS OF OPERATIONS
(Amounts in thousands)

Year Ended December 31,
2014 2013 2012

REVENUES:
Net investment (10SS) INCOME ...........ocvvviereveieeeereeeieeeereeeeeeeenes $ (125) $ 1,316 $ 1,459
Other INCOME ...ttt ennens 8 229 204
Administrative SErvice fEeS ....covvuviiiiivriiiieiieceeee e 477,440 464,393 478,037

TOtal TEVENUES .....evveiieiiieeeeee et 477,323 465,938 479,700
EXPENSES:
General and adminiStrative..............ooeeeeeeveeeeeeee e 524,751 431,354 470,156
Depreciation and amortization ..........c.ccecceeeerereenencenenieneeeens 28,207 36,185 30,408
INEEIESE .. 31,376 33,589 35,112
Asset IMPairment...........cceevevveeiiiieieceeeeeeere e 88,528 — —

TOtal EXPENSES....eeveriieiieeieiieeieteeeesteere e eseeseeeseseneseesnens 672,862 501,128 535,676
Loss from operations before income taxes and equity in net

income Of SUDSIAIATIES ..c.vvevveeeieeiiecieeie e (195,539) (35,190) (55,976)

INCOME taX DENETIE ..oooveeiieiiiieieeee e eeeree e 53,011 13,014 5,633
Equity in net income (loss) of subsidiaries............cc.ccevvreerernnnne 288,157 192,302 172,406
NEL INCOME. .....oviieeeeieeeeeeee ettt $ 145,629 $ 170,126  $ 122,063

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

CONDENSED STATEMENTS OF COMPREHENSIVE INCOME
(Amounts in thousands)

Year Ended December 31,
2014 2013 2012
NEE INCOMIE ..ottt ettt st $ 145,629 $ 170,126 $ 122,063
Other comprehensive income before tax:
Unrealized gains (losses) on investments available-for-sale:
Unreqh(zled holding gains (losses) arising during the 59,073 (78,217) 65.462
PETIOM 1
Less: Reclassification adjustments for gains included in
CATTIIIES .ttt ettt ettt et sbe it ettt st et sbeneeneen (2,710) (23,975) (36,680)
Unrealized gains (losses) on investments available-for-sale,
TIEE .ottt 56,363 (102,192) 28,782
Defined benefit pension plans:
Prior service cost arising during the period......................... — 607 —
Net (loss) gain arising during the period...........cccceeuennn.ee. (11,893) 7,294 (646)
Less: Amortization of prior service cost and net loss
included in net periodic pension Cost............cceeeverueennennen. 600 2,572 4,152
Defined benefit pension plans, net...........ccoceeververerieneeciennnns (11,293) 10,473 3,506
Other comprehensive income (loss), before taxX............cceeveeveennnnee. 45,070 (91,719) 32,288
Income tax expense (benefit) related to components of other
COMPIENeNSIVe INCOME ......ccueevieeiiiieierieeie e 15,464 (31,868) 21,936
Other comprehensive income (1oss), net of taX.........c.ccceeeveeveennnne. 29,606 (59,851) 10,352
Comprehensive INCOME ...........eevvereeerierierierreieeeeneeeeeseeeeeseeeeeeeas $ 175235 $ 110,275 $ 132,415

See accompanying notes to condensed financial statements.
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SUPPLEMENTAL SCHEDULE I

CONDENSED FINANCIAL INFORMATION OF REGISTRANT

(PARENT COMPANY ONLY)
HEALTH NET, INC.

CONDENSED BALANCE SHEETS
(Amounts in thousands)

ASSETS

Current Assets:

Cash and cash equivalents .............ccoovvreeeriecieneecieeieieeeenne
Investments—available for sale..........cccceevveriieiieciieeeeene,
Other @SSELS...uvevieiieiieieeiieie ettt sttt e s ens
Deferred taXes . ...cveveiieieeieieeiere et
Assets held for sale.......oovvevieiiiiciieieceee e

Due from SubSidiaries..........ccoevverereierieneerienee e

Total CUITeNt ASSELS......ccoverveereeeiereerieieeeeete e e e

Property and equipment, Net..........cccecerieierieneiieneeeseee e
GOOAWILL.....eiiieiiieiiecee e
Other intangible assets, NEt........ccccvevvereeriereerereere e
Investment in SUDSIAIATIES ........eeeeeriierieeie et
Deferred taXES ..oveieeieiieieeieeeee et et
OhEr @SSELS ...vvevvievieiiieiieie ettt et ete e b e te s e ste b e seenseesseseens
TOtal ASSELS..uvieviieieeiieeteecte ettt ete et

LIABILITIES AND STOCKHOLDERS’ EQUITY

Current Liabilities:

Due t0 SUDSIAIATICS . .....eeveeeieiieeieiieieeie et seees
Deferred taXES . ...vveeeieeiieiiieeieeie ettt
Other Habilities ....c.eovvieeiieciieeieeeie e e

Total current liabilities .........ccecvvevreeieriieieriieiee e
Intercompany notes payable—Ilong term ............cccccevverereneniennene
Long term debt ........cccoeiiriiinininiecece e
Other Habilities ......ceovieieriicieii et ees
Total Liabilities .....cceeveeereiierieniiereeeieeieeie e

Commitments and contingencies

Stockholders’ Equity:

CommON STOCK .....cuiviiriiriirieieiecietcteceteee e
Additional paid-in capital ........c.ccceevverieviiriieniiiee e
Treasury common Stock, at COSt .......coevirviriririineiiiieese e
Retained earnings........coceovevvereerieienieeeinenenenene e
Accumulated other comprehensive income.............cceeveeevennenn.

Total Stockholders’ EQUity........ccccevieiinieninieniiceee

Total Liabilities and Stockholders’ Equity.....................

December 31,

December 31,

2014 2013
$ 61212 $ 131,350
— 78,242
36,740 30,965
11,538 16,158
50,000 —
128,967 177,957
288,457 434,672
53,016 162,679
312,732 319,732
573 1,198
3,060,191 2,608,631
36,453 6,523
70,760 71,661
$ 3,822,182 3,605,096
$ 284,654 237,555
34,684 —
130,580 100,755
449,918 338,310
1,047,947 977,233
499,504 499,300
115,591 161,442
2,112,960 1,976,285
153 150
1,444,705 1,377,624
(2,341,652)  (2,179,744)
2,609,277 2,463,648
(3,261) (32,867)
1,709,222 1,628,811
$ 3,822,182 $ 3,605,096

See accompanying notes to condensed financial statements.
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SUPPLEMENTAL SCHEDULE I

CONDENSED FINANCIAL INFORMATION OF REGISTRANT
(PARENT COMPANY ONLY)

HEALTH NET, INC.
CONDENSED STATEMENTS OF CASH FLOWS
(Amounts in thousands)

Year Ended December 31,
2014 2013 2012

NET CASH FLOWS PROVIDED BY OPERATING
ACTIVITIES ..ottt $ 153,063 $ 111,385 § 165,141

CASH FLOWS FROM INVESTING ACTIVITIES:

Sales 0N INVESTMENLS........eevvereieieeiieieeieie e eee e eee e eee e eeeseeas 81,263 6,060 —
Maturities of INVESTMENTS .........ceeveiiiieerieeeeeeeeee e 1,512 877 —
Purchases of INVEStMENTS .........c.covieiiriieiiiiieiiceee e (3,032) (6,841) —
Purchases of property and equipment..............ccceeververerveneenennenns (62,491) (53,632) (68,116)
Notes receivable due from subsidiaries ..........c.coecveeevecerineenennenes — — 7,000
Capital contributions returned to Parent............c.cccceeeercecnccnennnn. — 2,300 1,500
Capital contributions to subsidiaries..........cc.ceceevevverererenenenennenn (188,000) (7,500) (17,560)
Sales (purchases) of restricted investments and other .................... — 161 876
Net cash used in investing activities..........cceevveeverreciereeeereeeeeenn (170,748) (58,575) (76,300)
CASH FLOWS FROM FINANCING ACTIVITIES:
Net (decrease) increase in checks outstanding, net of deposits...... (46) 5 (44)
Excess tax benefit on share-based compensation...............cevenenn. 1,701 287 3,222
Net borrowings from subsidiaries...........ccecvevueriereecieneeeieseeenenn 70,714 39,487 (9,103)
Proceeds from exercise of stock options and employee stock

PULCRASES ...ttt ettt e ebesre e 27,727 10,762 16,941
Proceeds from issuance of notes and other financing

AITANZEIMENLS ....vevveeereerenreeeeereseenseseesseessesseessesseesesseesesseensenses — 345,000 110,000
Repayment of debt under financing arrangements............c.ccoueue.. — (345,000) (122,500)
Repurchase of common StOCK.........cocievviiieriiiieiiiieriecieeeieins (152,549) (77,810) (69,496)
Net cash used in financing aCtiVities ..........ccoeeveeeererereresenieneens (52,453) (27,269) (70,980)
Net (decrease) increase in cash and cash equivalents..................... (70,138) 25,541 17,861
Cash and cash equivalents, beginning of period............ccccvevenne.ne. 131,350 105,809 87,948
Cash and cash equivalents, end of period...........ccoecvevvrvererreennnnne. $ 61,212 $ 131,350 $ 105,809
SUPPLEMENTAL CASH FLOWS DISCLOSURE:
Interest Paid .......cccovevieieiriiniereeeeec e $ 29,670 $ 30,789 $ 31,134
INCOME taxes PAId ....ccveeeviirieiieiietieeeeteeee ettt ees 83,499 80,119 5,001

See accompanying notes to condensed financial statements.
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SUPPLEMENTAL SCHEDULE I
CONDENSED FINANCIAL INFORMATION OF REGISTRANT
(PARENT COMPANY ONLY)
HEALTH NET, INC.
NOTE TO CONDENSED FINANCIAL STATEMENTS

Note 1—Basis of Presentation

Health Net, Inc.’s ("HNT") investment in subsidiaries is stated at cost plus equity in undistributed earnings
(losses) of subsidiaries. HNT’s share of net income (loss) of its unconsolidated subsidiaries is included in consolidated
income using the equity method.

This condensed financial information of registrant (parent company only) should be read in conjunction with the
consolidated financial statements of Health Net, Inc. and subsidiaries.

Note 2—Subsidiary Transactions

Dividends from Subsidiaries

HNT received cash dividends from its subsidiaries in the amounts of $61,750,000, $46,519,000 and
$140,000,000 during the years ended December 31, 2014, 2013 and 2012, respectively.
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*10.4

*10.5

Stock Purchase Agreement, dated as of July 20, 2009, by and among Health Net, Inc., Health Net of the
Northeast, Inc., Oxford Health Plans, LLC and solely with respect to section 8.16 thereof, UnitedHealth
Group Incorporated (filed as Exhibit 2.1 to the Company’s Quarterly Report on Form 10-Q for the quarter
ended June 30, 2009 (File No. 1-12718) and incorporated herein by reference).

Restated Amendment No. 1 to Stock Purchase Agreement, effective as of December 11, 2009, by and
among Health Net, Inc., Health Net of the Northeast, Inc., Oxford Health Plans, LLC and UnitedHealth
Group Incorporated (filed as Exhibit 2.2 to the Company’s Annual Report on Form 10-K for the year
ended December 31, 2009 (File No. 1-12718) and incorporated herein by reference).

Asset Purchase Agreement, dated as of January 6, 2012, between Health Net Life Insurance Company and
Pennsylvania Life Insurance Company (filed as Exhibit 2.3 to the Company’s Annual Report on Form 10-
K for the year ended December 31, 2011 (File No. 1-12718) and incorporated herein by reference).

Amendment No. 1 to Asset Purchase Agreement, dated as of March 31, 2012, between Health Net Life
Insurance Company and Pennsylvania Life Insurance Company, (filed as Exhibit 10.1 to the Company’s
Quarterly Report on Form 10-Q for the quarter ended March 31, 2012 (File No. 1-12718) and
incorporated herein by reference).

Seventh Amended and Restated Certificate of Incorporation of Health Net, Inc. (filed as Exhibit 3.1 to the
Company’s Quarterly Report on Form 10-Q for the quarter ended June 30, 2011 (File No. 1-12718) and
incorporated herein by reference).

Eleventh Amended and Restated Bylaws of Health Net, Inc. (filed as Exhibit 3.1 to the Company’s
Current Report on Form 8-K filed with the SEC on January 28, 2014 (File No. 1-12718) and incorporated
herein by reference).

Specimen Common Stock Certificate (filed as Exhibit 8 to the Company’s Registration Statement on
Form 8-A/A (Amendment No. 3) on July 26, 2004 (File No. 1-12718) and incorporated herein by
reference).

Rights Agreement, dated as of July 27, 2006, by and between Heath Net, Inc. and Wells Fargo Bank, N.A.,
as Rights Agent (filed as Exhibit 4.1 to the Company’s Current Report on Form 8-K filed with the SEC on
July 28, 2006 (File No. 1-12718) and incorporated herein by reference).

Indenture, dated as of May 18, 2007, by and between Health Net, Inc. as issuer, and The Bank of New
York Trust Company, N.A., as trustee (filed as Exhibit 4.1 to the Company’s Current Report on Form §-K
filed with the SEC on May 18, 2007 (File No. 1-12718) and incorporated herein by reference).

Officer’s Certificate, dated May 18, 2007, establishing the terms and form of the Company’s
$300,000,000 aggregate principal amount of its 6.375% Senior Notes due 2017 (filed as Exhibit 4.2 to the
Company’s Current Report on Form 8-K filed with the SEC on May 18, 2007 (File No. 1-12718) and
incorporated herein by reference).

Officer’s Certificate, dated May 31, 2007, establishing the terms and form of the Company’s
$100,000,000 aggregate principal amount of its 6.375% Senior Notes due 2017 (filed as Exhibit 4.1 to the
Company’s Current Report on Form 8-K filed with the SEC on May 31, 2007 (File No. 1-12718) and
incorporated herein by reference).

Amended and Restated Employment Agreement, dated as of December 14, 2009, by and between Health
Net, Inc. and Angelee F. Bouchard (filed as Exhibit 10.1 to the Company’s Annual Report on Form 10-K
for the year ended December 31, 2009 (File No. 1-12718) and incorporated herein by reference).

Transition Services, Separation Agreement and Release of All Claims, dated as of October 20, 2014, by
and between Health Net, Inc. and Angelee F. Bouchard, a copy of which is filed herewith.

Amended and Restated Employment Agreement, dated as of December 3, 2008, by and between Health
Net, Inc. and Joseph C. Capezza (filed as Exhibit 10.5 to the Company’s Annual Report on Form 10-K for
the year ended December 31, 2008 (File No. 1-12718) and incorporated herein by reference).

Consulting Services Agreement, dated as of September 3, 2014, by and between Health Net, Inc. and
Joseph C. Capezza (filed as Exhibit 10.1 of the Company’s Quarterly Report on Form 10-Q for the quarter
ended September 30, 2014 (File No. 1-12718) and incorporated herein by reference).

Amended and Restated Employment Agreement, dated as of December 3, 2008, by and between Health
Net, Inc. and Jay M. Gellert (filed as Exhibit 10.3 to the Company’s Annual Report on Form 10-K for the
year ended December 31, 2008 (File No. 1-12718) and incorporated herein by reference).
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Amended and Restated Employment Agreement, dated as of February 25, 2015, by and between Health
Net, Inc. and Juanell Hefner, a copy of which is filed herewith.

Amended and Restated Employment Agreement, dated as of February 25, 2015, by and between Health
Net, Inc. and Scott D. Law, a copy of which is filed herewith.

Amended and Restated Employment Agreement, dated as of December 3, 2008, by and between Health
Net, Inc. and Karin Mayhew (filed as Exhibit 10.1 to the Company’s Annual Report on Form 10-K for the
year ended December 31, 2008 (File No. 1-12718) and incorporated herein by reference).

Amended and Restated Employment Agreement, dated as of February 24, 2015, by and between Health
Net, Inc. and Steven Sell, a copy of which is filed herewith.

Amended and Restated Employment Agreement, dated as of February 24, 2015, by and between Health
Net, Inc. and Steve Tough, a copy of which is filed herewith.

Amended and Restated Employment Agreement, dated as of December 3, 2008, by and between Health
Net, Inc. and James E. Woys (filed as Exhibit 10.4 to the Company’s Annual Report on Form 10-K for the
year ended December 31, 2008 (File No. 1-12718) and incorporated herein by reference).

Certain Compensation and Benefit Arrangements with Health Net, Inc.’s Non-Employee Directors, as
amended and restated on July 18, 2014 (filed as Exhibit 10.1 to the Company’s Quarterly Report on Form
10-Q for the quarter ended June 30, 2014 (File No. 1-12718) and incorporated herein by reference).

Form of Nonqualified Stock Option Agreement utilized for eligible employees of Health Net, Inc. under
the 2006 Long-Term Incentive Plan, as amended (filed as Exhibit 10.15 to the Company’s Annual Report
on Form 10-K for the year ended December 31, 2011 (File No. 1-12718) and incorporated herein by
reference).

Form of Nonqualified Stock Option Agreement utilized for eligible employees of Health Net, Inc. under
the 2006 Long-Term Incentive Plan, as amended (filed as Exhibit 10.2 to the Company’s Current Report
on Form 8-K filed with the SEC on June 17, 2010 (File No. 1-12718) and incorporated herein by
reference).

Form of Nonqualified Stock Option Agreement utilized for eligible employees of Health Net, Inc. under
the 2006 Long-Term Incentive Plan, as amended (filed as Exhibit 10.14 to the Company’s Annual Report
on Form 10-K for the year ended December 31, 2009 (File No. 1-12718) and incorporated herein by
reference).

Form of Nonqualified Stock Option Agreement utilized for eligible employees of Health Net, Inc. (filed as
Exhibit 10.4 to the Company’s Current Report on Form 8-K filed with the SEC on January 21, 2009 (File
No. 1-12718) and incorporated herein by reference).

Form of Nonqualified Stock Option Agreement utilized for eligible employees of Health Net, Inc. (filed as
Exhibit 10.3 to the Company’s Current Report on Form 8-K filed with the SEC on March 6, 2006 (File
No. 1-12718) and incorporated herein by reference).

Form of Nonqualified Stock Option Agreement utilized for Tier 1, 2 and 3 officers of Health Net, Inc.
(filed as Exhibit 10.23 to the Company’s Annual Report on Form 10-K for the year ended December 31,
2005 (File No. 1-12718) and incorporated herein by reference).

Form of Nonqualified Stock Option Agreement utilized for Tier 1 officers of Health Net, Inc. (filed as
Exhibit 10.20 to the Company’s Quarterly Report on Form 10-Q for the quarter ended September 30, 2002
(File No. 1-12718) and incorporated herein by reference).

Form of Nonqualified Stock Option Agreement utilized for Tier 2 officers of Health Net, Inc. under the
Health Net, Inc. 1998 Stock Option Plan (filed as Exhibit 10.15 to the Company’s Annual Report on Form
10-K for the year ended December 31, 2003 (File No. 1-12718) and incorporated herein by reference).

Form of Nonqualified Stock Option Agreement utilized for Tier 3 officers of Health Net, Inc. under the
Health Net, Inc. 1998 Stock Option Plan (filed as Exhibit 10.17 to the Company’s Annual Report on Form
10-K for the year ended December 31, 2003 (File No. 1-12718) and incorporated herein by reference).

Form of Restricted Stock Agreement utilized for eligible employees of Health Net, Inc. (filed as Exhibit
10.26 to the Company’s Annual Report on Form 10-K for the year ended December 31, 2011 (File No.
1-12718) and incorporated herein by reference).
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Form of Restricted Stock Unit Agreement utilized for eligible employees of Health Net, Inc. (filed as
Exhibit 10.29 to the Company’s Annual Report on Form 10-K for the year ended December 31, 2011 (File
No. 1-12718) and incorporated herein by reference).

Form of Restricted Stock Unit Agreement utilized for eligible employees of Health Net, Inc. (filed as
Exhibit 10.4 to the Company’s Current Report on Form 8-K filed with the SEC on June 17, 2010 (File No.
1-12718) and incorporated herein by reference).

Form of Performance Share Award Agreement utilized for eligible employees of Health Net, Inc., a copy
of which is filed herewith.

Form of Performance Share Award Agreement utilized for eligible employees of Health Net, Inc. (filed as
Exhibit 10.2 to the Company’s Quarterly Report on Form 10-Q for the quarter ended June 30, 2013 (File
No. 1-12718) and incorporated herein by reference).

Form of Nonqualified Stock Option Agreement utilized for non-employee directors under the 2006 Long-
Term Incentive Plan, as amended (filed as Exhibit 10.36 to the Company’s Annual Report on Form 10-K
for the year ended December 31, 2011 (File No. 1-12718) and incorporated herein by reference).

Form of Nonqualified Stock Option Agreement utilized for non-employee directors under the 2006 Long-
Term Incentive Plan, as amended (filed as Exhibit 10.28 to the Company’s Annual Report on Form 10-K
for the year ended December 31, 2009 File No. 1-12718 and incorporated herein by reference).

Form of Nonqualified Stock Option Agreement utilized for non-employee directors under the 2006 Long-
Term Incentive Plan (filed as Exhibit 10.5 to the Company’s Current Report on Form 8-K filed with the
SEC on January 21, 2009 (File No. 1-12718) and incorporated herein by reference).

Form of Nonqualified Stock Option Agreement utilized for non-employee directors under the 2006 Long-
Term Incentive Plan (filed as Exhibit 10.2 to the Company’s Current Report on Form 8-K filed with the
SEC on May 15, 2006 (File No. 1-12718) and incorporated herein by reference).

Form of Nonqualified Stock Option Agreement utilized for non-employee directors under the Health Net,
Inc. Third Amended and Restated Non-Employee Director Stock Option Plan (filed as Exhibit 10.22 to the
Company’s Annual Report on Form 10-K for the year ended December 31, 2004 (File No. 1-12718) and
incorporated herein by reference).

Form of Nonqualified Stock Option Agreement utilized for non-employee directors under the Health Net,
Inc. Amended and Restated 1998 Stock Option Plan (filed as Exhibit 10.23 to the Company’s Annual
Report on Form 10-K for the year ended December 31, 2004 (File No. 1-12718) and incorporated herein
by reference).

Form of Restricted Stock Unit Agreement utilized for non-employee directors of Health Net, Inc. (filed as
Exhibit 10.44 to the Company’s Annual Report on Form 10-K for the year ended December 31, 2011 (File
No. 1-12718) and incorporated herein by reference).

Form of Restricted Stock Unit Agreement utilized for non-employee directors of Health Net, Inc. under
the 2006 Long-Term Incentive Plan (filed as Exhibit 10.1 to the Company’s Quarterly Report on Form 10-
Q for the quarter ended March 31, 2011 (File No. 1-12718) and incorporated herein by reference).

Health Net, Inc. Deferred Compensation Plan, as amended and restated effective January 1, 2010 (filed as
Exhibit 10.35 to the Company’s Annual Report on Form 10-K for the year ended December 31, 2009 and
(File No. 1-12718) incorporated herein by reference).

Amendment Number One to the Health Net, Inc. Deferred Compensation Plan (As Amended and Restated
effective January 1, 2010) (filed as Exhibit 10.33 to the Company’s Annual Report on Form 10-K for the
year ended December 31, 2013 (File No. 1-12718) and incorporated herein by reference).

Health Net, Inc. Deferred Compensation Plan for Directors, as amended and restated effective
December 1, 2009 (filed as Exhibit 10.36 to the Company’s Annual Report on Form 10-K for the year
ended December 31, 2009 (File No. 1-12718) and incorporated herein by reference).

Amendment Number One to the Health Net, Inc. Deferred Compensation Plan for Directors (As Amended
and Restated effective December 1, 2009) (filed as Exhibit 10.35 to the Company’s Annual Report on
Form 10-K for the year ended December 31, 2013 (File No. 1-12718) and incorporated herein by
reference).
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Foundation Health Systems, Inc. Deferred Compensation Plan Trust Agreement effective September 1,

1998 between Foundation Health Systems, Inc. and Union Bank of California (filed as Exhibit 10.31 to

the Company’s Annual Report on Form 10-K for the year ended December 31, 1998 (File No. 1-12718)
and incorporated herein by reference).

Amendment Number One to the Health Net, Inc. Deferred Compensation Plan Trust Agreement between
Health Net, Inc. and Union Bank of California, adopted January 1, 2001 (filed as Exhibit 10.49 to the
Company’s Annual Report on Form 10-K for the year ended December 31, 2011 (File No. 1-12718) and
incorporated herein by reference).

Foundation Health Systems, Inc. Amended and Restated 1998 Stock Option Plan (filed as Exhibit 99 to
the Company’s Current Report on Form 8-K filed with the SEC on August 16, 2004 (File No. 1-12718)
and incorporated herein by reference).

Amendment No. | to Foundation Health Systems, Inc. Amended and Restated 1998 Stock Option Plan
(filed as Exhibit 10.1 to the Company’s Current Report on Form 8-K filed with the SEC on March 6, 2006
(File No. 1-12718) and incorporated herein by reference).

Amendment No. 2 to Foundation Health Systems, Inc. Amended and Restated 1998 Stock Option Plan
(filed as Exhibit 10.32 to the Company’s Annual Report on Form 10-K for the year ended December 31,
2008 (File No. 1-12718) and incorporated herein by reference).

Amendment No. 3 to Foundation Health Systems, Inc. Amended and Restated 1998 Stock Option Plan
(filed as Exhibit 10.41 to the Company’s Annual Report on Form 10-K for the year ended December 31,
2013 (File No. 1-12718) and incorporated herein by reference).

Foundation Health Systems, Inc. Third Amended and Restated Non-Employee Director Stock Option Plan
(filed as Exhibit 10.46 to the Company’s Quarterly Report on Form 10-Q for the quarter ended June 30,
1997 (File No. 1-12718) and incorporated herein by reference).

Amendment Number One to the Foundation Health Systems, Inc. Third Amended and Restated Non-
Employee Director Stock Option Plan (filed as Exhibit 10.43 to the Company’s Annual Report on Form
10-K for the year ended December 31, 2013 (File No. 1-12718) and incorporated herein by reference).

Health Net, Inc. 2005 Long-Term Incentive Plan (filed as Exhibit 10.3 to the Company’s Current Report
on Form 8-K filed with the SEC on May 13, 2005 (File No. 1-12718) and incorporated herein by
reference).

Amendment No. 1 to Health Net, Inc. 2005 Long-Term Incentive Plan (filed as Exhibit 10.35 to the
Company’s Annual Report on Form 10-K for the year ended December 31, 2008 (File No. 1-12718) and
incorporated herein by reference).

Amendment No. 2 to Health Net, Inc. 2005 Long-Term Incentive Plan (filed as Exhibit 10.36 to the
Company’s Annual Report on Form 10-K for the year ended December 31, 2008 (File No. 1-12718) and
incorporated herein by reference).

Amendment No. 3 to the Health Net, Inc. 2005 Long-Term Incentive Plan (filed as Exhibit 10.49 to the
Company’s Annual Report on Form 10-K for the year ended December 31, 2013 (File No. 1-12718) and
incorporated herein by reference).

Health Net, Inc. 2006 Long-Term Incentive Plan (as filed as Exhibit 10.1 to the Company’s Current
Report on Form 8-K filed with the SEC on May 15, 2006 (File No. 1-12718) and incorporated herein by
reference).

Amendment No. 1 to the Health Net, Inc. 2006 Long-Term Incentive Plan (filed as Exhibit 10.38 to the
Company’s Annual Report on Form 10-K for the year ended December 31, 2008 (File No. 1-12718) and
incorporated herein by reference).

Amendment No. 2 to the Health Net, Inc. 2006 Long-Term Incentive Plan (filed as Appendix B to the
Company’s Definitive Proxy Statement filed with the SEC on April 8, 2009 (File No. 1-12718) and
incorporated herein by reference).

Amendment No. 3 to the Health Net, Inc. 2006 Long-Term Incentive Plan (filed as Exhibit 10.1 to the
Company’s Quarterly Report on Form 10-Q for the quarter ended June 30, 2013 (File No. 1-12718) and
incorporated herein by reference).

Amendment No. 4 to the Health Net, Inc. 2006 Long-Term Incentive Plan (filed as Exhibit 10.54 to the
Company’s Annual Report on Form 10-K for the year ended December 31, 2013 (File No. 1-12718) and
incorporated herein by reference).
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Health Net, Inc. Management Incentive Plan (filed as Exhibit 10.40 to the Company’s Annual Report on
Form 10-K for the year ended December 31, 2004 (File No. 1-12718) and incorporated herein by
reference).

Amendment No. 1 to the Health Net, Inc. Management Incentive Plan (filed as Exhibit 10.45 to the
Company’s Annual Report on Form 10-K for the year ended December 31, 2008 (File No. 1-12718) and
incorporated herein by reference).

Addendum A to the Health Net, Inc. Management Incentive Plan (filed as Exhibit 10.1 to the Company’s
Quarterly Report on Form 10-Q for the quarter ended June 30, 2009 (File No. 1-12718) and incorporated
herein by reference).

2013 Restatement of the Health Net, Inc. 401(k) Savings Plan (effective January 1, 2013) (filed as Exhibit
10.59 to the Company’s Annual Report on Form 10-K for the year ended December 31, 2013 (File No.
1-12718) and incorporated herein by reference).

First Amendment to the Health Net, Inc. 401(k) Savings Plan (as amended and restated effective January
1, 2013), a copy of which is filed herewith.

Health Net, Inc. Supplemental Executive Retirement Plan, amended and restated effective as of January 1,
2008 (filed as Exhibit 10.1 to the Company’s Current Report on Form 8-K filed with the SEC on
December 9, 2008 (File No. 1-12718) and incorporated herein by reference).

Amended and Restated Deferred Compensation Plan of Foundation Health Corporation (filed as Exhibit
10.99 to Foundation Health Corporation’s Annual Report on Form 10-K for the year ended June 30, 1995
(File No. 1-10540) and incorporated herein by reference).

Amendment Number One Through Three to the Amended and Restated Deferred Compensation Plan of
Foundation Health Corporation (filed as Exhibit 10.49 to the Company’s Annual Report on Form 10-K for
the year ended December 31, 2004 (File No. 1-12718) and incorporated herein by reference).

Foundation Health Corporation Executive Retiree Medical Plan, as amended and restated effective April
25, 1995 (filed as Exhibit 10.101 to Foundation Health Corporation’s Annual Report on Form 10-K for the
year ended June 30, 1995 (File No. 1-10540) and incorporated herein by reference).

Form of Amended and Restated Indemnification Agreement for directors and executive officers of Health
Net, Inc. (filed as Exhibit 10.3 to the Company’s Current Report on Form 8-K filed with the SEC on
December 9, 2008 (File No. 1-12718) and incorporated herein by reference).

Health Net, Inc. Compensation Recovery Policy (filed as Exhibit 10.1 to the Company’s Current Report
on Form 8-K filed with the SEC on June 17, 2010 (File No. 1-12718) and incorporated herein by
reference).

Credit Agreement, dated as of October 24, 2011, by and among Health Net, Inc., Bank of America, N.A.,
as Administrative Agent, Swing Line Lender and L/C Issuer, and the other lenders party thereto from time
to time (filed as Exhibit 10 to the Company’s Current Report on Form 8-K filed with the SEC on October
28,2011 (File No. 1-12718) and incorporated herein by reference).

Master Agreement, dated August 19, 2008, between Health Net, Inc. and International Business Machines
Corporation (filed as Exhibit 10.1 to the Company’s Quarterly Report on Form 10-Q for the quarter ended
September 30, 2008 (File No. 1-12718) and incorporated herein by reference).

Amendment No. 01 to Services Agreement, dated and effective as of August 19, 2008, between Health
Net, Inc. and International Business Machines Corporation (filed as Exhibit 10.2 to the Company’s
Quarterly Report on Form 10-Q for the quarter ended September 30, 2011 (File No. 1-12718) and
incorporated herein by reference).

Amendment No. 02 to Services Agreement, dated and effective as of August 19, 2008, between Health
Net, Inc. and International Business Machines Corporation (filed as Exhibit 10.3 to the Company’s
Quarterly Report on Form 10-Q for the quarter ended September 30, 2011 (File No. 1-12718) and
incorporated herein by reference).

Amendment No. 3 to Master Agreement, effective as of April 25, 2011, between Health Net, Inc. and
International Business Machines Corporation (filed as Exhibit 10.4 to the Company’s Quarterly Report on
Form 10-Q for the quarter ended September 30, 2011 (File No. 1-12718) and incorporated herein by
reference).
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Amendment No. 4 to the Master Services Agreement, dated January 1, 2014, by and between Health Net,
Inc. and International Business Machines Corporation (filed as Exhibit 10.2 of the Company’s Quarterly
Report on Form 10-Q/A for the quarter ended June 30, 2014 (File No. 1-12718) and incorporated herein
by reference).

Master Services Agreement, dated September 30, 2008, between Health Net, Inc. and Cognizant
Technology Solutions U.S. Corporation (filed as Exhibit 10.2 to the Company’s Quarterly Report on Form
10-Q for the quarter ended September 30, 2008 (File No. 1-12718) and incorporated herein by reference).

Amendment No. 2010-01 to Master Services Agreement, effective as of April 15, 2010, between Health
Net, Inc. and Cognizant Technology Solutions U.S. Corporation (filed as Exhibit 10.85 to the Company’s
Annual Report on Form 10-K for the year ended December 31, 2011 (File No. 1-12718) and incorporated
herein by reference).

Amendment No. 2010-02 to Master Services Agreement, effective as of April 1, 2010, between Health
Net, Inc. and Cognizant Technology Solutions U.S. Corporation (filed as Exhibit 10.86 to the Company’s
Annual Report on Form 10-K for the year ended December 31, 2011 (File No. 1-12718) and incorporated
herein by reference).

Amendment No. 3 to Master Services Agreement, dated August 9, 2012, by and between Health Net, Inc.
and Cognizant Technology Solutions US Corporation (filed as Exhibit 10.1 to the Company’s Quarterly
Report on Form 10-Q for the quarter ended September 30, 2012 (File No. 1-12718) and incorporated
herein by reference).

Amendment No. 4 to the Master Services Agreement, dated January 1, 2014, by and between Health Net,
Inc. and Cognizant Technology Solutions US Corporation (filed as Exhibit 10.1 of the Company’s
Quarterly Report on Form 10-Q for the quarter ended March 31, 2014 (File No. 1-12718) and
incorporated herein by reference).

Amendment No. 5 to the Master Services Agreement, dated as of November 2, 2014, by and between
Health Net, Inc. and Cognizant Technology Solutions US Corporation, a copy of which is filed herewith.

Transitional Trademark License Agreement, effective as of December 11, 2009, by and among Health Net,
Inc., Health Net of Connecticut, Inc., Health Net of New York, Inc., Health Net Insurance of New York,
Inc., FOHP, Inc., Health Net of New Jersey, Inc. and Health Net Services (Bermuda) Ltd. (filed as Exhibit
10.107 to the Company’s Annual Report on Form 10-K for the year ended December 31, 2009 (File No.
1-12718) and incorporated herein by reference).

Asset Purchase Agreement, dated November 2, 2014, by and between Health Net, Inc. and Cognizant
Healthcare Services, LLC, a copy of which is filed herewith.

Amended and Restated Master Services Agreement, dated as of November 21, 2014, by and between
Cognizant Healthcare Services, LLC and Health Net, Inc.

Statement relative to computation of per share earnings of the Company (included in Note 2 to the
consolidated financial statements included as part of this Annual Report on Form 10-K).

Subsidiaries of Health Net, Inc., a copy of which is filed herewith.

Consent of Deloitte & Touche LLP, Independent Registered Public Accounting Firm, a copy of which is
filed herewith.

Certification of Chief Executive Officer pursuant to Section 302 of the Sarbanes-Oxley Act of 2002, a
copy of which is filed herewith.

Certification of Chief Financial Officer pursuant to Section 302 of the Sarbanes-Oxley Act of 2002, a
copy of which is filed herewith.

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, a copy of which is filed herewith.
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101 The following materials from Health Net, Inc.’s Annual Report on Form 10-K for the year ended
December 31, 2014, formatted in XBRL (eXtensible Business Reporting Language): (1) Consolidated
Statements of Operations for the years ended December 31, 2014, December 31, 2013 and December 31,
2012, (2) Consolidated Statements of Comprehensive Income for the years ended December 31, 2014,
December 31, 2013 and December 31, 2012, (3) Consolidated Balance Sheets as of December 31, 2014
and December 31, 2013, (4) Consolidated Statements of Stockholders’ Equity for the years ended
December 31, 2014, December 31, 2013 and December 31, 2012, (5) Consolidated Statements of Cash
Flows for the years ended December 31, 2014, December 31, 2013 and December 31, 2012, and (6) Notes
to Consolidated Financial Statements.

Management contract or compensatory plan or arrangement required to be filed (and/or incorporated by
reference) as an exhibit to this Annual Report on Form 10-K pursuant to Item 15(b) of Form 10-K.

A copy of the exhibit is being filed with this Annual Report on Form 10-K.

Portions of this exhibit have been redacted pursuant to a request for confidential treatment under Rule 24b-2 of
the Securities Exchange Act of 1934, as amended, that has been submitted separately to the Securities and
Exchange Commission.

Schedules and exhibits have been omitted pursuant to Item 601(b)(2) of Regulation S-K. The Company
undertakes to furnish supplemental copies of any of the omitted schedules and exhibits upon request by the U.S.
Securities and Exchange Commission ("SEC").

This exhibit was filed as Exhibit 10.81 to Amendment No. 1 to the Company’s Annual Report on Form 10-K/A
for the year ended December 31, 2014 filed with the SEC on March 2, 2015.



Exhibit 31.1

Certification of Chief Executive Officer
Pursuant to Section 302 of the Sarbanes-Oxley Act of 2002

I, Jay M. Gellert, certify that:

1. I have reviewed this annual report on Form 10-K 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)) for the registrant 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 the
registrant’s board of directors (or persons performing the equivalent functions):

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

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

Date: February 27, 2015 /S/ JAY M. GELLERT

Jay M. Gellert
President and Chief Executive Olfficer



Exhibit 31.2

Certification of Chief Financial Officer
Pursuant to Section 302 of the Sarbanes-Oxley Act of 2002

I, James E. Woys, certify that:

1. I have reviewed this annual report on Form 10-K 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)) for the registrant 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 the
registrant’s board of directors (or persons performing the equivalent functions):

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

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

Date: February 27, 2015 /8! JAMES E. WOYS

James E. Woys

Executive Vice President, Chief Financial and Operating
Officer and Interim Treasurer



Exhibit 32

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 Annual Report of Health Net, Inc. (the “Company”) on Form 10-K for the year ending
December 31, 2014 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 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, respectively:

(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
result of operations of the Company.

/s/ Jay M. Gellert
Jay M. Gellert
Chief Executive Olfficer

February 27, 2015

/s/ James E. Woys

James E. Woys

Executive Vice President, Chief Financial and
Operating Olfficer and Interim Treasurer

February 27, 2015
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CAUTIONARY STATEMENT: Health Net, Inc. and its representatives may from time to time make written and oral forward-looking statements
within the meaning of the Private Securities Litigation Reform Act (‘PSLRA") of 1995, including statements in this Annual Report and other reports,
in press releases, presentations, filings with the Securities and Exchange Commission (“SEC”") and in meetings with investors and analysts. All
statements in this Annual Report, other than statements of historical information provided herein, may be deemed to be forward-looking statements
and as such are intended to be covered by the safe harbor for “forward-looking statements” provided by PSLRA. These statements are based on
management's analysis, judgment, belief and expectation only as of the date hereof, and are subject to changes in circumstances and a number of
risks and uncertainties. Without limiting the foregoing, statements including the words “believes; “anticipates; “plans; “expects; “may,’ “should
“could; “estimate; “intend; “feels; “will; “projects” and other similar expressions are intended to identify forward-looking statements. Actual results
could differ materially from those expressed in, or implied or projected by the forward-looking information and statements due to, among other
things, health care reform and other increased government participation in and taxation or regulation of health benefits and managed care operations,
including but not limited to the implementation of the Patient Protection and Affordable Care Act and the Health Care and Education Reconciliation
Act of 2010 (collectively, the “ACA”) and related fees, assessments and taxes; the company'’s ability to successfully participate in California's
Coordinated Care Initiative, which is subject to a number of risks inherent in untested health care initiatives and requires the company to adequately
predict the costs of providing benefits to individuals that are generally among the most chronically ill within each of Medicare and Medi-Cal and
implement delivery systems for benefits with which the company has limited operating experience; the company’s ability to successfully participate
in the federal and state health insurance exchanges under the ACA, which involve uncertainties related to the mix and volume of business that
could negatively impact the adequacy of the company’s premium rates and may not be sufficiently offset by the risk apportionment provisions of
the ACA; increasing health care costs, including but not limited to costs associated with the introduction of new treatments or therapies; the
company’s ability to reduce administrative expenses while maintaining targeted levels of service and operating performance, including through the
company’s master services agreement with a subsidiary of Cognizant Technology Solutions Corporation (Cognizant); whether the company receives
required regulatory approvals for Cognizant’s provision of services to the company and any conditions imposed in order to obtain such regulatory
approvals; the company’s ability to recognize the intended cost savings and other intended benefits of the Cognizant transaction; the risk that
Cognizant may not perform contracted functions and services in a timely, satisfactory and compliant manner; negative prior period claims reserve
developments; rate cuts and other risks and uncertainties affecting the company’s Medicare or Medicaid businesses; trends in medical care ratios;
membership declines or negative changes in the company’s health care product mix; unexpected utilization patterns or unexpectedly severe or
widespread illnesses; failure to effectively oversee the company’s third-party vendors; noncompliance by the company or the company’s business
associates with any privacy laws or any security breach involving the misappropriation, loss or other unauthorized use or disclosure of confidential
information; the timing of collections on amounts receivable from state and federal governments and agencies; litigation costs; regulatory issues with
federal and state agencies including, but not limited to, the California Department of Managed Health Care and Department of Health Care Services,
the Arizona Health Care Cost Containment System, the Centers for Medicare & Medicaid Services, the Office of Civil Rights of the U.S.Department
of Health and Human Services and state departments of insurance; operational issues; changes in economic or market conditions; investment
portfolio impairment charges; volatility in the financial markets; and general business and market conditions. Additional factors that could cause
actual results to differ materially from those reflected in the forward-looking statements include, but are not limited to, the risks discussed in the
“Risk Factors”section included within this Annual Report and the other risks discussed in the company'’s filings with the SEC. Readers are cautioned
not to place undue reliance on these forward-looking statements. Except as may be required by law, the company undertakes no obligation to address
or publicly update any forward-looking statements to reflect events or circumstances that arise after the date of this Annual Report.
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