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I TEM 1. FINANCI AL STATEMENTS

FOUNDATI ON HEALTH SYSTEMS, | NC.
CONDENSED CONSOLI DATED BALANCE SHEETS
(ANDUNTS | N THOUSANDS)

<Tabl e>
<Capti on>

<&

Current Assets:
Cash and cash equivalents. ...,
Investments--available for sale...........................
Premumreceivables, net............cooviiiiiiiiint,
Amount s receivabl e under government contracts.............
DEf BT L AXES. o\ttt e
Rei nsurance and other receivables.........................
QL RBr @SS S. vttt e

Total current assets............cooiriiiiiiiiiiiiiiii.,
Property and equipment, net........... ...,
Goodwi |1 and other intangible assets, net...................
QL REr @SS S vttt e

Total ASSBES. .ttt

LIABI LI TIES AND STOCKHOLDERS' EQUI TY

Current Liabilities:
Reserves for claims and other settlements.................
Unearned premiums. . ...ovvror e
Notes payable and capital 1eases.................ccovvnn..
Amount s payabl e under government contracts................
Accounts payable and other liabilities....................

Total current liabilities............coovviiiiiiininn.
Notes payable and capital 1€ases...........oovvvvviniinnnn.,
Def BTl LAXES. o\ttt
Oher Tiabilities. ..o

Total Liabilities......oooouiiiii i,
Stockhol ders’ Equity:
Common Stock and additional paid-in capital...............
Treasury Class A conmon stock, at cost....................
Accumul ated ot her conprehensive 10SS..............ovvuiit
Retained €arniNgS. ....ovvvvre e
Total Stockholders’ Equity............ccocoviiiiiiniinn,
Total Liabilities and Stockholders’ Equity..............

</ Tabl &>

See acconpanying notes to condensed consolidated financial statenents.

3

MARCH 31, DECEMBER 31,
2000 1999
(UNAUDI TED)
<C N
$ 967,034 $1, 010, 539
433, 240 456, 603
152, 942 149,992
351, 904 290, 329
186, 762 209, 037
141, 140 153, 427
63, 210 77, 866
2,296, 232 2,347,793
268, 462 280, 729
892, 565 909, 586
171,271 158, 373
$3, 628, 530 $3, 696, 481
$1, 092, 509 $1,138, 801
227,971 224,381
939 1, 256
43, 585 43, 843
270, 268 322,048
1,635, 272 1,730, 329
1,033, 059 1,039, 352
5, 286 5, 624
29, 745 29, 977
2,703, 362 2,805, 282
643, 794 643, 498
(95, 831) (95, 831)
(4,451) (4,069)
381, 656 347,601
925, 168 891, 199
$3, 628, 530 $3, 696, 481
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FOUNDATI ON HEALTH SYSTEMS, | NC.
CONDENSED CONSCLI DATED STATEMENTS OF OPERATI ONS
(AMOUNTS I N THOUSANDS, EXCEPT PER SHARE DATA)
(UNAUDI TED)
<Tabl e>
<Capti on>
FI RST QUARTER ENDED
MARCH 31,

2000 1999
<S> <C <G
REVENUES

Heal th plan Services premums.........coovvvvvvvrnvnnnnnnn. $1,787,976  $1,772, 380

Governnent contracts/Specialty services................... 388, 980 367, 307

Investment and other income...............covviviiiniinnn, 22,379 18, 657

Net gain on sale of businesses...................ccovvun., -- 60, 598

Total FevenuUeS. ... ..ot 2,199,335 2,218,942

EXPENSES

Heal th plan Services..........oooviiiiiiiiiiiiinnnn, 1,522,518 1,502,702

Covernment contracts/ Specialty services................... 254, 663 239, 054

Selling, general and administrative....................... 319, 097 326, 687

DepPreCi At ON. .o 16, 880 17,739

AMDrtization. . ..o 9,581 10, 984

R -] 21,334 21,938

Restructuring and other costsS............ovviiiininnnnn., -- 21,059

TOtal BXPENSES. .\ttt 2,144,073 2,140,163

Incorme bhefore incone taxes and cumul ative effect of a change

inaccounting principle.........ocoiiiiii 55, 262 78,779
[NCOME taX ProviSion. ......vvvrvriri i, 21, 207 31,441
Incone before cunul ative effect of a change in accounting

PriNCi Pl . 34,055 47,338
Cunul ative effect of a change in accounting principle, net

] (5,417)
NEt TMCOME. L $ 34,055 $ 41,921
Basic and diluted earnings per share:
Income before cunulative effect of a change in accounting

PEENC Pl B $ 0.28 $ 0.39
Cunul ative effect of a change in accounting principle....... -- (0. 05)
Net I MCOME. e $ 0.28 $ 0.34
Vi ght ed average shares out standi ng:
BT C. vt 122, 387 122,233
DT ULE. o 122, 449 122,233
</ Tabl e>

See acconpanying notes to condensed consolidated financial statenents.
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FOUNDATI ON HEALTH SYSTEMS, | NC.
CONDENSED CONSCLI DATED STATEMENTS OF CASH FLOAS
(AMOUNTS | N THOUSANDS)
(UNAUDI TED)
<Tabl e>
<Capti on>
FI RST QUARTER ENDED
MARCH 31,
2000 1999
<S> <G <C
CASH FLOWS FROM OPERATI NG ACTI VI TI ES:
Net I NCOMB. ot e $ 34,055 § 41,921
Adj ust ments to reconcile net incone to net cash used in
operating activities:
Anortization and depreciation..................coviiiiil 26, 461 28,723
Net gain on sale of businesses...................ooviii, -- (60,598)
Cunul ative effect of a change in accounting principle..... -- 5,417
Restructuring and other costs................oiiiiiinn.. -- 21, 059
Qher Changes. ... ... 3,198 648
Changes in assets and liabilities, net of effect of
di sposi tions:
Premumreceivabl €S, ... (2,950) 7,900
Unearned Premium. ... 3,589  (188,592)
QL RBr @SS S, vttt 47,533 38,705
Amount s receivabl e/ payabl e under governnent contracts... (61,834) 37, 406
Reserves for clains and other settlements............... (46, 290) 55,510
Accounts payable and other liabilities.................. (45,998) (92,721)
Net cash used in operating activities....................... (42,236) (104, 622)
CASH FLOWS FROM | NVESTI NG ACTI VI TI ES:;
Sale or maturity of investments.......................o.., 84, 045 98, 232
Purchase of investments..... ..., (60,630) (142,312
Net purchases of property and equipment..................... (4,831) (6,636)
Net proceeds fromthe sale of businesses.................... -- 65, 000
00 1 (13,547) 2,427
Net cash provided by investing activities................... 5,037 16,711
CASH FLOAS FROM FI NANCI NG ACTI VI TI ES:
Proceeds fromexercise of stock options and enpl oyee stock
PUF CRASES. . o ettt 297 410
Proceeds fromissuance of notes payable and other financing
AT ANGEIMBNE S, L ettt e 10,029 20,000
Repaynment of debt and other noncurrent liabilities.......... (16, 632) (80, 790)
Net cash used in financing activities....................... (6,306) (60, 380)
Net decrease in cash and cash equivalents................... (43,505)  (148,291)
Cash and cash equival ents, beginning of period.............. 1,010, 539 763, 865
Cash and cash equival ents, end of period.................... $ 967,034 $ 615,574
</ Tabl e>

See acconpanying notes to condensed consolidated financial statenents.
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FOUNDATI ON HEALTH SYSTEMS, | NC.
NOTES TO CONDENSED CONSCLI DATED FI NANCI AL STATEMENTS
(UNAUDI TED)

The fol I owing notes shoul d be read in conjunction with the notes to the

consol i dated financial statements and the Managenent’s Discussion and Analysis
of Financial Condition and Results of Cperations for each of the three years in
the period ended Decenber 31, 1999 incorporated by reference in the Foundation
Heal th Systems, Inc. (the "Conpany") Annual Report on Form 10-K for the year
ended Decenber 31, 1999 as well as the consolidated operating results presented
in the Management's Discussion and Analysis of Financial Condition and Results
of Operations contained in this Quarterly Report on Form 10-Q

NOTE 1--BASI'S OF PRESENTATI ON

In the opinion of managenent, the accompanying condensed consol i dat ed
financial statements include all normal and recurring adjustments necessary for
a fair presentation of the consolidated financial position of the Conpany and
the consol idated results of its operations and its cash flows for the interim
periods presented. Although the Conpany believes that the disclosures in these
financial statements are adequate to make the information presented not
n sl eading, certain information and footnote disclosures normally included in
financial statements prepared in accordance with generally accepted accounting
principles in the United States have heen condensed or onitted pursuant to the
rules and regulations of the Securities and Exchange Commission (the "SEC')
applicable to quarterly reports on Form 10-Q Results of operations for the
interimperiods are not indicative of results to he expected for the full year.

Certain prior period amounts have been reclassified to conformwith current
period presentation.

NOTE 2- - RESTRUCTURI NG AND OTHER COSTS

The following sets forth the principal components of restructuring and other
costs for the first quarter ended March 31 (amounts in nmillions):

<Tabl >
<Capti on>
2000 1999

<S> <C <C
Severance and benefit related costs......................... $-- $18.5
Real estate |ease termnation COStS..........covvvviinnnnn.. -- 0.8
QLR COSE S, ottt e e 1.8

Total . $ $21.1
</ Tabl e>
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FOUNDATI ON HEALTH SYSTEMS, | NC.
NOTES TO CONDENSED CONSCLI DATED FI NANCI AL STATEMENTS ( CONTI NUED)
(UNAUDI TED)

NOTE 2- - RESTRUCTURI NG AND OTHER COSTS ( CONTI NUED)
1999 CHARGES

The following tables summarize the 1999 charges by quarter and by type
(amounts in mllions):

<Tabl e>
<Capti on>
1999 ACTIVITY
1999 NET — eeemmemeeiee BALANCE AT
1999 MODI FI CATI ONS 1999 CASH DECEMBER 31,
CHARGES TO ESTIMATE ~ CHARGES ~ PAYMENTS  NON CASH 1999
<S> <C <o <C < <G <C
Severance and benefit related
COSES. vt $18.5 $(1.3) $17.2 $(8.6) % $8.6
Asset inpairnent costs........... 6.2 -- 6.2 - (6.2
Real estate |ease ternination
COSES. oo 0.8 .- 0.8 (0.8)
Oher costS... ... ovviiiins 1.8 (0.1 1.7 (1.4 0.3
Total ..o $27.3 $(1.4) $ 25.9 $(10.8)  $(6.2) $8.9
First Quarter 1999 Charge........ $21.1 $(1.4) $19.7 $(10.8) § -- $8.9
Fourth Quarter 1999 Charge....... 6.2 -- 6.2 -- (6.2) --
Total oo $27.3 $(1.4) $ 25.9 $(10.8)  $(6.2) $8.9
</ Tabl e>
<Tabl e>
<Capti on>
2000
ACTIVI TY
BALANCE AT -------- BALANCE AT EXPECTED
DECEMBER 31, CASH MARCH 31, FUTURE CASH
1999 PAYNENTS 2000 QUTLAYS
<S> N <C <G <G
Severance and benefit related costs.............. $8.6 $(3.0) $5.6 $5.6
Asset impairment COStS...........iiiiiiiiiii, -- -- -- --
Real estate lease termination costs.............. -- --
Qher COSES. . vt 0.3 (0.3)
Total o $8.9 $(3.3) $5.6 $5.6
First Quarter 1999 Charge.............ccovvvvvn.. $8.9 $(3.3) $5.6 $5.6
Fourth Quarter 1999 Charge..............c...ovvn.. -- -- -- --
Total . oo $8.9 $(3.3) $5.6 $5.6

<[/ Tabl e>

The Conpany initiated during the fourth quarter of 1998 a formal plan to
di spose of certain health plans of the Conpany’s then Central Division included
in the Conpany's Health Plan Services segment in accordance with its anticipated
divestitures program In this connection, the Conpany announced its plan to
close the Col orado regional processing center, termnate enployees and transfer
these operations to the Conpany's other adninistrative facilities. In addition
the Conpany announced its plans to consolidate certain adninistrative functions
inits Oregon and Washington health plan operations. During the first and fourth
quarters ended March 31, 1999 and December 31, 1999, the Conpany recorded pretax
charges for restructuring and other charges of $21.1 million (the "1999
Charges") and asset inpairnent charges of $6.2 nillion, respectively

SEVERANCE AND BENEFI T RELATED COSTS- - The 1999 Charges included $18.5 million
for severance and benefit costs related to executives and operations enpl oyees
at the Col orado regional processing center and operations enployees at the
Oregon and Vashington health plans. The

7
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FOUNDATI ON HEALTH SYSTEMS, | NC.
NOTES TO CONDENSED CONSCLI DATED FI NANCI AL STATEMENTS ( CONTI NUED)
(UNAUDI TED)

NOTE 2- - RESTRUCTURI NG AND OTHER COSTS ( CONTI NUED)

operations functions include preniumaccounting, clains, medical managenent,
customer service, sales and other related departments. The 1999 Charges included
the termnation of a total of 773 enployees. As of March 31, 2000, 628 enpl oyees
had been termnated, $11.6 nillion had been paid and $5.6 million is expected to
require future cash outlays. Termination of the remaining 145 enployees is
expected to be conpleted during the third quarter of 2000. Mdifications to the
initial estimate of $1.3 mllion were recorded during the fourth quarter of
1999. No adjustments to the original estimates have been recorded during the
three months ended March 31, 2000.

ASSET | MPAI RVENT COSTS--During the fourth quarter ended December 31, 1999,
the Conpany recorded asset inpairment costs totaling $6.2 nillion related to
i npai rment of certain long-lived assets held for disposal. These charges
included a further adjustnent of $4.7 million to adjust the carrying val ue of
the Conpany's Pittshurgh health plans to fair value and an adjustnent of $1.5
mllion to adjust the carrying value of its subacute care managenent operations.
The revenue and pretax income attributable to these operations were $16.1
mllion and $38,000, respectively, for the first quarter ended March 31, 2000.
The carrying val ue of these assets as of March 31, 2000 was $17.3 million.

REAL ESTATE LEASE TERM NATION AND OTHER COSTS--The 1999 Charges i ncl uded
$2.6 mllion to terminate real estate obligations and other costs to close the
Col orado regional processing center.

1998 CHARGES

I'n connection with the Company’s 1998 restructuring plans, severance, asset
inpai rnent and other costs totaling $240.1 nillion were recorded during the year
ended Decenber 31, 1998. The 1998 restructuring plans were conpleted at the end
of 1999.

On July 19, 1998, FPA Medical Managenent, Inc. ("FPA') filed for bankruptcy
protection under Chapter 11 of the Bankruptcy Code. The FPA bankruptcy and
related events and circunstances caused management to re-eval uate the decision
to continue to operate 14 facilities previously |eased to FPA and managenent
deternined to sell the properties. As part of the 1998 Charges, the Conpany
recorded $84.1 million of asset inpairnment costs related to the 14 properties
and other costs related to FPA. As of March 31, 2000, 12 of these properties
have been sold. The remaining properties are expected to be sold during 2000.
The carrying val ue of the assets held for disposal totaled $11.2 million at
March 31, 2000. The results of operations attributable to such real estate
assets were immterial during the first quarters ended March 31, 2000 and 1999.

As part of the 1998 restructuring plans, the Conpany initiated a formal plan
to dispose of certain health plans of the Conpany’s then Central Division
included in the Conpany’s Health Plan Services segment in accordance with its
anticipated divestitures program The Conpany sold nost of these health plans in
1999. In 1998, the Conpany recorded asset inpairment charges of $112.4 nillion
related to these plans. As discussed under "1999 Charges", further adjustnents
to carrying value of $4.7 million were recorded in 1999. Revenues and pre-tax
losses attributable to the remining plans were $7.9 nillion and $0.1 nillion,
respectively, for the three nonths ended March 31, 2000. The carrying val ue of
these assets as of March 31, 2000 was $9.6 million.

8
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FOUNDATI ON HEALTH SYSTENS, | NC.
NOTES TO CONDENSED CONSOLI DATED FI NANCI AL STATENENTS ( CONTI NUED)
(UNAUDI TED)
NOTE 3- - COVPREHENS! VE | NOOVE

The Conpany’s conprehensive incone for the first quarter ended March 31 is
as follows (amounts in thousands):

<Tabl e>
<Capti on>
2000 1999

<S> < <C
Net T NCOMB. .o\ $34,055  $41,921
Ot her conprehensive loss, net of tax--

Net change in unrealized depreciation on investments.... (382) (1,377)
Conprenensi Ve 1NCOMB. ..o\ vv et e $33,673  $40,544
</ Tabl e>

NOTE 4- - EARNINGS PER SHARE

Basi ¢ earnings per share excludes dilution and reflects income divided by
the wei ghted 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 comon stock equivalents (all of which are
conprised of stock options) outstanding during the periods presented; no
adj ustment to income is required. Common stock equivalents arising fromdilutive
stock options are conputed using the treasury stock method. There were 62,000
shares of common stock equivalents for the three nonths ended March 31, 2000
and no such shares of common stock equival ents for the three months ended
March 31, 1999.

NOTE 5- - SEGVENT | NFCRVATI ON

Presented bel ow are segment data for the first quarter ended March 31, 2000
and 1999 (amounts in thousands):

<Tabl e>
<Capti on>
GOVERNVENT
CONTRACTS/
HEALTH PLAN  SPECIALTY  CORPORATE
SERVI CES SERVICES ~ AND OTHER
<S> <C <G <G
FI RST QUARTER ENDED MARCH 31, 2000
Revenues fromexternal sources................ $1,787,976  $ 388,980 $
Intersegment revenues..................oovvnn. 2,413 47,298 --
Incone (loss) before incone taxes............. 62, 875 22,182 (30, 395)
Segment asSetsS.........oiiiiiiii 2,583,698 756, 034 288, 798
FI RST QUARTER ENDED MARCH 31, 1999
Revenues fromexternal sources................ $1,772,380  $ 367,307 $
Intersegment revenues..................oovvnn. 1,994 82,007
Incone before incone taxes and cumil ative
effect of change in accounting principle.... 9,896 34,598 34,285
SEGVENT ASSETS AS OF DECEMBER 31, 1999........ $2,598,582  $1,168,961 $(71,062)
</ Tabl e>

$2, 176, 956
49,711

55, 262
3,628,530

$2,139, 687
84,001
78,779

$3, 696, 481
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NOTES TO CONDENSED CONSOLI DATED FI NANCI AL STATENENTS ( CONTI NUED)
(UNAUDI TED)
NOTE 6- - CHANGE | N ACCOUNTI NG PRI NOI PLE

Effective January 1, 1999, the Conpany adopted Statement of Position 98-5
"Reporting on the Costs of Start-Up Activities" and changed its nmethod of
accounting for start-up and organization costs. The change involved expensing
these costs as incurred, rather than the Conpany’s previous accounting principle
of capitalizing and subsequent!y anortizing such costs. The change in accounting
principle resulted in the wite-off of the costs capitalized as of January 1,
1999. The cumul ative effect of the wite-off was $5.4 nillion (net of tax
benefit of $3.7 nillion) and has been expensed and reflected in the condensed
consol i dated statement of operations for the three nonths ended March 31, 1999.

NOTE 7--Di SPOSI TI ON OF ASSETS

On March 31, 1999, the Conpany conpleted the sale of certain of its pharmacy
benefits processing operations for net cash proceeds of $65.0 nillion and
recogni zed a gain of $60.6 nillion, before taxes.

During the fourth quarter of 1999, the Conpany sold the capital stock of its
Viashingt on HVO subsidiary to American Family Care Inc. and entered into
definitive agreements with PacifiCare of Vashington, Inc. and Premera Blue Cross
to transition the Conpany’s comercial nenbership in Vashington. During the
fourth quarter 1999, the Conpany also entered into a definitive agreement with
PacifiCare of Colorado, Inc. to transition the Conpany’s HVO nembership in
Col orado. The Conpany anticipates substantially conmpleting the transitions
during the second quarter of 2000.

NOTE 8- - LEGAL PROCEEDI NGS

In April, 2000, a lawsuit was filed against the Conpany and its subsidiary
Foundation Heal th Corporation ("FHC') in the United States Bankruptcy Court for
the Central District of California. The lawsuit relates to the 1998 sale of
Busi ness Insurance Group, Inc., a holding company of workers’ conpensation
conpani es operating primarily in California ("BIG'), by FHC to Superior National
Insurance Goup, Inc. ("Superior"). Superior alleges that the Bl G transaction
was a fraudulent transfer under federal and California bankruptcy laws in that
Superior did not receive reasonably equivalent value for the $285 million in
consideration paid for BIG that the Conpany, FHC and MIliman & Robertson, Inc.
defrauded Superior by making misstatements as to the adequacy of BIG s reserves;
that Superior is entitled to rescind its purchase of BIG that Superior is
entitled to indemification for losses it allegedly incurred in connection with
the BIGtransaction; that FHC breached the Stock Purchase Agreenent; and that
FHC and the Company were guilty of California securities laws violations in
connection with the sale of BIG Superior seeks $300 nillion in conpensatory
damages, unspecified punitive damages and the costs of the action, including
attorneys’ fees. The Conpany believes that Superior’s claims have no merit
what soever, and intends to defend itself vigorously in this litigation.

Conpl ai nts have been filed in federal and state courts seeking an
unspeci fied amunt of damages on behal f of an alleged class of persons who
purchased shares of common stock, convertible subordinated debentures and
options to purchase comon stock of FPA at various tines between February 3,
1997 and May 15, 1998. The conplaints allege that the Conpany and certain forner
officers violated federal and state securities |aws by nisrepresenting and
failing to disclose certain information about a 1996 transaction between the
Conpany and FPA, about FPA's business and about the Conpany’s 1997 sale of FPA
conmon stock held by the Conpany. All clains against the
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FOUNDATI ON HEALTH SYSTEMS, | NC.
NOTES TO CONDENSED CONSCLI DATED FI NANCI AL STATEMENTS ( CONTI NUED)
(UNAUDI TED)

NOTE 8-- LEGAL PROCEEDI NGS ( CONTI NUED)

Conpany’s former officers were voluntarily dismissed fromthe consolidated class
actions in both federal and state court. The Conpany has filed a motion to
dismss all clainms asserted against it in the consolidated federal class actions
but has not formally responded to the other conplaints. Based in part on advice
fromlitigation counsel to the Conpany and upon information presently available
managenent believes these suits are without merit and intends to vigorously
defend the action.

I'n Novenber 1999, a conplaint was filed seeking certification of a
nationwi de class action and al l eging that cost contai nment measures used by
FHS-affiliated health maintenance organizations, preferred provider
organi zations and point-of-service health plans violate provisions of the
federal Racketeer Influenced and Corrupt Organizations Act and the federa
Enpl oyee Retirement Incone Security Act ("ERISA"). The action seeks unspecified
damages and injunctive relief. In January 2000, the court stayed the case
pending resolution of matters in an action pending agai nst one of the Conpany’s
conpetitors. Based in part on advice fromlitigation counsel to the Conpany and
upon information present!y available, management believes this suit is without
merit and intends to vigorously defend the action.

In September 1983, a lawsuit was filed by Baja, Inc. ("Baja") against a
hospital that was subsequently acquired by the Conpany in Cctober 1992. The
lawsuit arose out of a multi-phase witten contract for operation of a pharnacy
at the hospital during the period September 1978 through Septenber 1983. In
August 1993, Baja was awarded $549,532 on a portion of its claim In July 1995
Baja was awarded an additional $1,015,173 plus interest in lost profits damages
I'n Cctober 1995, both parties appeal ed the decision and portions of the judgment
were reversed. In January 2000, after further proceedings on the issue of Baja’s
lost profits, Baja was awarded an additional $4,996,019 plus pre-judgnent
interest. The Company is in the process of preparing appropriate post-trial
motions in this case, and is also considering an appeal of the final judgment
Such costs have been accrued and recorded in the consolidated financia
statements. The Conpany is in the process of preparing appropriate post trial
motions in this case, and is also considering an appeal of the Court’s final
j udgment

I'n Decenber 1999, one of the Conpany's subsidiaries was sued by the Attorney
General of Connecticut on behal f of a group of state residents. The lawsuit is
prem sed on ERISA and alleges that the Conpany's subsidiary has violated its
duties under that act and seeks to have the Conpany’s subsidiary revanp its
formlary system and to provide patients with witten denial notices and
instructions on how to appeal. The Conpany intends to defend the | awsuit
vigorously, and has filed a motion to dismiss which asserts that the state
residents all received a prescription drug appropriate for their conditions and
therefore suffered no injuries whatsoever, that the Attorney General's office
lacks standing to bring the suit, and that the allegations fail to state a claim
under ERISA. A decision is expected in the second quarter of 2000

The Conpany and certain of its subsidiaries are also parties to various
other legal proceedings, many of which involve clains for coverage encountered
inthe ordinary course of its business. Based in part on advice fromlitigation
counsel to the Conpany and upon information presently available, management of
the Conpany is of the opinion that the final outcome of all such proceedings
shoul d not have a material adverse effect upon the Conpany’s results of
operations or financial condition
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[ TEM 2. MANAGEMENT' S DI SCUSSI ON AND ANALYSI'S OF FI NANCI AL CONDI TI ON AND RESULTS
OF OPERATI ONS

Foundation Health Systems, Inc. (together with its subsidiaries, the
"Conmpany") is an integrated managed care organization which adninisters the
delivery of managed health care services. The Conpany's operations, excluding
corporate functions, consist of two operating segnents: Health Plan Services and
Government Contracts/ Specialty Services. Through its subsidiaries, the Conpany
offers group, individual, Medicaid and Medicare heal th maintenance organization
("HVD') and preferred provider organization ("PPQ') plans; government sponsored
managed care plans; and managed care products related to admnistration and cost
contai nment, behavioral health, dental, vision and pharmaceutical products and
ot her servi ces.

The Conpany currently operates within two segnents of the managed heal th
care industry: Health Plan Services and Governnent Contracts/Specialty Services.
During 1999, the Health Plan Services segnent consisted of four regional
divisions: Arizona (Arizona and Uah), California (enconpassing only the State
of California), Central (Colorado, Florida, Idaho, Louisiana, New Mexico,

(kI ahoma, Oregon, Texas and \Mshington) and Northeast (Connecticut, New Jersey,
New York, Chio, Pennsylvania and Vst Virginia). During 1999, the Conpany
divested its health plans or entered into arrangenents to transition the
menbership of its health plans in the states of Colorado, Idaho, Louisiana, New
Mexi co, Cklahoms, Texas, Utah and Washington. Effective January 1, 2000, as a
result of such divestitures, the Company consolidated and reorganized its Health
Plan Services segment into two regional divisions, the Eastern Division
(Connecticut, Florida, New Jersey, New York, Chio, Pennsylvania and Vst
Virginia) and the Western Division (Arizona, California and Oregon). The Conpany
is one of the largest managed heal th care conmpanies in the United States, with
approximately 3.8 million at-risk and adninistrative services only ("ASQO')
members in its Health Plan Services segment. The Conpany also owns heal th and
life insurance conpanies licensed to sell insurance in 33 states and the
District of Colunbia.

The Governnent Contracts/Specialty Services segnent administers |arge,
nul ti-year managed health care government contracts. This segment subcontracts
to affiliated and unrelated third parties the adninistration and health care
risk of parts of these contracts and currently admnisters health care prograns
covering approximtely 1.5 nillion eligible individuals under TRICARE (formerly
known as the Civilian Health and Medical Programof the Uniformed Services).
Currently, the Conpany provides these services under three TRI CARE contracts
that cover Alaska, Arkansas, California, Hawaii, Cklahoma, Oregon, Texas,
Viashington and parts of Arizona, |daho and Louisiana. This segment also offers
behavi oral health, dental and vision services as well as managed care products
related to bill review, adninistration and cost containment for hospitals,
heal th plans and other entities.

Thi's discussion and anal ysi s contains "forward-|ooking statements" within
the meaning of Section 21E of the Securities Exchange Act of 1934, as amended,
and Section 27A of the Securities Act of 1933, as anmended, that involve risks
and uncertainties. All statements other than statements of historical
information provided herein may be deemed to be forward-|ooking statenents.
Wthout liniting the foregoing, the words "believes," "anticipates," "plans,"
"expects" and sinilar expressions are intended to identify forward-1ooking
statements. Factors that could cause actual results to differ materially from
those reflected in the forward-1ooking statements include, but are not linited
to, the risks discussed in the "Cautionary Statements" section included in the
Conpany’ s 1999 Annual Report on Form 10-K filed with the SEC and the risks
discussed in the Conpany’s other filings with the SEC Readers are cautioned not
to place undue reliance on these forward-looking statements, which reflect
managenent’s analysis, judgnent, belief or expectation only as of the date
her eof .

CONSOLI DATED OPERATI NG RESULTS

The Conpany’s net income for the first quarter ended March 31, 2000 was
$34.1 nillion, or $0.28 per basic and diluted share, conpared to net incone for
the conparable period in 1999 of $41.9
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mllion, or $0.34 per basic and diluted share. During the first quarter ended
March 31, 1999, the Conpany recorded $60.6 nillion of net gain on sale of
certain of its pharmacy benefit processing operations. Also included in the
first quarter ended March 31, 1999 are pre-tax basis restructuring and ot her
costs totaling $21.1 nillion.

The tables bel ow and the paragraphs that fol low provide selected financial
information related to the Conpany’s performance for the first quarters ended
March 31, 2000 and 1999. In the first quarter ended March 31, 1999, certain
amunts have been reclassified to conformwith current period presentation.

FIRST QUARTER ENDED MARCH 31,

<Tabl e>
<Capti on>
(AMOUNTS | N THOUSANDS, EXCEPT PMPM DATA) 2000
<S> <G
REVENUES:
Heal th plan Services premums...........oovvvvvivennn. $1,787,976
Covernnent contracts/ Specialty services................... 388, 980

Investment and other income...............covvvviviinonnn, 22,379
Net gain on sale of buSIinNesSeS.............ovvvivvnnnnn., --

Total TEVENUBS. ..\ttt e 2,199, 335
EXPENSES:
Heal th plan Services..........ooviiiiiiiiiiiiannn, 1,522,518
Governnent contracts/Specialty services................... 254, 663
Selling, general and administrative....................... 319, 097
DepreCi ati ON. ..ottt 16, 880
AMDrtization. .. ..o 9,581
R 2] 21,334
Restructuring and other costs.............coviiivininnn., --
TOtal BXPENSES. .\ttt 2,144,073
Income from operations before income taxes and cumul ative
effect of a change in accounting principle................ 55, 262
[NCOME taX ProviSiON. ....vvv'irei e 21, 207

Incone before cunul ative effect of a change in accounting
PriNC Pl 34, 055
Cunul ative effect of a change in accounting principle....... --

Net T NCOMB. ot e $ 34,055
Health plan MR ... .o 85. 15%
Covernment contracts/ Specialty services MR ................ 65. 47%
Overall MOR 81. 64%
Administrative (SGA + Depreciation) Ratio.................. 15. 43%
Heal th plan premiums per member per month................... $ 152.37
Heal th plan services per nmenber per month................... $ 129.75
</ Tabl e>
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$1,772,380
367, 307

18, 657

60, 598

1,502, 702
239, 054
326, 687

17,739
10, 984
21,938
21,059

84.78%
65. 08%
81. 40%
16. 10%

$ 137.50
$ 116.58
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ENRCLLMENT | NFORMATI ON

MARCH 31
(AMOUNTS | N THOUSANDS)
<Tabl e>
<Capti on>
2000 1999
<S> <C <C
Heal th Plan Services:
COMIBICI Al vt e 2,903 3,139
Medicare RSk, ..o 259 283
Medi Cal 0. v 598 642
3,760 4,064
Governnent Contracts:
TRICARE PPO and Indemity. ...t 624 714
TRICARE HVD. ..o 871 803
1,495 1,517

</ Tabl e>
REVENUES AND HEALTH CARE COSTS

Excluding the effect of the net gain on sale of businesses of $60.6 million,
the Conpany's total revenues increased by $41 nillion or 1.9%for the first
quarter ended March 31, 2000, as conpared to the conparable period in 1999.
Heal th Plan revenues increased by $15.6 million or 0.9%for the first quarter
ended March 31, 2000 as compared to the conparable period in 1999. This growh
is primrily due to the Conpany instituting more rigorous pricing discipline,
partially offset by a 7.5% decrease in period-end enrol |l nent in the Conpany’s
health plans as of March 31, 2000. O the total 304,000 membership decline,
283,000 menbers were enrolled in plans that have been sold. For the first
quarter ended March 31, 1999, the Company’s Health Plan revenues included $57.6
mllion fromsubsidiaries that were sold during the last three quarters of 1999.

Conmercial premiumrates have increased 8.9%for the first quarter ended
March 31, 2000 as conpared to the conparable period in 1999. These premiumrate
increases were partially offset by a 7.5%enrol I ment decrease resulting fromthe
divestitures of non-core plans and planned attrition due to pricing discipline.
Medi care premumrates have increased 15.0%for the first quarter ended
March 31, 2000 as conpared to the conparable period in 1999. Medicare enrol | ment
has declined by 8.5%prinmarily due to the Company exiting 32 counties across all
of its markets, affecting approximtely 12,000 nenbers. Medicaid premumyields
have decreased by 3.6%for the first quarter ended March 31, 2000 as conpared to
the conparabl e period in 1999. Medicaid enrol | ment declined by 6.9%due to
heal th plan divestitures and a reduction in Medicaid eligibles in California.

Heal th Plan Services costs increased by $19.8 nillion or 1.3%for the first
quarter ended March 31, 2000 as conpared to 1999. The Health Plan Services
medi cal care ratio ("MCR') (medical costs as a percentage of Health Plan
premums) for the first quarter ended March 31, 2000 increased to 85.15%from
84.78%for the conparable period in 1999. This increase is primarily the result
of a 9.0%increase in pharmacy costs. Excluding the effects of divested plans,
the sanme-store MCR declined by approximately 35 basis points in the first
guarter ended March 31, 2000 as conpared to the conparable period in 1999,

Government Contracts/ Special ty Services revenue increased by $21.7 nillion
or 5.9%during the first quarter ended March 31, 2000 as conpared to the
conparabl e period in 1999. The increase in Governnent Contracts/Specialty
Services segnent revenues was primarily due to increases in governnent contracts
and growth in the mental health subsidiary offset by divestiture-related
declines in pharmacy and enpl oyer services operations. Wth the new California
state legislation requiring mental health services to be offered in parity with
other health benefits, the Conpany anticipates
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continued growh for its mental health network in the future. The Government
Contracts/Specialty Services medical care ratio ("MR') (medical costs as a
percentage of Government Contracts/Specialty Services premiuns) increased to
65.47%for the first quarter ended March 31, 2000 from 65.08%for the conparable
period in 1999. The increase in the MR is primarily due to the novenent of
health care services frommilitary treatment facilities to civilian facilities
during 1999 which had a continued effect and resulted in higher costs than
originally specified in the contract for the first quarter ended March 31, 2000.

SELLING GENERAL AND ADM NI STRATI VE COSTS

The Conpany's selling, general and administrative ("SGA') expenses
decreased by $7.6 million or 2.3%for the first quarter ended March 31, 2000 as
conpared to the conparable period in 1999. This decrease is primrily
attributable to the Company’s divestiture of non-core operations during the |ast
three quarters of 1999 and the consolidation of certain health plan operations.

ANMORTI ZATI ON AND DEPRECI ATI ON

Amortization and depreciation expense decreased by $2.3 mllion or 7.9%for
the first quarter ended March 31, 2000, as compared to the conparable period in
1999. Thisis aresult primarily of a $24.2 nmillion decrease in goodwill assets
fromdivestitures of non-core operations.

| NTEREST EXPENSE

Interest expense decreased by $0.6 million or 2.8%for the first quarter
ended March 31, 2000, as conpared to the conparable period in 1999. A decrease
ininterest expense fromthe reduction in the revolving credit facility balance
was partially offset by a higher average borrowing rate of 7.3%during the first
quarter ended March 31, 2000 as conpared to 6.4%in the conparable period in
1999.

| NCOVE TAX PROVI SI ON AND BENEFI T

The effective tax provision rate was 38.4%on incone fromoperations for the
first quarter ended March 31, 2000, conpared to the effective tax rate on
operations of 39.9% for the conparable period in 1999. The effective tax rate
for the full year 1999 was 39.4% The decrease in the effective tax provision
rate reflected the current business mix after divestiture of non-core operations
and was al so due to income earned in lower state taxing jurisdictions.

The effective tax rate of 38.4%differed fromthe statutory federal tax rate
of 35%due primarily to state income taxes, goodwill amortization, and
t ax-exenpt investment incone.

RESTRUCTURI NG AND OTHER COSTS

Thi's section should be read in conjunction with Note 2, and the tables
contained therein, to the condensed consolidated financial statenents.

1999 CHARGES

The Conpany initiated during the fourth quarter of 1998 a formal plan to
di spose of certain health plans of the Conpany’s then Central Division included
in the Conpany's Health Plan Services segment in accordance with its anticipated
divestitures program In this connection, the Conpany announced its plan to
close the Col orado regional processing center, termnate enpl oyees associ ated
with the support center and transfer these operations to the Conpany’s ot her
adninistrative facilities. In addition, the Conpany announced it plans to
consol i date certain admnistrative functions in its Oregon and Vashington health
plan operations. During the first quarter ended March 31, 1999, the Conpany
recorded pretax charges for restructuring and other charges of $21.1 nillion
which included $18.5 nillion for severance and benefit related costs related to
executives and operations enployees at the Col orado regional processing center
and at the Oregon and Vshington health plans, and $2.6 million
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for the termination of real estate obligations and other costs to close the

Col orado regional processing center. As of March 31, 2000, $5.6 mllion of such
charges is expected to require future outlays of cash in 2000. As the closing of
the Col orado regional processing center (which is expected to be substantially
conpleted in the third quarter of 2000) was related to the disposition of
certain health plans of the Conpany's former Central Division, managenent does
not expect the closure to have a significant inmpact on future results of
operations or cash flows. During the fourth quarter of 1999, the Conpany
recorded asset inpairnent costs totaling $6.2 nillion in connection with pending
di spositions of non-core businesses. These charges included a further adjustnent
of $4.7 nillion to adjust the carrying value of the Company’s Pittsburgh health
plans to fair value for which the Conpany previously recorded an i npairment
charge in 1998. The Conpany al so adjusted the carrying value of its subacute
care managenment operations by $1.5 mllion to fair value. The revenue and pretax
income attributable to these operations were $16.1 nillion and $38, 000,
respectively, for the three nonths ended March 31, 2000. The carrying val ue of
these assets as of March 31, 2000 was $17.3 nillion.

1998 CHARGES

I'n connection with the Company’s 1998 restructuring plans, severance, asset
i npai rnent and other costs totaling $240.1 nillion were recorded during the year
ended Decenber 31, 1998. As of December 31, 1999, the 1998 restructuring plans
were conpl et ed.

On July 19, 1998, FPA Medical Management, Inc. ("FPA") filed for bankruptcy
protection under Chapter 11 of the Bankruptcy Code. The FPA bankruptcy and
related events and circunstances caused management to re-eval uate the decision
to continue to operate 14 facilities previously |eased to FPA and managenent
deternmined to sell the properties. As part of the 1998 Charges, the Conpany
recorded $84.1 million of asset inpairment costs related to the 14 properties
and other costs related to FPA. The carrying value of the assets held for
disposal totaled $11.2 million at March 31, 2000. As of March 31, 2000, 12 of
these properties have been sol d which has resulted in net gains of $5.0 nillion
during 1999 and $3.6 nillion in 1998 which were included in net gains on sale of
busi nesses and buil dings. The remaining properties are expected to be sold
during 2000.

During the fourth quarter of 1998, the Conpany initiated a formal planto
di spose of certain health plans of the Conpany’s then Central Division included
in the Conpany's Health Plan Services segnent in accordance with its anticipated
divestitures program The Conpany sol d most of these health plans during 1999.
Revenues and pre-tax losses attributable to the remaining plans identified for
disposition were $7.9 million and $0.1 mllion, respectively, for the three
months ended March 31, 2000. The carrying value of these assets as of Mrch 31,
2000 was $9.6 million. No subsequent adjustnments were made to these assets in
2000. As discussed under "1999 Charges," further adjustnents to carrying val ue
of $4.7 nillion were recorded in 1999.

| MPACT OF | NFLATION AND OTHER ELEMENTS

The managed heal th care industry is labor intensive and its profit marginis
low, hence, it is especially sensitive to inflation. Increases in nedical
expenses or contracted nedical rates without corresponding increases in prem uns
coul d have a material adverse effect on the Company.

Various federal and state legislative initiatives regarding the health care
industry have been proposed during recent |egislative sessions, and health care
reformand simlar issues continue to be in the forefront of social and
political discussion. If health care reformor sinilar legislation is enacted,
such legislation could inmpact the Conpany. Managenent cannot at this time
predict whether any such initiative will be enacted and, if enacted, the inpact
on the financial condition or results of operations of the Conpany.

The Conpany’s ability to expand its business is dependent, in part, on
conpetitive premumpricing and its ability to secure cost-effective contracts
with providers. Achieving these objectives is beconing increasingly difficult
due to the conpetitive environment. In addition, the Conpany’s
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profitability is dependent, in part, onits ahility to maintain effective
control over health care costs while providing menbers with quality care.
Factors such as health care reform integration of acquired conpanies, increased
cost of individual services, regulatory changes, utilization, new technol ogies
hospital costs, major epidemcs and numerous other external influences may
affect the Conpany’s operating results. Accordingly, past financial performnce
is not necessarily a reliable indicator of future performance, and investors
shoul d not use historical records to anticipate results or future period trends

The Conpany’s HVO and insurance subsidiaries are required to maintain
reserves to cover their estimated ultimate liability for expenses with respect
to reported and unreported clains incurred. These reserves are estimates of
future payments based on various assunptions. Establishnment of appropriate
reserves is an inherently uncertain process, and there can be no certainty that
currently established reserves will prove adequate in light of subsequent actua
experience, which in the past has resulted, and in the future could result, in
| oss reserves being too high or too |ow. The accuracy of these estimates may be
affected by external forces such as changes in the rate of inflation, the
regul atory environment, nedical costs and other factors. Future |oss devel opment
or governmental regulators could require reserves for prior periods to be
increased, which woul d adversely inpact earnings in future periods. In light of
present facts and current legal interpretations, management believes that
adequat e provisions have heen made for clains and |oss reserves

The Conpany's HVO subsidiaries contract with providers in California, and to
a lesser degree in other areas, primarily through capitation fee arrangenents
Under a capitation fee arrangenent, the Company's subsidiary pays the provider a
fixed ampunt per member on a regular basis and the provider accepts the risk of
the frequency and cost of member utilization of services. The inahility of
providers to properly manage costs under capitation arrangements can result in
financial instability of such providers. Any financial instability of capitated
providers could lead to claims for unpaid health care against the Conpany’s HVO
subsi diaries, even though such subsidiaries have made their regular payments to
the capitated providers. Depending on state law, the Conpany’s HVO subsidiaries
may be liable for such claims. In California, the issue of whether HVOs are
liable for unpaid provider claim has not been definitively settled. The
Department of Corporations ("DOC') has issued a written statement to the effect
that HMs are not liable for such claims, but there is currently ongoing
litigation challenging that ruling

LIQUDITY AND CAPI TAL RESCURCES

Certain of the Conpany’s subsidiaries nust conply with nininumcapital and
surplus requirements under applicable state laws and regul ations, and nust have
adequate reserves for claims. Certain subsidiaries nust maintain ratios of
current assets to current liabilities pursuant to certain governnent contracts
The Conpany believes it is in conpliance with these contractual and regul atory
requirements in all mterial respects

The Conpany believes that cash from operations, existing working capital
lines of credit, and funds from planned divestitures of business are adequate to
fund existing obligations, introduce new products and services, and continue to
devel op heal th care-related businesses. The Conpany regul arly eval uates cash
requirements for current operations and comitments, and for capita
acquisitions and other strategic transactions. The Conpany may elect to raise
addi tional funds for these purposes, either through additional debt or equity
the sale of investment securities or otherwise, as appropriate

Governnent health care receivables are best estimates of paynents that are
ultimately collectible or payable. Since these amounts are subject to government
audit, negotiation and appropriations, amounts ultimately collected may vary
significantly fromcurrent estimates. Additionally, the timely collection of
such receivables is also inpacted by government audit and negotiation and coul d
extend for periods beyond a year
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For the first quarter ended March 31, 2000, cash used by operating
activities was $42.2 nillion conpared to $104.6 nillion in the conparable period
of 1999. This change was due primarily to receipt of all three Medicare payments
for the first quarter ended March 31, 2000, as conpared to only two payments
received for the conparable period in 1999. Net cash provided by investing
activities was $5.0 million during the first quarter ended March 31, 2000 as
conpared to $16.7 nillion during the conparable period in 1999. This decrease
was primarily due to a decrease in the net purchases and sales of investnents,
increases in other investing activities by the New Ventures Goup (see "New
Ventures Goup" in "Item5. Cther Information" included in this Form10-Q),
coupled with the decrease in the proceeds fromthe sale of businesses. Net cash
used in financing activities was $6.3 million during the first quarter ended
March 31, 2000 as compared to $60.4 nillion during the conparable period in
1999. The change was primarily due to a reduction in the repayment of funds
drawn under the Conmpany's Credit Facility (as defined bel ow).

The Conpany has a $1.5 billion credit facility (the "Credit Facility"), with
Bank of Anerica as Administrative Agent for the Lenders thereto, which was
amended by a Letter Agreement dated as of March 27, 1998 and Anendnents in
April, July, and November 1998 and in March 1999 with the Lenders (the
"Anendnents"). All previous revolving credit facilities were terninated and
rolled into the Credit Facility on July 8, 1997. At the election of the Conpany,
and subject to customary covenants, loans are initiated on a hid or conmitted
basis and carry interest at offshore or domestic rates, at the applicable LIBOR
rate plus margin or the bank reference rate. Actual rates on borrow ngs under
the Credit Facility vary, based on conpetitive bids and the Conpany’s unsecured
credit rating at the time of the borrowing. As of March 31, 2000, the Conpany
was in conpliance with the financial covenants of the Credit Facility, as
amended by the Amendments. As of March 31, 2000, the maxi num comitment |evel
under the Credit Agreenment was approxi mately $1.36 billion, of which
approximtely $328 mllion remnined available. The Credit Facility expires in
July 2002, but it may be extended under certain circunmstances for two additional
years.

The Conpany’s subsidiaries nust conply with certain mnimm capital
requirements under applicable state laws and regul ations. During the first
quarter ended March 31, 2000, the Conpany was not required to make any
contributions to its subsidiaries to meet risk-based capital requirements of the
regul ated entities. The Conpany will, however, make contributions toits
subsidiaries, as necessary, to meet risk-based capital requirenents under state
laws and regul ations during the last three quarters of 2000. The Conpany
contributed $1.6 million to its subsidiaries to meet other capital requirenents
during the first quarter ended March 31, 2000. As of March 31, 2000, the
Conpany’ s subsidiaries were in conpliance with nininumcapital requirenents. In
2001, subject to adoption of the codification of statutory accounting principles
by the various states, the anount of capital contributions required to neet
risk-bhased capital and other minimmcapital requirements may change. The
Conpany is currently in the process of evaluating the effect of such
codification on its capital and surplus positions.

Legi sl ation has been or may be enacted in certain states in which the
Conpany’ s subsidiaries operate inposing substantially increased n ni num capital
and/or statutory deposit requirements for HV3s in such states. Such statutory
deposits may only be drawn upon under linited circunstances relating to the
protection of policyhol ders.

| TEM 3. QUANTI TATI VE AND QUALI TATI VE DI SCLOSURES ABOUT MARKET RI SK

The Conpany is exposed to interest rate and market risk primarily due toits
investing and borrowi ng activities. Market risk generally represents the risk of
loss that may result fromthe potential change in the value of a financial
instrument as a result of fluctuations in interest rates and in equity prices.
Interest rate risk is a consequence of maintaining fixed incone investments. The
Conpany is exposed to interest rate risks arising fromchanges in the level or
volatility of interest rates, prepayment speeds and/or the shape and slope of
the yield curve. In addition, the Conpany is exposed to the risk
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of loss related to changes in credit spreads. Credit spread risk arises fromthe
potential that changes in an issuer's credit rating or credit perception may
affect the value of financial instruments.

The Conpany has several bond portfolios to fund reserves. The Conpany
attenpts to manage the interest rate risks related to its investnent portfolios
by actively managing the asset/liability duration of its investment portfolios.
The overal | goal of the investment portfolios is to provide a source of
liquidity and support the ongoing operations of the Conpany’s business units.
The Conpany’s philosophy is to actively manage assets to maximze total return
over a multiple-year tine horizon, subject to appropriate levels of risk. Each
busi ness unit will have additional requirements with respect to liquidity,
current income and contribution to surplus. The Conpany manages these risks by
setting risk tolerances, targeting asset-class allocations, diversifying anong
assets and asset characteristics, and using performance measurement and
reporting.

The Conpany uses a val ue-at-risk ("VAR') model, which follows a
variance/ covariance nethodol ogy, to assess the market risk for its investment
portfolio. VARis 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 narket conditions. The
determination is made at a given statistical confidence |evel.

The Conpany assumed a portfolio disposition period of 30 days with a
confidence I evel of 95 percent for the 2000 computation of VAR The computation
further assumes that the distribution of returns is normal. Based on such
nmet hodol ogy and assunptions, the computed VAR was approximately $3.0 nillion as
of March 31, 2000.

The Conpany's cal cul ated val ue-at-risk exposure represents an estimte of
reasonably possible net |osses that could be recognized on its investnent
portfolios assum ng hypothetical movenents in future market rates and are not
necessarily indicative of actual results which may occur. It does not represent
the maxi mum possi bl e 1 0ss nor any expected |oss that may occur, since actual
future gains and losses will differ fromthose estimted, based upon actual
fluctuations in market rates, operating exposures, and the tinming thereof, and
changes in the Company’s investment portfolios during the year. The Company,
however, believes that any |oss incurred would be offset by the effects of
interest rate movenents on the respective liabilities, since these liabilities
are affected by many of the sane factors that affect asset performance; that is,
econonic activity, inflation and interest rates, as well as regional and
industry factors.

In addition, the Conpany has sone interest rate market risk due toits
borrowings. Notes payable, capital |eases and other financing arrangenents
totaled $1,034 nillion at March 31, 2000 and the related average interest rate
was 7.3% (which interest rate is subject to change pursuant to the terns of the
Credit Facility). See a description of the Credit Facility under "Liquidity and
Capital Resources." The table bel ow presents the expected cash outflows of
market risk sensitive instrunents at March 31, 2000. These cash outflows include
both expected principal and interest payments consistent with the terns of the
outstanding debt as of March 31, 2000 (amounts in thousands).

<Tabl e>
<Capti on>

2000 2001 2002 2003 2004 BEYOND
<S> <C <C <C < <C <C
Long-termfloating
rate horrow ngs:
Interest........... $94,336  $94,200 § 47,423 § - § - $
Principal.......... -- -- 1,033, 000 --
Total Cash
Qutflows............. $94,336  $94,200  $1,080,423 $ - 8 - $

$ 235,959
1,033,000

$1, 268, 959

</ Tabl e>
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PART 1. COTHER | NFORMATI ON
I TEM 1. LEGAL PROCEEDI NGS
SUPERI OR NATI ONAL | NSURANCE GROUP I NC.

The Conpany and its whol | y-owned subsidiary, Foundation Health Corporation
("FHC'), have been named in an adversary proceeding, SUPERI OR NATI ONAL | NSURANCE
GROUP, INC. V. FOUNDATI ON HEALTH CORPCRATI ON, FOUNDATI ON HEALTH SYSTEMS, |NC.
AND M LLIMAN AND ROBERTSON, INC., filed on April 28, 2000, in the United States
Bankruptcy Court for the Central District of California, case nunber
SV00-14099GM  The lawsuit relates to the 1998 sale of Business |nsurance G oup,
Inc., a holding conpany of workers' conpensation companies operating primarily
inCalifornia ("BIG'), by FHC to Superior National Insurance Goup, Inc.
("Superior").

On March 3, 2000, the California Department of Insurance seized Bl G and
Superior’'s other California insurance subsidiaries. On April 26, 2000, Superior
filed for bankruptcy. Two days later, Superior filed its lawsuit against the
Conpany, FHC and MIliman & Robertson, Inc.

Superior alleges that the BIGtransaction was a fraudul ent transfer under
federal and California bankruptcy laws in that Superior did not receive
reasonably equival ent value for the $285 nillion in consideration paid for BIG
that the Company, FHC and MR defrauded Superior by making nisstatements as to
the adequacy of BIGs reserves; that Superior is entitled to rescind its
purchase of BIG that Superior is entitled to indemification for |osses it
allegedly incurred in connection with the BIG transaction; that FHC breached the
Stock Purchase Agreement; and that FHC and the Conpany were quilty of California
securities laws violations in connection with the sale of BIG Superior seeks
$300 million in conpensatory damages, unspecified punitive damages and the costs
of the action, including attorneys fees.

The Conpany believes that Superior’'s claims have no merit whatsoever, and
intends to defend itself vigorously in this litigation.

FPA VEDI CAL MANAGEMENT, |NC.

Since May 1998, several conplaints (the "FPA Conplaints") have been filed in
federal and state courts seeking an unspecified amount of damages on behal f of
an alleged class of persons who purchased shares of comon stock, convertible
subordi nated debentures and options to purchase comon stock of FPA Medi cal
Management, Inc. ("FPA") at various times between February 3, 1997 and May 15,
1998. The FPA Compl aints name as defendants FPA, certain of FPA's auditors, the
Conpany and certain of the Conpany's former officers. The FPA Conplaints allege
that the Conpany and such forner officers violated federal and state securities
laws by misrepresenting and failing to disclose certain information about a 1996
transaction between the Conpany and FPA, about FPA's business and about the
Conpany’s 1997 sal e of FPA common stock held by the Conpany. All claims against
the Conpany’s former officers were voluntarily disnissed fromthe consolidated
class actions in both federal and state court. The Conpany has filed a motion to
dismss all claims asserted against it in the consolidated federal class actions
but has not formally responded to the other conplaints. Managenent believes
these suits against the Conpany are without nerit and intends to vigorously
defend the actions.

PAY V. FOUNDATI ON HEALTH SYSTEMS, |NC.

On Novenber 22, 1999, a conplaint was filed in the United States District
Court for the Southern District of Mssissippi ina laasuit entitled Pay v.
Foundation Heal th Systems, Inc. (2:99CV329). The two count complaint seeks
certification of a nationw de class action and alleges that cost containment
measures used by FHS-affiliated health maintenance organizations, preferred
provider organizations and point-of-service health plans violate provisions of
the federal Racketeer Influenced and Corrupt
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Organi zations Act ("RICO') and the federal Enployee Retirement Income Security
Act ("ERISA"). The action seeks unspecified damages and injunctive relief. On
January 24, 2000, FHS filed a motion to stay consideration of class
certification issues until the resolution of a motion to transfer or disniss the
action for lack of jurisdiction and venue. On January 25, 2000, the court stayed
the case pending resolution of matters in an action pending in the Southern
District of Mssissippi against Humana, Inc. Managenment believes the suit is
without nerit and intends to vigorously defend the action.

BAJA'INC. V. LOS ANGELES MEDI CAL MANAGEMENT CORP., EAST LOS ANGELES DOCTORS
HOSPI TAL FOUNDATI ON, I NC.

In September 1983, a lawsuit was filed in Los Angel es Superior Court by Baja
Inc. ("Baja") against East Los Angeles Doctors Hospital Foundation, Inc.
("Hospital") and Century Medicorp ("Century") arising out of a milti-phase
witten contract for operation of a pharmacy at the Hospital during the period
Sept ember 1978 through Septenber 1983. In Cctober 1992, Foundation Health
Corporation, now a subsidiary of the Conpany, acquired the Hospital and Century,
and thereafter continued the vigorous defense of this action. In August 1993,
the Court awarded Baja $549,532 on a portion of its claim In Decenber 1994, the
Court concluded that Baja also could seek certain additional damages subject to
proof. On July 5, 1995, the Court awarded Baja an additional $1,015,173 (plus
interest) in lost profits damages. In Cctober 1995, both of the parties
appeal ed. The Court of Appeal reversed portions of the judgment, directing the
trial court to conduct additional hearings on Baja’'s damages. In January 2000,
after further proceedings on the issue of Baja's lost profits, the Court awarded
Baja an additional $4,996,019, plus prejudgnent interest. The Conpany is in the
process of preparing appropriate post trial motions in this case, and is also
considering an appeal of the Court's final judgnent.

STATE OF CONNECTI CUT V. PHYSI CI ANS HEALTH SERVI CES, | NC.

Physi cians Heal th Services, Inc. ("PHS'), a subsidiary of the Conpany, was
sued on Dec. 14, 1999 in the United States District Court in Connecticut by the
Attorney General of Connecticut, Richard Blunenthal, acting on behalf of a group
of state residents. The lawsuit is premised on ERISA and al | eges that PHS has
violated its duties under that Act by managing its prescription drug fornulary
ina mnner that serves its own financial interest rather than those of plan
beneficiaries. The suit seeks to have PHS revamp its fornulary system and to
provide patients with witten denial notices and instructions on how to appeal.
PHS intends to defend the suit vigorously, and has filed a motion to dismss
whi ch asserts that the state residents the Attorney General purports to
represent all received a prescription drug appropriate for their conditions and
therefore suffered no injuries whatsoever, that his office lacks standing to
bring the suit and that the allegations fail to state a claimunder ERISA A
decision on the motion is expected in the second quarter of 2000.

M SCELLANEQUS PROCEEDI NGS

The Conpany and certain of its subsidiaries are also parties to various
other legal proceedings, many of which involve clains for coverage encountered
inthe ordinary course of its business. Based in part on advice fromlitigation
counsel to the Conpany and upon information presently available, management of
the Conpany is of the opinion that the final outcome of all such proceedings
shoul d not have a material adverse effect upon the Conpany’s results of
operations or financial condition.

| TEM 2. CHANGES I N SECURI TI ES
REVOLVING CREDI T FACILITY

The Conpany has an unsecured, five-year $1.5 hillion revolving credit
facility pursuant to a Credit Agreement dated July 8, 1997 (the "Credit
Agreement") with the banks identified in the Credit
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Agreement (the "Banks") and Bank of America National Trust and Savings
Association ("Bank of Anerica") as Adninistrative Agent. All previous revolving
credit facilities were termnated and rolled into the Credit Agreenent. The
Credit Agreement contains customary representations and warranties, affirmative
and negative covenants, and events of default. Specifically, Section 7.11 of the
Credit Agreement provides that the Conpany and its subsidiaries my, so long as
no event of default exists: (i) declare and distribute stock as a dividend;

(ii) purchase, redeemor acquire its stock, options and warrants with the
proceeds of concurrent public offerings; and (iii) declare and pay dividends or
purchase, redeemor otherwise acquire its capital stock, warrants, options or
simlar rights with cash subject to certain specified limtations.

Under the Credit Agreement, as amended pursuant to a Letter Agreement dated
as of March 27, 1998, the First Amendment and Wiver to Credit Agreement dated
as of April 6, 1998, the Second Amendment to Credit Agreement dated as of July
31, 1998, the Third Anendnent to Credit Agreement dated as of Novenber 6, 1998
and the Fourth Amendment of Credit Agreenent dated as of March 26, 1999
(col lectively, the "Amendments") with the Banks, the Company is: (i) obligated
to maintain certain covenants keyed to the Company’s financial condition and
performance (including a Total Leverage Ratio and Fixed Charge Ratio); (ii)
obligated to linmt liens; (iii) subject to customary covenants, including (A)
disposition of assets only in the ordinary course and generally at fair value
and (B) restrictions on acquisitions, nergers, consolidations, |oans, |eases,
joint ventures, contingent obligations and certain transactions with affiliates;
and (iv) permitted to incur additional indebtedness in an aggregate anount not
to exceed $1,000, 000,000 upon certain terms and conditions. The Credit Agreenent
al so provides for mandatory prepaynent of the outstanding |oans under the Credit
Agreement with a certain portion of the proceeds fromthe issuance of such
i ndebt edness and fromthe sales of assets, resulting in a permanent reduction of
the aggregate amount of conmitments under the Credit Agreenent by the amount so
prepaid. As of March 31, 2000, the maxinmum commitnent |evel permitted under the
Credit Agreement was approximately $1.36 billion, of which approximitely $328
mllion remained available. The Amendnments al so provided for an increase in the
interest and facility fees under the Credit Agreenent.

SHAREHOLDER RI GHTS PLAN

On May 20, 1996, the Board of Directors of the Company declared a dividend
distribution of one right (a "Right") for each outstanding share of the
Conpany’s Cass A Comon Stock and Class B Common Stock (collectively, the
"Comon Stock"), to stockhol ders of record at the close of business on July 31,
1996 (the "Record Date"). The Board of Directors of the Conpany al so 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
redenption of the Rights and the expiration of the Rights, and in certain other
circumstances. Rights will attach to all Common Stock certificates representing
shares then outstanding and no separate Rights certificates will be distributed.
Subject to certain exceptions contained in the Rights Agreement dated as of June
1, 1996 by and between the Conpany and Harris Trust and Savings Bank, as Rights
Agent (the "Rights Agreement"), the Rights will separate fromthe Common Stock
in the event any person acquires 15%or nore of the outstanding Cass A Cormon
Stock, the Board of Directors of the Conpany declares a hol der of 10%or more of
the outstanding Cass A Common Stock to be an "Adverse Person," or any person
comences a tender offer for 15%or more of the Cass A Comon Stock (each event
causing a "Distribution Date").

Except as set forth bel ow and subject to adjustment as provided in the
Rights Agreement, each Right entitles its registered holder, upon the occurrence
of a Distribution Date, to purchase fromthe Conpany one one-thousandth of a
share of Series A Junior Participating Preferred Stock at a price of $170.00 per
one-thousandth share. However, in the event any person acquires or comences a
tender offer for 15%or more of the outstanding Cass A Common Stock, or the
Board of Directors of the
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Conpany decl ares a hol der of 10%or nore of the outstanding O ass A Common Stock
to be an "Adverse Person," the Rights (subject to certain exceptions contained
inthe Rights Agreement) will instead become exercisable for Cass A Conmon
Stock having a market value at such time equal to $340.00. The Rights are
redeemabl e under certain circunstances at $.01 per Right and will expire, unless
earlier redeemed, on July 31, 2006.

A copy of the Rights Agreenent has been filed with the Securities and
Exchange Conmission as Exhibit 99.1 to the Conpany’s Registration Statenment on
Form8-A (File No. 001-12718). In connection with its execution of the Merger
Agreenent for the merger transaction involving Foundation Health Corporation and
Health Systems International, Inc., the Conpany’s predecessors, the Conpany
entered into Amendment No. 1 (the "Rights Amrendnent") to the Rights Agreement to
exenpt the Merger Agreement and related transactions fromtriggering the Rights.
In addition, the Rights Amendment nodifies certain terns of the Rights Agreement
applicable to the deternmination of certain "Adverse Persons," which
nodi fications becane effective upon consunmation of the transactions provided
for under the Merger Agreement. This summary description of the Rights does not
purport to be conplete and is qualified inits entirely by reference to the
Rights Agreement.

| TEM 3. DEFAULTS UPON SENI OR SECURI TI ES
Not applicabl e.
| TEM 4. SUBM SSI ON OF MATTERS TO A VOTE OF SECURI TY HOLDERS

There were no matters subnitted to a vote of the security holders of the
Conpany, either through solicitation of proxies or otherwise, during the first
quarter ended March 31, 2000.

| TEM 5. OTHER | NFCRVATI ON
CAUTI ONARY STATEMENTS

This Quarterly Report on Form10-Qfor the first quarter ended March 31,
2000 and other public disclosures of the Conpany may contain forward-1ooking
statements within the meaning of Section 21E of the Securities Exchange Act of
1934, as amended, and Section 27A of the Securities Act of 1933, as anmended,
that involve risks and uncertainties. All statenents other than statements of
historical information provided herein and therein may be deemed to be
forward-1ooking statements. Wthout liniting the foregoing, the words
"believes," "anticipates," "plans," "expects" and similar expressions are
intended to identify forward-looking statements. Factors that could cause actual
results to differ mterially fromthose reflected in the forward-|ooking
statenents include, but are not linted to, the risks discussed in the
"Cautionary Statements" section included in the Conpany’s 1999 Annual Report on
Form 10-K filed with the SEC and the risks discussed in the Conpany’s other
filings with the SEC. Readers are cautioned not to place undue reliance on these
forward-1ooking statements, which reflect management’s analysis, judgnent,
belief or expectation only as of the date hereof. The Conpany undertakes no
obligation to publicly revise these forward-|ooking statenents to reflect events
or circunstances that arise after the date hereof.

RECENT DEVELOPMENTS

COLORADO OPERATIONS.  In Novenber 1999, the Conpany comenced the transition
of its membership in Colorado to PacifiCare of Colorado, Inc. ("PacifiCare-C0')
pursuant to a definitive agreenent with PacifiCare-CO. Pursuant to such
agreement, PacifiCare-COis offering replacement coverage to substantially all
of the Company’s Col orado HVO nmenbership and PacifiCare Life Assurance Conmpany
i's issuing replacement indemity coverage to substantially all of the Conpany’s
Col orado PGS nmenbership. PacifiCare-COis offering to enroll such HVO nenbers at
the earliest date possible in comparable PacifiCare-CO benefit plans within
PacifiCare-CO s service area at
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PacifiCare-COs rates. The transition is anticipated to be substantially
conpleted during the first half of 2000.

WASHI NGTON OPERATIONS.  In Decenber 1999, the Conpany sold the capital stock
of Qual Med Vashington Health Plan, Inc., the Conpany’s HVO subsidiary in the
state of Vashington ("QwWashington"), to Arerican Fanily Care Inc. ("AFC'). AFC
assumed control of the health-plan license and acquired the Medicaid and Basic
Heal th Plan menbership of QW Washington. The commercial HVO menbership of
QW Vashington is being transitioned to PacifiCare of Washington, Inc.
("PacifiCare-WA"), Prenera Blue Cross and Blue Cross of Idaho pursuant to
definitive agreements with such conpanies. As part of such agreenents,
PacifiCare-WA is offering replacement coverage to QW Washington's HVD and PCS
groups in western Washington, Premera Blue Cross is offering replacenent
coverage to substantially all of QWWashington's HVO and PGS group menbership in
eastern Washington and Blue Cross of Idaho is offering replacement coverage for
certain nenbers who reside in Idaho. Replacement coverage consists of the new
conpany’s benefit plans in the new conpany’s service areas at the new conpany’s
rates. The transition is anticipated to be substantially conmpleted during the
first half of 2000.

MEDPARTNERS PROVI DER NETWORK, INC.  On March 11, 1999, MedPartners Provi der
Network, Inc. ("MPN'), a Knox-Keene |icensed entity and a subsidiary of
MedPartners, Inc., a publicly-held physician practice and pharmacy benefit
managenent conpany (now known as Caremark Rx, Inc.) was placed into
conservatorship by the State of California under Section 1393(c) of the
California Health and Safety Code. The conservator imediately filed a petition
under Chapter 11 of the Bankruptcy Code on behal f of MPN.

MedPartners, Inc., MPN and the State of California executed an Anended and
Restated Qperations and Settlenent Agreement dated as of June 16, 1999 (the "C&S
Agreement"), containing the basic principles for an orderly transition of the
California operations of MedPartners, Inc., and the resolution of unpaid
provider claims. A Bankruptcy Court Order approving the C&S Agreenent was
obtained by MPN on July 19, 1999. Although court approval of the O8S Agreenent
has been obtained, a number of conditions subsequent and third party consents
are required by such agreement before the transactions reflected therein will
becone effective.

At this tinme, no assurances can be given that a final settlement agreenent
on the terns reflected in the Q&S Agreement will becone effective or be
implemented. In the event of a final inplementation of a settlement on the terms
reflected in the O&S Agreenent, the Conpany believes that the bankruptcy of MPN
will not have a material adverse effect on the Conpany’s California operations.
If the settlement reflected in the C&S Agreement is not fully inplenmented, such
failure could have a material adverse effect on the Conpany's California
operations in the event the Conpany is ultimately held liable to pay unpaid
provider clains.

At the time MPN was placed into conservatorship, MPN and various provider
groups and clinics affiliated with MedPartners, Inc. provided health care
services to approximately 215,000 enrol | ees of the Conpany’s Health Net HVOD
subsidiary. As of August 1999, sales had been consunmated on all of the
physician groups associated with MedPartners, Inc. Accordingly, all Health Net
enrol | ees have been moved to the successor physician groups or other providers.

OTHER POTENTI AL DI VESTI TURES

CERTAIN OTHER OPERATIONS.  The Company continues to eval uate the
profitability realized or likely to be realized by its existing businesses and
operations, and is reviewing froma strategic standpoint which of such
busi nesses or operations should be divested.
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NEW VENTURES GROUP

Conpany believes that the Internet and related new technol ogies will
fundanental |y change managed care organizations. Accordingly, the Conpany has
created a New Ventures Group to focus on the strategic direction of the Conpany
inlight of the Internet and related technol ogies and to pursue opportunities
consistent with such direction. Currently, the Conpany is devel oping
col | aborative approaches with business partners to transformtheir existing
assets and expertise into new e-business opportunities. The Conpany believes
that net-enabled connectivity anong purchasers, consuners, managed care
organi zations, providers and other trading partners is a prerequisite to
creating and capturing e-business opportunities. The Conpany is currently
devel opi ng business concepts to take advantage of those market opportunities
that provide value to consumers, purchasers of benefits and the providers of
medi cal and health care services.

| TEM 6. EXH BI TS AND REPCRTS ON FORM 8-K
(a) Exhibits

The following exhibits are filed as part of this Quarterly Report on Form
10-Q or are incorporated herein by reference:

2.1 Agreement and Plan of Merger, dated October 1, 1996, by and ampng Heal th
Systems International, Inc., FH Acquisition Corp. and Foundation Health
Corporation (filed as Exhibit 2.5 to the Conpany's Annual Report on Form 10-K
for the year ended Decenber 31, 1996, which is incorporated by reference
herein).

2.2 Agreement and Plan of Merger, dated May 8, 1997, by and among the
Conpany, PHS Acquisition Corp. and Physicians Health Services, Inc. (filed as
Exhibit 2.2 to the Conpany’s Quarterly Report on Form 10-Q for the quarter ended
March 31, 1997, which is incorporated by reference herein).

2.3 Amendment No. 1 to Agreement and Plan of Merger, dated Cctober 20, 1997,
by and among the Conpany, PHS Acquisition Corp. and Physicians Health
Services, Inc. (filed as Exhibit 2.3 to the Conpany’s Quarterly Report on Form
10-Q for the quarter ended Septenber 30, 1997, which is incorporated by
reference herein).

3.1 Fourth Amended and Restated Certificate of Incorporation of the
Registrant (filed as Exhibit 4.1 to the Conpany’'s Registration Statement on Form
S8 (File No. 333-24621), which is incorporated by reference herein).

3.2 Fifth Arended and Restated Bylaws of the Registrant (filed as Exhibit
3.2 to the Conpany’s Quarterly Report on Form 10-Q for the quarter ended
June 30, 1997, which is incorporated by reference herein).

3.3 Certain Arendnents to the Fifth Amended and Restated Bylaws of the
Registrant (filed as Exhibit 3.3 to the Company’'s Quarterly Report on Form 10-Q
for the quarter ended Septenber 30, 1999, which is incorporated by reference
herein).

4.1 Formof Cass A Comon Stock Certificate (included as Exhibit 4.2 to the
Conpany’ s Registration Statements on Forms S-1 and S-4 (File nos. 33-72892 and
33-72892-01, respectively), which is incorporated by reference herein).

4.2 Formof Cass B Comon Stock Certificate (included as Exhibit 4.3 to the
Conpany’ s Registration Statements on Forns S-1 and S-4 (File nos. 33-72892 and
33-72892-01, respectively), which is incorporated by reference herein).
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4.3 Rights Agreement dated as of June 1, 1996 by and between the Conmpany and
Harris Trust and Savings Bank, as Rights Agent (filed as Exhihit 99.1 to the
Conpany’ s Registration Statement on Form8-A (File No. 001-12718), which is
incorporated by reference herein).

4.4 First Arendnent to the Rights Agreement dated as of Cctober 1, 1996, by
and between the Conpany and Harris Trust and Savings Bank, as Rights Agent
(filed as Exhibit 10.40 to the Conpany’s Annual Report on Form 10-K for the year
ended Decenber 31, 1996, which is incorporated by reference herein).

10.1 Enploynent Letter Agreenent between the Conpany and Karin D. Mayhew
dated January 22, 1999 (filed as Exhibit 10.2 to the Conpany’s Quarterly Report
on Form 10-Q for the quarter ended March 31, 1999, which is incorporated by
reference herein).

10.2 Letter Agreement dated June 25, 1998 between B. Curtis Westen and the
Conpany (filed as Exhibit 10.73 to the Company’'s Quarterly Report on Form 10-Q
for the quarter ended June 30, 1998, which is incorporated by reference herein).

10. 3 Enpl oyment Letter Agreement dated July 3, 1996 between Jay M Gellert
and the Conpany (filed as Exhibit 10.37 to the Conpany’s Quarterly Report on
Form 10-Q for the quarter ended Septenber 30, 1996, which is incorporated by
reference herein).

10.4 Amended Letter Agreement between the Company and Jay M Cellert dated as
of August 22, 1997 (filed as Exhibit 10.69 to the Conpany’s Annual Report on
Form 10-K for the year ended December 31, 1997, which is incorporated by
reference herein).

10.5 Enpl oynent Letter Agreement between the Conpany and Jeff Bairstow dated
as of January 29, 1998, a copy of which is filed herewith,

10. 6 Enpl oynment Letter Agreement between the Conpany and Steven P. Erwin
dated March 11, 1998 (filed as Exhibit 10.72 to the Conpany’s Annual Report on
Form 10-K for the year ended December 31, 1997, which is incorporated by
reference herein).

10.7 Enpl oynent Agreenment between the Conpany and Maurice Costa dated
Decenber 31, 1997 (filed as Exhibit 10.71 to the Conpany’s Annual Report on Form
10-K for the year ended Decenber 31, 1997, which is incorporated by reference
herein).

10. 8 Enmpl oynent Letter Agreement between the Conpany and Gary S. Vel asquez
dated May 1, 1996 (filed as Exhibit 10.13 to the Conpany's Annual Report on Form
10-K for the year ended Decenber 31, 1998, which is incorporated herein by
reference).

10.9 Enploynent Letter Agreement between the Conpany and Cora Tellez dated
November 16, 1998 (filed as Exhibit 10.16 to the Conpany’s Annual Report on Form
10-K for the year ended Decenber 31, 1998, which is incorporated herein by
reference).

10.10 Enployment Letter Agreement between the Company and Karen Coughlin dated
March 12, 1999 (filed as Exhibit 10.17 to the Conpany’'s Annual Report on Form
10-K for the year ended Decenber 31, 1998, which is incorporated herein by
reference).

10.11 Formof Severance Payment Agreement dated December 4, 1998 by and
between the Company and various of its executive officers (filed as Exhibit
10.21 to the Conpany’s Annual Report on Form 10-K for the year ended Decenber
31, 1998, which is incorporated herein by reference).

10.12 Severance Payment Agreement between the Conpany and J. Robert Bruce
dated September 15, 1998 (filed as Exhibit 10.23 to the Conpany’s Annual Report
on Form 10-K for the year ended Decenber 31, 1998, which is incorporated herein
by reference).
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10. 13 Severance Paynment Agreenent between the Conpany and Maurice Costa dated
April 6, 1998 (filed as Exhibit 10.24 to the Conpany’s Annual Report on Form
10-K for the year ended Decenber 31, 1998, which is incorporated herein by
reference).

10. 14 The Conpany's Deferred Conpensation Plan effective as of My 1, 1998
(filed as Exhibit 10.66 to the Company’s Annual Report on Form 10-K for the year
ended Decenber 31, 1998, which is incorporated herein by reference).

10.15 The Conpany's Deferred Conpensation Plan Trust Agreenent dated as of
Septenmber 1, 1998 between the Conpany and Union Bank of California (filed as
Exhibit 10.31 to the Conpany’s Annual Report on Form 10-K for the year ended
Decenmber 31, 1998, which is incorporated herein hy reference).

10.16 The Conpany’s Second Amended and Restated 1991 Stock Option Plan (filed
as Exhibit 10.30 to Registration Statenent on FormS-4 (File No. 33-86524),
which is incorporated by reference herein).

10. 17 The Conpany's 1997 Stock Option Plan (filed as Exhibit 10.45 to the
Conpany’s Quarterly Report on Form 10-Q for the quarter ended June 30, 1997,
which is incorporated by reference herein).

10.18 The Conpany’s 1998 Stock Option Plan (filed as Exhibit 4.5 to the
Conpany’ s Registration Statement on FormS-8 filed on December 4, 1998, which is
incorporated herein by reference).

10.19 The Company's 1995 Stock Appreciation Right Plan (filed as Exhibit 10.12
to the Company’s Quarterly Report on Form 10-Q for the quarter ended
Sept ember 30, 1995, which is incorporated by reference herein).

10.20 The Conpany's Second Amended and Restated Non-Enpl oyee Director Stock
Option Plan filed as Exhibit 10.31 to Registration Statement on FormS-4 (File
No. 33-86524), which is incorporated by reference herein).

10.21 The Conpany’s Third Amended and Restated Non- Enpl oyee Director Stock
Option Plan (filed as Exhibit 10.46 to the Conpany’s Quarterly Report on Form
10-Q for the quarter ended June 30, 1997, which is incorporated by reference
herein).

10.22 The Conpany’s Enpl oyee Stock Purchase Plan (filed as Exhibit 10.33 to
the Conpany's Registration Statements on Forns S-1 and S-4 (File nos. 33-72892
and 33-72892-01, respectively), which is incorporated by reference herein).

10.23 The Conpany’s Enpl oyee Stock Purchase Plan (filed as Exhibit 10.47 to
the Conpany’s Quarterly Report on Form 10-Q for the quarter ended June 30, 1997,
which is incorporated by reference herein).

10.24 The Conpany's Performance-Based Annual Bonus Plan (filed as Exhibit
10.48 to the Conpany’s Quarterly Report on Form10-Q for the quarter ended
June 30, 1997, which is incorporated by reference herein).

10. 25 The Conpany's 401(k) Associate Savings Plan (filed as Exhibit 4.5 to the
Conpany’s Registration Statement on FormS-8 filed on March 31, 1998, which is
incorporated herein by reference).

10.26 The Conpany's Suppl emental Executive Retirement Plan effective as of
January 1, 1996 (filed as Exhibit 10.65 to the Conpany’s Annual Report on Form
10-K for the year ended Decenber 31, 1998, which is incorporated herein by
reference).

10.27 Managed Heal th Network, Inc. Incentive Stock Option Plan (filed as
Exhibit 4.8 to the Conpany’s Registration Statement on Form S-8 (File No.
333-24621), which is incorporated by reference herein).
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10.28 Managed Heal th Network, Inc. Amended and Restated 1991 Stock Option Plan
(filed as Exhibit 4.9 to the Conpany’s Registration Statement on FormS-8 (File
No. 333-24621), which is incorporated by reference herein).

10.29 1990 Stock Option Plan of Foundation Health Corporation (filed as
Exhibit 4.5 to the Conpany's Registration Statenent on FormS-8 (File No.
333-24621), which is incorporated by reference herein).

10.30 FHC Directors Retirenent Plan (filed as an exhibit to FHC s Annual
Report on Form 10-K for the year ended June 30, 1994 filed with the Commission
on Septenber 24, 1994, which is incorporated by reference herein).

10.31 FHC's Deferred Compensation Plan, as amended and restated (filed as
Exhibit 10.99 to FHC s Annual Report on Form 10-K for the year ended June 30,
1995, filed with the Commission on Septenber 27, 1995, which is incorporated by
reference herein).

10.32 FHC's Suppl emental Executive Retirement Plan, as amended and restated
(filed as Exhibit 10.100 to FHC s Annual Report on Form 10-K for the year ended
June 30, 1995, filed with the Commission on September 27, 1995, which is
incorporated by reference herein).

10.33 FHC's Executive Retiree Medical Plan, as amended and restated (filed as
Exhibit 10.101 to FHC s Annual Report on Form 10-K for the year ended June 30,
1995, filed with the Commission on Septenmber 27, 1995, which is incorporated by
reference herein).

10. 34 Stock and Note Purchase Agreement by and between FHC, Jonathan H.,
Scheff, MD., FPA Medical Managenent, Inc., FPA Medical Managenent of
California, Inc. and FPA Independent Practice Association dated as of June 28,
1996 (filed as Exhibit 10.109 to FHC s Annual Report on Form 10-K for the year
ended June 30, 1996, which is incorporated by reference herein).

10.35 Participation Agreement dated as of My 25, 1995 anong Foundation Health
Medi cal Services, as Construction Agent and Lessee, FHC, as Quarantor, First
Security Bank of Utah, N.A, as Oner Trustee, Sumitomp Bank Leasing and
Finance, Inc., The Bank of Nova Scotia and NationsBank of Texas, N.A, as
Hol ders and NationsBank of Texas, N.A, as Adninistrative Agent for the Lenders;
and Quaranty Agreement dated as of My 25, 1995 by FHC for the benefit of First
Security Bank of Uah, NA (filed as an exhibit to FHC' s Form 10-K for the year
ended June 30, 1995, filed with the Conmission on Septenber 27, 1995, which is
incorporated by reference herein).

10.36 Credit Agreement dated July 8, 1997 anong the Conpany, the banks
identified therein and Bank of America National Trust and Savings Association in
its capacity as Administrative Agent (providing for an unsecured $1.5 billion
revolving credit facility) (filed as Exhibit 10.23 to the Conpany’s Quarterly
Report on Form 10-Q for the quarter ended June 30, 1997, which is incorporated
by reference herein).

10. 37 Guarantee Agreement dated July 8, 1997 between the Conpany and First
Security Bank, National Association (filed as Exhibit 10.24 to the Conpany’s
Quarterly Report on Form 10-Q for the quarter ended Septenber 30, 1997, which is
incorporated by reference herein).

10.38 First Amendment and Wiver to Credit Agreement dated April 6, 1998 anmong
the Conpany, Bank of America National Trust and Savings Association and the
Banks (as defined therein) (filed as Exhibit 10.64 to the Conpany’s Quarterly
Report on Form 10-Q for the quarter ended March 31, 1998, which is incorporated
by reference herein).

10.39 Second Anendment to Credit Agreenent dated July 31, 1998 anong the
Conpany, Bank of America National Trust and Savings Association and the Banks
(as defined therein) (filed as Exhibit 10.65 to the Conpany’s Quarterly Report
on Form 10-Q for the quarter ended June 30, 1998, which is incorporated by
reference herein).
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10.40 Third Amendment to Credit Agreement, dated November 6, 1998, among the
Conpany, Bank of America National Trust and Savings Association and the Banks
(as defined therein) (filed as Exhibit 10.65 to the Conpany’s Quarterly Report
on Form 10-Q for the quarter ended Septenber 30, 1998, which is incorporated by
reference herein).

10.41 Fourth Amendment to Credit Agreement, dated as of March 26, 1999, anong
the Conpany, Bank of America National Trust and Savings Association and the
Banks, as defined therein (filed as Exhibit 10.64 to the Conpany’s Form 10-K for
the year ended December 31, 1998, which is incorporated by reference herein).

10.42 Formof Credit Facility Cormitment Letter, dated March 27, 1998, between
the Conpany and the Myjority Banks (as defined therein) (filed as Exhibit 10.70
to the Conpany’s Annual Report on Form 10-K for the year ended Decenmber 31,
1997, which is incorporated by reference herein).

10.43 Office Lease, dated as of January 1, 1992, by and between Wrner
Properties |11 and Health Net (filed as Exhibit 10.23 to the Conpany's
Regi stration Statements on Forms S-1 and S-4 (File Nos. 33-72892 and
33-72892-01, respectively), which is incorporated by reference herein).

10. 44 Lease Agreenent between HAS-First Associates and FHC dated August 1,
1998 and formof amendnent thereto (filed as an exhibit to FHC s Registration
Statement on FormS-1 (File No. 33-34963), which is incorporated by reference
herein).

10.45 Asset Purchase Agreenent dated Decenber 31, 1998 by and between the
Conpany and Access Health, Inc. (filed as Exhibit 10.62 to the Conpany’s Form
10-K for the year ended Decenber 31, 1998, which is incorporated by reference
herein).

10. 46 Purchase Agreement dated February 26, 1999 by and among the Company,
Foundation Heal th Pharmaceutical Services, Inc., Integrated Pharmaceutical
Services, Inc., and Advance Paradigm Inc. (filed as Exhibit 10.63 to the
Conpany’s Form 10-K for the year ended December 31, 1998, which is incorporated
by reference herein).

11.1 Statement relative to conputation of per share earnings of the Conmpany
(included in the Notes to the Condensed Consolidated Financial Statements
contained in this Quarterly Report on Form10-Q)

*¥27.1 Financial Data Schedule for the first quarter ended March 31, 2000, a
copy of which has been filed with the EDGAR version of this filing.

¥ Acopy of the exhibit is being filed with this Quarterly Report on Form
10-Q

(b) Reports on Form 8-K

No Current Reports on Form8-K were filed by the Conpany during the first
guarterly period ended March 31, 2000.
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SI GNATURES

Pursuant to the requirements of the Securities Act of 1934, the Registrant
has duly caused this report to be signed on its behalf by the undersigned
thereunto duly authorized.

<Tabl e>
<S> NE RN
FOUNDATI ON HEALTH SYSTEMS, |NC.
(Regi strant)
Date: My 10, 2000 By: I's/ JAY M CGELLERT
Jay M Gellert
PRESI DENT AND CH EF EXECUTI VE OFFI CER
Date: May 10, 2000 By: I's/ STEVEN P. ERWN
Steven P. Erwin
EXECUTI VE VI CE PRESI DENT AND
CH EF FINANCI AL OFFI CER
</ Tabl e>
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EXHBIT 10.5

January 29, 1998

M. Jeffrey Bairstow
1206 Nat chez Road
Franklin, TN 37069

Re: Ofer of Enploynent
Dear Jeff:

On behal f of Managed Heal th Network ("MHN'), | would like to confirm our
offer to you for the exenpt position of President and Chief Qperating OFficer
of Managed Health Network, |ocated in San Rafael, CA, and Senior Vice
President, Specialty Services Division, reporting to Gary Velasquez. In this
position, you will earn a monthly salary of $20,834.00. Associates are paid
on a biweekly basis with 26 pay periods per year. Performance of each of the
Conpany’ s associates is generally reviewed on an annual basis and any
adjustnent to salary is ordinarily made upon the conpletion of such
performance review. You will be provided a car allowance of $1,000/ nonth,
subject to normal payroll deductions. Additionally, a sign-on bonus of
$75,000 (subject to taxes) will be paid to you within the first thirty days
of enployment. The intent of the sign-on bonus is to help offset the

addi tional expense of buying a home in the Bay Area.

In addition, you will be eligible to participate in the Conpany’s Executive
Incentive Plan, under which plan bonus paynents are dependent upon Conpany
and individual performance measures. You will be eligible to participate in
the plan beginning in 1998, with a target bonus opportunity of 40% of your
base pay. Any bonus payout for 1998 will be prorated based on your hire date.
You nust be actively enployed and on the Conpany payrol| at the tine the
bonus is paid. Bonus calculations are based on the base salary in effect on
Decenber 31st of the respective fiscal year. It is understood that the
Conpany in its sole discretion will award bonus anounts, if any, as it deens
appropriate consistent with the guidelines of the Plan.

The Conpany’s management will reconmend to its Conpensation and Stock Option
Conmittee (hereinafter "Committee") that you be granted stock options in an
amunt of 15,000 shares in the 1997-1998 plan year. It will be recomended
that the strike price for the shares underlying the option be set to reflect
the stock price at the close of business on the first day of enmployment. It
will be within the sole discretion of the Conmittee to determine whether the
recomendation to grant you 15,000 shares will be approved. It is understood
that any recomendations for any subsequent plan years made by the Conpany’s
management will be made consistent with your performance and comparable to
peer managers of the Company at the time option recommendations are presented
to the Comittee. Stock option shares vest on a one-third/year basis with all
shares vesting after three years of the date of original grant. At all tinmes,
all stock option grants remain within the sole discretion of the Comittee.
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CFFER LTR/ JEFFREY BAI RSTOW
1/29/ 98

In addition to the foregoing, and subject to any prerequisite length of

enpl oynent and your continued enpl oyment with the Company, you will be
eligible for consideration to receive and/or participate in Conpany-of fered
benefits if you meet certain criteria. You will receive, at orientation and
under separate cover, information about Conpany benefits programs, including
group nedical, dental, vision, life insurance, short-termand |ong-term
disability insurance, 401(k), Conpany-recognized holidays, the enployee stock
purchase plan, tuition reimbursenent and participation in our deferred
conpensation program In our 401(k) plan, the Conpany will match your
contribution at $0.50 for every dollar contributed up to six percent (6%.
The Conpany’s Paid Tine Off ("PTO') henefit will be provided to you for
illness, vacation, and personal time off. You will accrue PTO at a rate of 23
days per year between your date of hire and 120 months of service, and 25
days per year thereafter. In case of a conflict between this summary and the
official documents, the official documents will always govern. In addition,
the Conpany reserves the right to change, amend, or terninate the benefits
plans at any tine, with or without notice.

Please contact Janet Paraventi-Holt to schedul e your orientation. Enclosed
are payrol | and 1-9 forms as well as the docunmentation required to conplete
the 1-9 forms. W are required to verify you eligibility to work in the
United States within three days of your start date. (Alist of appropriate
docunentation can be found on the reverse side on the -9 form.

The Conpany will provide you with an option of benefits targeted to assist
you in relocating to the San Rafael, California area. Attached you will find
a copy of the Relocation Guideline that applies to your position. Relocation
policy to be nodified per verbal agreement to stipulate weekly return trips
to Tennessee as well as extension of temporary living accormodations and sal e
of old residence to 12/31/98 - with best efforts to move within the
stipulated 6-month period. (Mdify section 3.6.1, 3.6.2 and 3.8 - per
attached policy sheets). Should you voluntarily |eave the Conpany within one
year fromyour date of hire for any reason, you will be responsible for
reimursing the Conpany within five business days of the date of your
termnation of your enployment 50%of the total relocation expenses paid on
your hehal f.

During the first year of enployment, commencing on February 23, 1998 and
ending on February 23, 1999, the Conmpany will provide you with reasonabl e
protection in the event of the termination of your enployment without
"cause". Under the terms of this agreenent, "cause" is defined as failure to
performyour duties, other than a failure resulting fromconplete or partial
incapacity due to physical or nmental illness or inpairnment; gross msconduct
or fraud; or, conviction of, or a plea of "guilty" or "no contest" to a
felony. In the event that your enployment is terminated involuntarily, and
without cause, and you agree and sign the Conpany’s standard Confidential and
General Release Agreenent, you will be provided a severance package totaling
six (6) months of base salary in effect at the date of your termination.
Payment of the severance package will be made on a salary continuation basis
until the sumof six (6) nonths of base salary is paidin full. During this
period of severance payment, the Conpany will pay the premiumto provide you
and your dependents medical and dental coverage under COBRA if you elect to
continue your benefits under COBRA. Following one year of enploynent,
severance benefits, if any, will be paid under the terms and conditions of
the prevailing conpany severance programin effect at that tine.
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You agree, through the signing of this letter, that your enployment with the
conpany is at the nutual consent of each enployee and the Conpany and is an
"at-will" enploynent relationship. Nothing is this letter is intended to
guarantee your continued enpl oyment with the Conpany or enploynent for any
specific length of time. Wile the Conpany hopes that your enpl oyment
relationship will be nutually beneficial and rewarding, both you and the
Conpany retain the right to terminate the enployment relationship at will, at
any time, with or without cause. The at-will nature of your enploynent with
the Conpany cannot be nodified or superseded except by a witten agreenent
signed by you and the President of the Specialty Division, that clearly and
expressly specifies the intent to nodify the at-will relationship. In
accepting enpl oyment with the Conpany, you acknow edge that no Conpany
representative has made any oral or witten pronise or representation
contrary to this paragraph. Furthermore, you acknow edge that this paragraph
represents the only agreement between you and the Conpany concerning the
duration of your enployment and the at-will nature of the enpl oynent

rel ationship

During your enployment with the Conpany, you will have access to and becone
acquainted with certain proprietary and confidential informtion and
practices ("Confidential Information"). Confidential Information includes al
information that is not generally known to the Conpany’'s conpetitors and the
public, and that has or could have commercial value to the Conpany's
business. It includes, but is not limted to, customer information, custoner
lists, and pricing methodol ogy.

I'n accepting enployment with the Conpany, you acknow edge and agree that al
docunents, memoranda, reports, files, correspondence, lists and other written
el ectronic and graphic records affecting or relating to the Conpany’s

busi ness that you may prepare, use, observe, possess or control (including
but not limted to, any mterials containing Confidential Information) shal
be and remain the Conpany’s sole property, and you agree not to make use of or
disclose to any third party any such material, Confidential or otherwise
except for the benefit of the Conpany and in the course of your enploynent
with the Company. If your enployment is terminated (voluntary or otherwise)
you agree to deliver to the Conpany within five business days of termination
all witten and/or graphic records affecting or relating to the Conpany’s
business, including but not linited to material containing Confidentia

I nf ormation
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You have agreed and certify that you have no other agreement, relationship,
or comittment to any other person or entity that conflicts with your
obligations to the Conpany under this offer letter. If you are unable to so
certify, all such agreement(s) nust be identified here:

You agree not to use or disclose any Confidential Information or trade secrets
of others, including all prior enployees in your work at the Company. Should
a situation arise in which you believe that your job duties may lead to the
use of disclosure of confidential information or trade secrets of another,

you agree to notify Janet Paraventi-Holt, Debra Taylor, or Dan Smithson in
the Human Resources Department of the situation immediately. You represent

and warrant that you returned all property and confidential informtion

bel onging to all prior enployers.

Finally, this letter sets forth all the terms of this offer of enployment. It
supersedes al| previous and contenporaneous oral and written comunications

and representations. To confirmyour acceptance of these terns, please sign,

date and return a copy of this letter, in the enclosed self addressed

envel ope. An additional copy of the offer letter is enclosed for your files.

Jeff, we look forward to your return to the conpany. Should you have any
guestions, prior to or during your enployment, please feel free to contact nme
at (916) 631-5122.

Sincerely,

I's/ GARY VELASQUEZ

Gary Vel asquez

President & COO of Government QCperations
and Specialty Services Division
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| HEREBY ACCEPT AND AGREE TO THE TERMS OF TH' S OFFER OF EMPLOYMENT AS
CUTLI NED ABOVE.

I'sl JEFFREY J. BAIRSTOW 212198

SI GNATURE DATE

Encl osures: Relocation Quideline
[-9 Information
W4 Form
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<ARTICLE> 5
<LEGEND>
TH'S SCHEDULE CONTAINS SUMVARY FI NANCI AL | NFORMATI ON EXTRACTED FROM CONSCLI DATED
BALANCE SHEETS AND CONSOLI DATED STATEMENTS OF CPERATIONS AND |'S QUALIFIED IN ITS
ENTI RETY BY REFERENCE TO SUCH FI NANCI AL STATEMENTS.

</ LEGEND>

<MULTI PLI ER> 1, 000

<TABLE>

<S> <C

<PER OD- TYPE> 3-MS

<F| SCAL- YEAR- END> DEC- 31- 2000
<PERI CD- START> JAN-01- 2000
<PERI OD- END> MAR- 31- 2000
<CASH> 967, 034
<SECURI TI ES> 433, 240
<RECEI VABLES> 504, 846<F1>
<ALLOMANCES> 0
<| NVENTCRY> 0
<CURRENT- ASSETS> 2,296, 232
<PP&E> 268, 462<F2>
<DEPRECI ATI O\> 0
<TOTAL- ASSETS> 3,628,530
<CURRENT- LI ABI LI TI ES> 1,635, 272
<BONDS> 1, 033, 059<F3>
<PREFERRED- MANDATORY> 0
<PREFERRED> 0
<COMMON> 125
<QTHER- SB> 925, 043<F4>
<TOTAL- LI ABI LI TY- AND- EQUI TY> 3,628,530
<SALES> 0
<TOTAL- REVENUES> 2,199, 335
<CCS> 0
<TOTAL- COSTS> 1,777,181
<QTHER- EXPENSES> 0
<LCSS- PROVI SI O\ 0
<| NTEREST- EXPENSE> 0
<| NCOVE- PRETAX> 0
<| NCOME- TAX> 0
<| NCOVE- CONTI NUl NG 0
<DI SCONTI NUED> 0
<EXTRACRDI NARY> 0
<CHANGES> 0
<NET- | NCOVE> 0
<EPS- BASI & 0
<EPS- DI LUTED> 0
<FN>

<FI>NET OF ALLOMANCES FOR DOUBTFUL ACCOUNTS

<F2>NET OF ACCUMULATED DEPRECI ATI ON

<F3>| NCLUDES BCRROW NG UNDER REVOLVING CREDI T FACILITY, M SC NOTES PAYABLE AND
CAPI TAL LEASES

<F4>NET TREASURY STOCK

</ FN>

</ TABLE>
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